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AREA OF STUDY 2
AGGREGATE SUPPLY POLICIES

5 Aggregate supply policies
and domestic economic stability

5.1 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.

5.1.1 Introduction

FIGURE 5.1 Aggregate supply policies consist of a wide
range of government strategies designed to grow Australia’s
productive capacity or the potential size of GDP. For example,
these measures might include creating financial incentives
for individuals and businesses such as offering lower taxes
or increased pay to extract greater effort and efficiency, the
building of better national infrastructure, the use of immigration
to grow our labour resources, and improving education and
training. By growing the economy’s productive potential, key
domestic macroeconomic goals like strong economic growth,
full employment and low inflation should be better achieved,
allowing us to enjoy higher material living standards.

In Topic 4 we looked at the ways
budgetary and monetary policies can be
used to manage the level of aggregate
demand, pursue the government’s
domestic macroeconomic goals and,
ultimately, help to improve Australian
living standards. While the use of
macroeconomic policies to manage
aggregate demand is important in the
short to medium term for dealing with
cyclical economic problems (such as
booms and recessions, demand inflation
and cyclical unemployment), this ignores
the vital roles played by aggregate supply
policies in reducing longer term aggregate
supply-side troubles such as cost inflation,
structural unemployment and inefficiency
that limits the potential rate of economic
growth, our international competitiveness
and, ultimately, our living standards.

In other words, aggregate supply
policies can also be used to help
promote the government’s key domestic
macroeconomic goals. Indeed, as we shall
see in this topic, without these aggregate
supply measures to help boost efficiency
and productive capacity, the growth in
aggregate demand cannot be satisfied or
met in the long term, limiting Australia’s
economic performance and undermining
our living standards.
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5.1.2 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, operation and aims of aggregate supply policies and their relationship to the domestic
macroeconomic goals, international competitiveness and living standards

• the relationship between the efficient allocation of resources and aggregate supply
• how the following aspects of budgetary policy are designed to influence aggregate supply and the

achievement of domestic macroeconomic goals:
• spending on training and education
• research and development grants
• subsidies
• investment in infrastructure

• how welfare and tax reform policies are designed to influence aggregate supply and living standards
• the effect of immigration policies on the labour market and aggregate supply, and the way in which this

influences the achievement of domestic macroeconomic goals
• the strengths and weaknesses of using aggregate supply policies to achieve the Australian Government’s

domestic macroeconomic goals and how these goals may affect living standards.

KEY SKILLS
• define key economic concepts and terms and use them appropriately
• describe the aims of aggregate supply policies in terms of the domestic macroeconomic goals and living

standards
• gather relevant data and information about the nature and operation of aggregate supply policies in

Australia
• analyse the effect of aggregate supply policies on the domestic macroeconomic goals and living

standards
• discuss the strengths and weaknesses of aggregate supply policies.

Source: VCE Economics Study Design (2017–2021) extracts © VCAA; reproduced by permission.

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).

5.2 Definition and aims of aggregate supply policies

KEY CONCEPTS
• the nature, operation and aims of aggregate supply policies and their relationship to the domestic

macroeconomic goals, international competitiveness and living standards
• the relationship between the efficient allocation of resources and aggregate supply

Before looking at how aggregate supply policies work, it is important that we start with a definition.
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5.2.1 Definition of aggregate supply policies
Recall that aggregate supply (AS) is the total output of a nation’s producers at a given level of prices and
is affected by their ability and willingness to supply goods and services. Aggregate supply policies include
a wide range of government cost-cutting, efficiency-promoting strategies that seek to grow the productive
capacity or potential of the economy, especially in the long term, by increasing the willingness and ability
of suppliers of goods and services (individuals and businesses) to produce.

These policies try to increase the nation’s potential level of output by making aggregate supply
conditions more favourable.

More specifically, government aggregate supply policies might involve measures that seek to:
• increase the efficiency in our use of resources so that the output of goods and services grows faster than

the rise in inputs
• increase the quantity or volume of productive resources available
• increase incentives to motivate individuals and businesses to expand production and capacity
• increase the level of competition in markets so they are more responsive and effective
• reduce any instances of market failure in allocating resources.
These macroeconomic impacts of successful aggregate supply policies can be easily illustrated in

figure 5.2 using an aggregate demand–supply diagram. Here, the increase in Australia’s productive capacity
shifts the whole aggregate supply line out and to the right of the original line (the move from AS1 to AS2;
or on the production possibility diagram, this could be shown through an outward shift of the production
possibility frontier). Returning to the AD–AS diagram, notice that supply-side measures that grow capacity
through increased resources or efficiency will boost the sustainable level of national production (the shift
from GDP1 to GDP2) that can be achieved while enjoying lower prices or cost inflation (the shift from
P1 to P2). Clearly this offers enormous potential for governments to help strengthen our domestic
macroeconomic goals, competitiveness and living standards. We will return to these effects shortly.

FIGURE 5.2 How effective aggregate supply policies can slow cost
inflation, lift the sustainable rate of GDP and employment growth, and
improve Australia’s competitiveness and material living standards.
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While these aggregate supply policies can be seen as complementary to the aggregate demand measures
that we studied in topic 4 (both are used to promote the government’s domestic macroeconomic goals and
living standards), they differ in at least three important areas:
• They work in different ways and use different theories. On the one hand, aggregate demand policies

influence Australia’s domestic macroeconomic conditions by stabilising the growth in the level of
spending (AD). This is based on Keynesian economic theory where ‘demand creates supply’. On the
other hand, aggregate supply policies try to grow our capacity to produce or supply output (AS),
perhaps by using incentives and competition to boost efficiency. Here ‘supply may create demand’.
A combination of these approaches allows Australia’s rising demand for goods and services to be
matched or balanced by a growing capacity to supply.

• They work on slightly different problems. By helping to stabilise spending, aggregate demand policies
can help to avoid cyclical problems caused by booms and recessions, such as demand inflation and
cyclical unemployment, that undermine our living standards. However, aggregate supply policies deal
with structural problems— such as cost inflation, natural unemployment and the sustainable speed
limit or non-inflationary rate of economic growth — as a way of enhancing our wellbeing.

• They operate in different time frames. Aggregate demand policies often focus more on the short- to
medium-term drivers of the economy, whereas aggregate supply policies tend to concentrate more on
longer-term factors determining the economy’s performance.

In the current VCE Economic course, we are required to focus on three main areas of the Australian
government’s aggregate supply policies:
1. Aggregate supply aspects of government budgetary policy. You are required to study a selection of four

supply-side budgetary policies that can directly affect Australia’s productive capacity. These focus
largely on aspects of government budget outlays. You need to be able to discuss how these policy
initiatives impact on domestic macroeconomic goals and living standards. The policies involved are:
• investment in infrastructure
• spending on education and training
• research and development grants
• subsidies.

2. Welfare reforms and tax reforms as aggregate supply policies. You need to be able to explain how such
welfare and tax reforms might affect productive capacity and aggregate supply, and discuss how
these reforms might affect domestic macroeconomic goals and living standards.

3. Immigration policies affecting the labour market. Immigration policies involve the government setting
targets for the number and required skills of immigrants. They are designed to affect the quality, size
and age distribution of our labour force. You are required to explain how these policies affect
Australia’s productive capacity and aggregate supply, and be able to discuss the impact of these
policies on domestic macroeconomic goals and living standards.

Note that for each of these policies, you need to remember three main things:
1. Ensure that you can describe the nature of these government aggregate supply-side policies.
2. Be able to explain how policies operate to affect efficiency, productive capacity and AS.
3. Be able to discuss their impacts (including strengths and weaknesses) on Australia’s key domestic

macroeconomic goals, international competitiveness and living standards.

Figure 5.3 provides an overview of the aggregate supply policies on which we will focus in this topic.
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FIGURE 5.3 An overview of aggregate supply policies

Aggregate supply policies
Grow efficiency, promote domestic macroeconomic goals, lift

competitiveness and improve living standards

2. Welfare and tax reforms

as aggregate supply policies

3. Immigration policies as

aggregate supply policies

• Set annual targets to lift the
   quantity of labour resources
   available and grow our
   productive capacity

• Priority given to wanted
   skills to grow the quality of
   labour resources, efficiency
   and our productive capacity

• Younger average age of
   immigrants may help to defer
   our ageing population, ease
    labour shortages and grow
   productive capacity

• Welfare reforms to lift
   participation rates, grow
   labour resources available,
   ease the tax burden and grow
   productive capacity

•  Tax reforms involving lower
   tax rates to incentivise
   business expansion and grow
   productive capacity

1. Aggregate supply

budgetary policies

• Investment in national
   infrastructure to boost
   efficiency, lower costs and
   grow our productive capacity
   and competitiveness

• Investment in education
   and training to grow
   efficiency, capacity and
   competitiveness

• Investment in R&D to grow
   efficiency, productive
   capacity and competitiveness

• Outlays on targeted
   subsidies to reduce market
   failure, lift efficiency and
   grow our productive capacity

5.2.2 Aggregate supply policies aim to improve efficiency in resource
allocation
A central aim of all aggregate supply policies is to grow Australia’s productive capacity, potential level of
GDP and aggregate supply through increasing efficiency (the change in the ratio of output gained from a
unit of inputs) in how our resources are used or allocated. For example, more national output can be gained
from the same inputs by promoting stronger competition in markets, increasing financial incentives for
motivation, increasing education and skills and improving infrastructure. Specifically, aggregate supply
policies seek to strengthen four different types of efficiency:
• Allocative efficiency needs to increase to ensure that resources are directed into areas where they best

help to satisfy society’s immediate and future needs and wants. For example, allocative efficiency may
be improved by using aggregate supply policies to promote stronger competition between sellers of
goods and services in various markets, by undertaking market deregulation and through labour market
reforms. This ensures that resources are directed into areas of comparative cost advantage, where
opportunity costs are minimised. However, on some occasions, government policy intervention may be
needed to overcome market failure and lift efficiency in the allocation of resources.

• Productive or technical efficiency is about businesses using the least-cost method of production.
Aggregate supply policies (such as research and development grants) can help firms to cut their costs
and employ the best international production practices, skills, technology and equipment available.

• Dynamic efficiency involves firms being adaptive and creative in response to changing economic
circumstances. Policy needs to encourage market flexibility and resilience when faced with changing
tastes among buyers. Dynamic efficiency is also enhanced when employees upgrade their skills and
training, when there is a culture of market research and product development, and when firms are
encouraged to be innovative and creative.

• Intertemporal efficiency involves ensuring there is a suitable balance between resources being
allocated towards current consumption on the one hand, and adequate national saving for financing
future investment to grow the economy’s capacity on the other. Aggregate supply-side policies (such as
tax reform and investing in infrastructure) can help promote this.
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In turn, stronger efficiency or productivity holds the key to improvements in Australia’s living standards,
particularly given our ageing population.

5.2.3 Aggregate supply policies aim to promote the achievement of
Australia’s domestic macroeconomic goals
The Australian government uses cost-cutting, efficiency-promoting aggregate supply policies aimed to
strengthen the achievement of Australia’s three important domestic macroeconomic goals.

1. The aim of boosting the sustainable, non-inflationary rate of economic growth
In the long term, Australia’s rate of economic growth is limited to the speed at which our productive
capacity (the absolute maximum level of production that a country can obtain from the available resources
at a point in time) can expand. An important aim of aggregate supply policies (such as immigration,
investment in infrastructure, spending on education and R&D, along with welfare and tax reforms) is
to increase the economy’s speed limit by reducing the constraints limiting efficiency that currently slow
Australia’s sustainable growth in production. Appropriate policies, for example, might potentially let us
grow GDP by an average rate of 4 or 5 per cent a year in the future without accelerating inflation, rather
than at about 3 per cent as at present. Clearly, faster GDP growth should lead to higher average real incomes
and material living standards.

2. The aim of promoting low inflation by cutting production costs
Inflation rises quickly when there are demand and/or cost pressures pushing up prices. Many aggregate
supply policies (such as infrastructure investment, outlays on education and R&D, tax reforms and
immigration) aim to improve productivity or efficiency, thereby slowing the production costs for firms.
With lower costs, businesses can sell their goods and services more cheaply and still make strong profits.
In turn, this slows cost inflation and therefore helps achieve the government’s goal. This would also tend to
strengthen our purchasing power, international competitiveness and living standards.

3. The aim of promoting full employment, especially in the long run
Unemployment can be caused by a lack of spending and by ‘natural’ causes including structural changes
in the way goods and services are produced and sold. In the long term, aggregate supply policies (such
as spending on education, training and infrastructure, along with welfare and tax reforms including lower
rates of company tax) can help reduce the rate of natural unemployment (NAIRU). They might do this
by focusing on improved flexibility and efficiency in our use of labour resources, creating incentives that
reward efficiency, and ensuring workers have appropriate skills and training so they are more employable.
Aggregate supply policies can help cut production costs and make Australian firms and workers more
internationally competitive and profitable. When profits are stronger, fewer firms close down and more start
up or expand. This should eventually help to reduce structural unemployment and create more jobs. Real
incomes and living standards ought to benefit from this. However, it is possible in the short term that some
aggregate supply policies may also cause a rise in the level of structural unemployment in some industries.

5.2.4 Aggregate supply policies aim to increase Australia’s
international competitiveness
A final aim of aggregate supply policies is to make local businesses more competitive internationally at
home and abroad, by helping them to be able to sell more attractive goods and services at lower prices
that better meet customers’ needs. They seek to do this by conducting research and product development,
increasing efficiency, and keeping production costs and inflation rates lower. This might involve measures
to increase competition in some key markets, and to create greater incentives for business investment,
participation and hard work. As a consequence, Australian firms should be able to grow their sales at home
and abroad, boosting incomes. This boosts Australia’s living standards.
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5.2.5 Aggregate supply policies aim to improve Australian living
standards
By helping to directly or indirectly promote greater efficiency for these three domestic macroeconomic
goals, as well as international competitiveness, aggregate supply policies have the potential to lift material
and non-material living standards. There are many advantages to greater efficiency, including:
• most importantly, greater efficiency in resource use means we have the capacity to grow GDP and

therefore national income per head at a faster rate than otherwise
• greater efficiency and lower costs and prices help to boost the purchasing power of higher incomes
• lower costs and prices due to improved efficiency help to make us more internationally competitive,

adding to business expansion rather than closures, generating higher export incomes and living
standards

• in the long term, greater efficiency and competitiveness especially help to lower structural
unemployment and grow average incomes.

5.2.6 Some aggregate supply policy challenges facing Australia’s
economy
Today, the Australian economy faces significant aggregate supply problems. These need to be addressed
through appropriate government policies in order to strengthen the economy’s performance. Some of these
challenges are summarised in figure 5.4.

FIGURE 5.4 Some challenges now facing Australia for aggregate supply policy

Some challenges

facing Australia’s

aggregate

supply-side

policies

The need to slow

production costs

and improve our

international

competitiveness A slowing

sustainable rate of

economic growth

High youth and

structural

unemployment,

lower NAIRU

Public sector

debt, sustainability

of spending and

structural budget

deficits

Inequality between

regions and states
Labour skills

bottlenecks, an

ageing population

and our future

labour force

Adequate funding

of state

government

services

Restructuring for

climate change

Lower multifactor

productivity and

efficiency

Correcting

infrastructure

bottlenecks in

transport, power,

gas, water and

communications

Pdf_Folio:7

TOPIC 5 Aggregate supply policies and domestic economic stability 7

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 8 — #8

Weblinks Policies for managing aggregate supply

Supply-side policies

Supply-side economics

Productivity

8 Key Concepts VCE Economics 2 Units 3 & 4 Tenth Edition

5.2 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. Define aggregate supply policies.
2. What are the main aims of aggregate supply policies?

Applied economic exercises
1. (a) Contrast aggregate supply policies and aggregate demand policies. (4 marks)

(b) What do you consider to be the three most important aims or goals of aggregate supply policies?
Explain your selection. (3 marks)

(c) Distinguish between the following types of efficiency:
i. allocative efficiency and technical (productive) efficiency. (2 marks)
ii. intertemporal efficiency and dynamic efficiency. (2 marks)

(d) Use a fully labelled and annotated AD–AS diagram to show how successful aggregate supply policies
might be expected to affect each of the following: (4 marks)

(e) In general terms, outline how aggregate supply policies may be used to help achieve any two of the
following government goals:
i. low inflation (also called price stability)
ii. strong and sustainable economic growth
iii. lower unemployment
iv. improvements in living standards. (2 + 2 = 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: P ractice exam questions

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

5.3 How selected government budgetary policies can
influence aggregate supply, domestic macroeconomic
goals and living standards

KEY CONCEPTS
• how the following aspects of budgetary policy are designed to influence aggregate supply and the

achievement of domestic macroeconomic goals:
• spending on training and education
• research and development grants
• subsidies
• investment in infrastructure
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Aggregate supply-side budgetary policies can be used to help grow Australia’s productive capacity
or potential, thereby helping to promote domestic macroeconomic goals and better living standards.
Aggregate supply budgetary policies seek to use changes in budget receipts and/or outlays to help allocate
more resources more efficiently into key areas, correcting market failure and building the economy’s
long-term productive capacity. We will examine four specific aggregate supply budgetary policies:
1. Government investment in building national infrastructure
2. Government spending on training and education
3. The selective use of government subsidies and industry assistance
4. Provision of government research and development (R&D) grants.
These aspects of aggregate supply budgetary policy are summarised in figure 5.5.
Using the AD–AS diagram in figure 5.6, we will show that each of these policies can be used to increase

Australia’s productive capacity, grow aggregate supply (the shift from AS1 to AS2), and increase the
sustainable rate of economic growth (the shift from GDP1 to GDP2) while slowing inflation (the shift from
P1 to P2), thereby increasing incomes and strengthening living standards.

With this in mind, let’s take a look at the first of these four policy measures.

FIGURE 5.5 An overview of some aggregate supply aspects of budgetary policy

• Cash payments and/or tax concessions help cover

     production costs for businesses and encourage the
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• Lower production costs for business (e.g. transport,

     energy, communications) and improve our

    international competitiveness

• Helps to encourage business expansion rather than

   closures

• Grows productive capacity, AS and potential GDP

• Increases the quality and productivity of labour

     resources (improves our human capital, technical

     and dynamic efficiency), growing productive

     capacity, AS and potential GDP

• Labour force becomes more creative and innovative,

     growing competitiveness, encouraging business

    expansion, along with productive capacity, AS and

     potential GDP

• Helps to cover business costs, grow profitability and

     encourage the expansion of business productive

    capacity, reducing closures, and increasing AS and

     potential GDP

• Can reduce market failure and hence increase

    allocative efficiency, adding to productive capacity,

    AS and potential GDP

Budgetary policies

1. Government

    investment spending

    on the building of

    national infrastructure

    projects

2. Government spending

    on education and

     training

3. Government payment

    of targeted subsidies

Pdf_Folio:9

TOPIC 5 Aggregate supply policies and domestic economic stability 9

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 10 — #10

FIGURE 5.6 How aspects of budgetary policy can be used to grow
Australia’s productive capacity
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5.3.1 How government investment spending on national infrastructure
in the budget can grow aggregate supply

FIGURE 5.7 It is widely recognised that building national
infrastructure projects involving investment in transport, water,
communication and electricity can enhance efficiency and
the productive capacity of the economy. This should help
to reduce production costs for firms and encourage them
to expand, rather than close down. In turn, infrastructure
can grow our potential GDP and incomes, and allow
Australian producers to be more internationally competitive.
Unfortunately, the building of infrastructure has not kept pace
with our rapid growth in population.

Infrastructure investment can be
regarded as an aspect of aggregate
supply budgetary policy that involves
federal government outlays on the capital
resources (G2) that are in turn used by
suppliers to produce other goods and
services.

There are two types of infrastructure:
• Social infrastructure especially

involves the provision of capital
goods to facilitate services like
education and health.

• Economic infrastructure, by contrast,
might include highways, railways,
sea ports, airports, electricity capacity
and delivery, gas, telecommunications
including the broadband network,
sewerage and water supply.

Both types of infrastructure can help
grow a nation’s productive capacity or
potential, and therefore affect the level
of aggregate supply. However, in this
section we will focus mostly on economic
infrastructure.
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There are also other features of infrastructure investment that need to be kept in mind:
• There are usually long lead times in their identification, planning and construction.
• For some infrastructure projects, low profits in the short term can cause them to become relatively

unattractive for private sector investors.
• In most markets, the price system efficiently allocates resources between uses. Supply-side shortages

are indicated or signalled by rising prices and increased profitability. This attracts extra resources into
these areas of production. However, despite recent government reforms, infrastructure markets for
urban and rural water, power, road, rail transport, and gas are still not very responsive in this way.

• Infrastructure often involves external benefits (positive externalities) where the economic and social
returns are far beyond those directly received by individual investors. This leads to its
underproduction, market failure and capacity restrictions. Correcting this problem requires government
intervention through investment in infrastructure. Examples of positive externalities associated with
spending on better road infrastructure are reduced accidents and fatalities, along with lower levels of
pollution and less depletion of non-renewable resources.

The federal government’s recent policy on investment in infrastructure

FIGURE 5.8 The Railway Station
Domain was redeveloped as part of
the ‘Nation Building-Economic Stimulus
Plan’ implemented by the Australian
government.

Infrastructure is used by Australian businesses and
suppliers of goods and services. If the government
provides adequate and efficient infrastructure, this can
greatly improve aggregate supply conditions, encouraging
business expansion and the growth of GDP. However, if
infrastructure provision is inadequate and there are shortages
or bottlenecks, production costs are higher, our international
competitiveness is reduced and productive capacity (and
potential GDP) and AS are limited.

Traditionally, Australia’s national infrastructure projects
have been largely financed through government (public)
investment or capital outlays in the budget (G2). Nowadays,
state and federal government investment provides around
50 per cent of all spending on infrastructure, as shown in
figure 5.9. At the federal level, these ventures are sometimes
paid directly from tax receipts, but they can be funded by
borrowing, perhaps through the sale of government bonds
or by using dividends generated from special purpose
savings funds that are mostly managed by the Future Fund.
Infrastructure Australia, a statutory body, is also set up
to advise the government about infrastructure, including
impediments to efficiency. It is also required to develop a
‘priority list’ for important national infrastructure projects.

In recent times, too, profit-seeking private investors,
sometimes working through public–private partnerships
(PPPs), have also helped to finance infrastructure construction and its operation. Because such projects
often involve natural monopolies, they are usually subject to government supervision. Today, figure 5.9
Graph (a) shows that private-sector spending contributes around 50 per cent of all infrastructure investment.
This trend has been accelerated by the privatisation of some government assets, and by recent large budget
deficits and debt that impose financial limits on public sector investment spending.

While, overall, significant rises have occurred in economic infrastructure spending across all key areas,
the last few years have seen a drop in transport, water and energy construction. Figure 5.9 Graph (b) shows
recent changes in Australia’s combined value of government and private sector construction spending on
key infrastructure, by industry sector.
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FIGURE 5.9 Annual changes in the value of Australian infrastructure construction spending by the government
and private sectors, and by industry sector
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Source: Graphs were copied directly from BITRE, Key Australian infrastructure statistics, Yearbook 2018 (quoting ABS data), Figures
11 and 12, PP-9-10 see https://bitre.gov.au/publications/2018/files/infrastructure-statistics-yearbook-2018.pdf.
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The graph shown in figure 5.9 (b) highlights that while construction spending has increased overall
across the four sectors, significant slowdowns occurred in transport, water and energy between 2011–12
and 2015–16, before some recovery in 2016–17 and 2017–18. Today, we are faced with infrastructure
bottlenecks (reflecting rapid population growth partly due to high levels of immigration). These shortages
raise production costs for Australian firms and reduce our international competitiveness. In turn, this
contributes to business closures and slows expansion, limits the growth of productive capacity and lowers
average living standards. Partly in response, recent budgets for 2016–17, 2017–18, 2018–19 and 2019–20,
have attempted to catch up and ease the many bottlenecks by increasing government investment spending
on national infrastructure projects, including roads, railways, shipping and airports, telecommunications,
water, gas and electricity. Some of the policy highlights include:
• Some general statistics:
• The 2018–19 budget announced that there would be $75 billion invested in national transport

infrastructure projects over the next 10 years with funds directed into reducing urban congestion.
• As part of a rolling Ten-Year Infrastructure Plan across Australia, the 2019–20 budget committed an

additional $25 billion, taking the total government spend to $100 billion. This included an extra
$3 billion for the Urban Congestion Fund to help cut urban travel times and to provide for improved
parking at railway stations, $2 billion for the Geelong–Melbourne fast train project to halve the
journey and $100 million for regional airports. In addition, there is the West Sydney, North–South
rail Link, extension of the M1 Pacific Motorway and $2.6 billion for Queensland’s key roads and
other projects.

• Transport projects: Australia’s transport infrastructure annually moves around 950 billion tonnes of
freight, along with several hundred million passenger trips. Much of the 2019–20 budget’s $100 billion
Ten-Year Infrastructure Plan is committed to improving transport infrastructure. It is focused on
reducing congestion and improving the efficiency of Australia’s road, rail and air transport
infrastructure projects. In doing so, it hopes to lower transport costs for suppliers of goods and services
(e.g. costs associated with fuel usage, long travel and labour times due to congestion, vehicle and
equipment maintenance, and other costs including the loss of life due to accidents). In turn, lower costs
help raise Australia’s economic efficiency, international competitiveness, productive capacity, incomes
and hence living standards. Specific focuses include:
• Air transport: Use equity investment of over $5 billion to create a government-owned business

(Western Sydney Airport Company) to build a new airport for Sydney (2017–18 budget). In
addition, the Hobart Airport will be upgraded (2017–18 budget), along with regional airports
(2019–20 budget).

• Rail transport: The 2017–18 budget announced $8.4 billion of equity arrangements to fund the
Melbourne–Brisbane inland rail project. There was also increased funding available for urban and
regional rail links including the duplication of the Geelong–Waurn Ponds line, the Murray Basin
Rail Freight hub, $30 million towards a Melbourne Airport Rail Link business case study, the
upgrade of the Tasmanian rail network, and the Brisbane–Gold Coast light rail project. The 2018–19
budget announced $5 billion of funding for the Melbourne Airport rail link, and additional spending
for the North East link and Monash Rail, while the 2019–20 budget set aside $2 billion for a fast rail
link from Geelong to Melbourne, along with the West Sydney, North–South rail link.

• Road transport: The 2017–18 budget announced spending on key road links including $1 billion for
the Monash Freeway, the widening and extension of the M80 Ring Road, costing $500 million,
upgrade of the Western Highway, Tullamarine Freeway, Princess Highway, Pacific Highway, Bruce
Highway, Midland Highway in Tasmania, and the Regional Roads Productivity Program to help
avoid road closures in the Northern Territory due to flooding and improve roads considered vital to
expanding the cattle industry. The 2018–19 budget earmarked $3.5 billion for Roads of Strategic
Importance (including around $1.5 billion for the Northern Australia Package) and another $1
billion for the Urban Congestion Fund. In the 2019–20 budget, funding was provided for roads
including the Goulburn Valley, Western and Princess Highways.

Pdf_Folio:13

TOPIC 5 Aggregate supply policies and domestic economic stability 13

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 14 — #14

• Other: The 2017–18 budget set up a $5 billion Northern Australia Infrastructure Facility with low
interest loans as part of a plan to develop Australia’s north. This involves making low-cost
infrastructure loans available for PPPs between the private sector and the governments of WA, NT
and Queensland for the purpose of constructing pipelines, ports, electricity and water infrastructure.
This is in addition to investing $600 million on key northern roads, and another $100 million for
roads considered important to the northern Australian cattle industry.

• Telecommunication projects: The National Broadband Network (NBN) project is Australia’s largest
and most ambitious single infrastructure project, involving the building of a high-speed fibre optic and
cable internet and telecommunications system for use by businesses and households. Infrastructure
construction commenced in 2010 and should be completed by 2020–21. After blowouts, the total cost
of the project may be up to $56 billion, most paid by the taxpayer through various budget outlays. By
2020, the rollout of the NBN should be complete connecting 12 million premises, resulting in direct
and indirect social and economic benefits for businesses and households. For example, the NBN
should help cut production costs, improve connectivity to world markets, and make firms more
creative, productive, innovative and, hence, internationally competitive. This should lead to an increase
in Australia’s productive capacity, aggregate supply, potential GDP and incomes.

• Utilities, including electricity projects: Spiraling energy costs for businesses and households have been
a particular media focus during the last few years to 2020. Australia’s electricity and gas prices are
among the highest in the world (e.g. double the US average). They are a severe cost obstacle for the
survival of local manufacturing and export firms that are seeking to expand, be internationally
competitive, avoid closure and grow their productive capacity, AS, average incomes and living
standards. One problem has been indecision by successive governments over energy policy associated
with renewable energy targets, the roles of base-load coal power and the closure of some coal-fired
power stations. In part, this has led to inadequate investment spending in energy by the private sector,
bottlenecks and a shortfall in electricity supply and, hence, rising power prices. Clearly, increased
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investment is needed in power infrastructure using a variety of supply-side budgetary measures to
grow capacity. The following is outlined in federal budgets:
• Pumped hydro Snowy Mountains 2.0 project: One supply-side budgetary infrastructure policy

measure designed to improve peak supply reliability and help slow rises in electricity prices is the
idea of pumped hydro-electricity using the rejuvenated Snowy Mountains Scheme 2.0. (The original
infrastructure was built after World War II and is currently jointly owned by the NSW, Victorian and
the Commonwealth governments.) Following the 2018–19 budget, the federal government is
contributing $1.4 billion to the scheme with the remaining $3.1 billion plus, coming from the
current operators (Snowy Hydro Limited). Work on this redevelopment infrastructure project started
in early March 2019 (expected completion date November 2024) and may grow the capacity of the
old scheme by up to 50 per cent, making it one of the largest of its type in the world.

The project involves spending on pipelines and tunnels to allow the water used to generate
hydro-electricity during peak-hour consumption to be reused by pumping it back up into the
reservoir during off-peak times. This helps solve the problem of having a new base-load energy
source to replace the loss of supply due to the closing of several coal-fired power stations, thereby
keeping power prices lower in Victoria and NSW. Another 18 000 suitable sites across all states have
recently been identified for pumped hydro.

• Solar-thermal project: Up to $110 million of equity finance has been provided for the building of a
solar thermal plant at Port Augusta, SA (2017–18 budget).

• Gas supply projects: $78 million is set aside for onshore gas exploration to boost gas supply, along
with $7 million for a study into new gas pipelines to SA from the NT and WA. In addition, in the
2017–18 budget, the treasurer announced that export restrictions could be applied to gas companies
that restrict domestic gas supplies, which have been contributing to supply shortages and driving up
gas prices.

How does government investment in infrastructure influence aggregate supply,
domestic macroeconomic goals and living standards?
As mentioned, significant government investment spending on national infrastructure through the budget
represents an aggregate supply policy (as well as having effects on the level of aggregate demand via higher
levels of G2 spending) that grows the economy’s long-term productive capacity and aggregate supply (refer
again to Figure 5.3 in section 5.2.1). But exactly how might these policies work to increase aggregate
supply and affect the government’s key macroeconomic goals and living standards? Let us examine four
important effects.

Infrastructure investment helps boost aggregate supply and the sustainable rate of economic
growth
Infrastructure investment helps to accelerate the long-term sustainable rate of economic growth by boosting
the economy’s productive potential and the level of aggregate supply. This can happen in several ways:
• Investment in economic infrastructure provides some of the additional resources or inputs needed by

suppliers to allow them to increase their production of other goods and services. It helps to grow the
availability of capital resources and reduces infrastructure bottlenecks or obstacles that would
otherwise hold back production or aggregate supply.

• Infrastructure helps to grow Australia’s productive capacity (increase the size of the production
possibility frontier), thereby increasing aggregate supply and our sustainable rate of economic growth.

• Building new infrastructure lifts both the quantity of Australia’s capital resources available, along with
their efficiency. New projects normally contain superior technology, increasing technical (productive)
efficiency and capacity, and therefore our potential GDP. They also improve inter-temporal efficiency
and even allocative efficiency by reducing market failure associated with positive externalities that lead
to the underproduction of these goods.
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• Better infrastructure helps reduce production costs for suppliers associated with transport, utilities and
telecommunications. It represents more favourable aggregate supply conditions that encourage
business competitiveness and the expansion of productive capacity and GDP.

• Given Australia’s very rapid rate of population growth, there are still massive bottlenecks or shortages.
Infrastructure investment simply hasn’t kept up as seen by problems in power, transport, water and
telecommunications. Building new infrastructure should help address the backlogs, growing our
productive capacity and GDP.

Infrastructure investment helps boost aggregate supply and slow inflation
There are several ways whereby, in the long term, government investment in infrastructure helps to lift
efficiency, boost productive capacity, grow aggregate supply and slow cost inflation pressures:
• As mentioned already, infrastructure investment helps to increase intertemporal, technical and

allocative efficiency. Improved efficiency translates into lower production costs. As a more favourable
aggregate supply condition, this allows sellers to have lower prices, slowing cost inflation pressures
and improving our international competitiveness.

• More specifically, better infrastructure helps to lower the costs of fuel, vehicle maintenance and labour
costs (time) that follow improvements in road and other types of transport infrastructure. Potentially,
there are also cost savings for electricity, gas and water used that can be gained from upgraded utilities,
along with cost reductions from better connectivity, and faster, more efficient systems of
communication.

Infrastructure investment helps boost aggregate supply and lower unemployment
In the long term, infrastructure investment can help keep structural unemployment lower.
• As previously explained, infrastructure investment helps to lift efficiency and check rises in production

costs. This strengthens business profitability and encourages new and existing firms to expand their
operations, rather than close down. This boosts aggregate supply and reduces structural
unemployment.

• By helping to keep production costs lower, it helps to make local suppliers more internationally
competitive and profitable, both here and overseas, encouraging the expansion of business and
employment opportunities.

Infrastructure investment helps to support higher living standards
By growing aggregate supply, government infrastructure investment can ultimately help to support some
aspects of material and non-material living standards:
• By helping to accelerate the sustainable rate of GDP growth, slowing inflationary pressures and

assisting employment, investment in infrastructure can grow average real incomes and purchasing
power, creating optimal conditions for better material living standards. In the long term, lower
unemployment can especially improve non-material living standards through improved happiness,
social connectedness, feelings of self-worth, lower crime rates and better health outcomes.

• Investment in infrastructure can help to reduce market failure and the underproduction of public goods
caused by the existence of positive externalities (wider social and economic benefits that are usually
ignored by profit-seeking private owners of resources). In so doing, it can strengthen allocative
efficiency and more fully maximise the extent to which society’s wants and wellbeing are actually met.

Weaknesses of government investment spending on infrastructure
From what we have seen so far it is clear that, in theory at least, government investment spending in
infrastructure can produce substantial aggregate supply-side benefits. In practice, although billions of
dollars of resources have been allocated to this area, critics highlight weaknesses and claim that ‘we get
little bang for our buck’.
• Despite high levels of investment in infrastructure, Australia’s multifactor productivity has been

slowing. Normally we would expect the reverse. Blame is sometimes attributed to bureaucratic failure,
unnecessary delays in approval, and poor analysis of the real costs and benefits of projects. Indeed,
cost–benefit analysis by Infrastructure Australia (used to help establish project priorities) show that for
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some projects, the returns barely outweigh the added costs! So while the net benefits for the new
western Sydney airport are estimated to be a return of $1.90 for each dollar of cost, returns for the
Inland Rail project is just $1.10 for every dollar spent — a very marginal benefit. However, there is a
counterargument that the productivity decline would have been even greater without substantial
infrastructure resources being allocated by the government.

• There has been a partial failure to produce a consistent flow of high-quality infrastructure projects,
adding to delays. In part, this has meant that infrastructure has not kept pace with population growth
(substantially driven by rapid immigration). It has created supply bottlenecks in transport, energy,
telecommunications, water, rail and ports, slowing the growth in capacity and reducing the
effectiveness of infrastructure policy.

• There are financial constraints because of the need to rein in the size of budget deficits and slow the
rising level of public-sector debt. Some, however, argue that there should be even more investment in
projects with high returns that benefit society and the economy. These could be financed through the
sale of government bonds, especially given that interest rates are now at an historic low.

• Given the high level of government debt, there is a need to work out improved funding schemes,
including incentives to attract more private sector investment into infrastructure, perhaps through
PPPs.

5.3.2 How government budget outlays on training and education can
grow aggregate supply
Government spending on training
and education represents current
spending on materials and wages,
outlays on fees and other support
for families and students, as well
as capital or investment spending
on buildings, equipment, facilities
and infrastructure for pre-school,
primary and secondary schools, VET
training, universities, TAFE education
and libraries. It can be used in the
long term to help cultivate better
skills, productivity and creativity of
Australia’s labour resources. It grows
Australia’s stock of human capital,
thereby boosting our productive capacity, potential GDP and aggregate supply.

Given that education and training bring wider social and economic benefits (positive externalities to both
society and the economy) that are often ignored, government support helps to correct market failure and
increase Australian living standards.

The federal government’s recent policy on training and education
Each year’s federal budget involves government spending on education and training (on top of education
spending by state governments). As an aggregate supply budgetary policy, this is designed to help support
primary and secondary state and private schools, the VET system and universities, and so help grow
the skills of Australia’s labour resources and improve our human capital. This funding seeks to boost
Australia’s technical and dynamic efficiency, lower business costs, and expand our productive capacity,
potential GDP, average incomes and living standards.

Graph 1 in figure 5.10 provides a general overview of the recent trends in federal government budget
outlays on training and education, along with the breakdown between the various areas of spending. Notice
from the graph that spending increased overall.
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In addition, table 1 in figure 5.10 shows that the two largest recipients of federal government financial
support in 2018–19 were the higher educational institutions like universities, government and, especially,
non-government schools (the latter do not get state government funding).

FIGURE 5.10 An overview of the federal government’s outlays on education and training

Federal government budget outlays (capital and operating) on education ($ billions)

Graph 1 — Changes in the Australian government’s spending on training and education
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TABLE 1 Australian government spending on education by subfunction

Actual Estimates Projection

2017–18 2018–19 2019–20 2020–21 2021–22

Subfunction $m $m $m $m $m

Higher education 9676 9704 9856 10118 10 256

Vocational and other
education

1795 1675 1699 1697 1723

Schools 18 299 19 641 20 880 22 513 23 917

Non-government
schools

11 181 11 956 12 554 13 518 14 245

Government
schools

7118 7684 8326 8995 9673

School education —
specific funding

673 691 742 561 209

Student assistance 2923 2675 2752 2767 2849

General
administration

380 388 420 391 385

Total education 33 746 34 773 36 350 38 047 39 339

Source: Data for Graph 1 and Table 1 were derived from the Budget Papers, 2019, Statement 5, p. 17.
Note: * Estimates only
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The following is an outline of some of the federal government’s specific educational initiatives that have
been announced, through the 2017–18, 2018–19 and 2019–20 budgets:
• Increased fairness in federal school funding. The 2017–18 budget announced that between 2018–19

and 2028–29, schools would receive an increase in financial support and recurrent funding of $18.6
billion under a scheme called ‘Quality Schools: True needs-based funding for Australian schools’.
This funding model is the same for all school systems (similar in some ways to the previously
proposed Gonski Model under Labor). The aim is to make funding fairer and simpler, improving
educational outcomes and lifting future labour productivity and productive capacity.

• Pre-school funding. The 2017–18 budget provided ongoing funding of $430 million to the end of 2018
for pre-school education, under the National Partnership Agreement on Universal Access to Early
Childhood Education. This is designed to give pre-school children a better start educationally. In the
2019–20 budget, $453 million was allocated to allow 350 000 young students to receive 15 hours per
week of early learning.

• The Skilling Australians Fund. This fund was established, at a cost of $1.5 billion, to increase the
number and quality of people with higher skills in wanted areas, including regional locations. The
2018–19 budget provided a funding boost. In addition, as part of a $525 million Skills Package, the
2019–20 budget promised that up to 80 000 new apprentices would receive a $2000 bonus to help fill
skills shortages.

• Scholarships. The Rural and Regional Enterprise Scholarships program will provide over 1 000 places
for various students to study maths and science, at a cost of over $23 million. The 2019–20 budget
provided funding for 1000 students per year to study in regional areas.

• Higher Education Reform Package. The 2017–18 budget announced a range of measures to help make
tertiary education more financially sustainable, and to encourage universities to be more accountable
and efficient in their use of government funding over upcoming years. Unfortunately, these changes
may also lead to higher student fees.

How does government spending on training and education influence aggregate supply,
domestic macroeconomic goals and living standards?
As noted already, significant Australian government spending on education and training through the budget
represents an aggregate supply policy (as well as having effects on the level of aggregate demand). Again,
thinking of the AD–AS diagram shown in Figure 5.6 earlier in this section, exactly how do these policies
work to increase Australia’s productive capacity and aggregate supply (grow capacity from AS1 to AS2),
and how might they impact on the government’s macroeconomic goals and living standards?

Education spending helps to boost aggregate supply and accelerate the potential rate
of economic growth
There are several ways that spending on training and education helps to boost productive capacity and
aggregate supply, and accelerate the sustainable rate of economic growth:
• In the long term, it improves the quality of our labour resources, growing our human capital resources,

making workers more productive, adaptive and innovative, and lifting the dynamic and technical
efficiency of businesses.

• It helps to ease Australia’s skills shortages or bottlenecks that would otherwise limit national
production.

• By increasing efficiency and easing labour shortages, it slows the growth in wage costs and makes
aggregate supply conditions more favourable, encouraging international competitiveness and the
growth of businesses.

• Having skills tends to make individuals more employable, lowering structural unemployment and
ensuring that more resources are put to productive use, growing capacity and AS.
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Education spending helps to boost aggregate supply and slow cost inflation
Spending on education and training can slow production costs for businesses. In the long term, this
promotes aggregate supply and eases cost inflation pressures in two main ways:
• As mentioned, it helps to make labour more efficient (it increases GDP per hour worked), slowing

business costs and allowing firms to sell their goods profitably at lower prices.
• It helps to ease the skills bottlenecks that would normally be reflected in higher wage costs and prices.

Education spending helps to boost aggregate supply and lower unemployment
In the long term, budget outlays on education and training help to reduce structural unemployment:
• Having the right skills can help to make our labour force more employable, reducing the structural

unemployment that is often caused by the mismatch of skills and job requirements.
• By easing skills shortages, education outlays slow the growth in wage costs that otherwise would

occur. This encourages business expansion, fewer closures and improved competitiveness, leading to
less structural unemployment, and better material and non-material (through improved happiness,
health, and feelings of self-worth) living standards.

Education spending helps to improve living standards
Spending on education and training in the budget can help strengthen some aspects of material and
non-material living standards in several ways:
• Through accelerating the sustainable rate of GDP growth, slowing inflationary pressures and assisting

employment, these outlays help to grow average real incomes and purchasing power. This creates
optimal conditions for better material living standards.

• Education spending can help to reduce market failure and the underproduction of public goods due to
the existence of positive externalities (these are usually ignored by profit-seeking private owners of
resources). In so doing, it can improve allocative efficiency and more fully maximise the extent to
which society’s material wants are satisfied.

• Outlays on education make workers more employable and less likely to be unemployed and on
inadequate welfare, because they have wanted skills that can grow the economy’s productive capacity.
By helping to reduce unemployment rates, education spending improves non-material living standards.

Weaknesses of government budgetary spending on training and education
So far, we have investigated how government spending on training and education has helped to grow
Australia’s efficiency, productive capacity and aggregate supply, improving domestic macroeconomic
outcomes and living standards. However, in practice, this supply-side aspect of budgetary policy has
involved some weaknesses:
• Although government funding has increased, it is still below the rate of high-income countries like

Switzerland. It also needs to be more predictable and on a longer-term basis to improve educational
outcomes.

• Despite the spending of billions of dollars on education and training, some of this has been directed
towards the purchase of dubious resources (e.g. school canteens and gyms), often based on political
considerations rather than social or economic outcomes.

• Even with the increase in government spending, educational outcomes are not up to standard:
• Around 30 per cent of 15-year olds do not reach national literacy standards.
• In Mathematics, Australian student performance has declined by the equivalent of about half a year.

• Some critics argue that the use of recent education funding models mean that too many resources are
directed towards non-government or private schools, unfairly widening the gulf in facilities and
opportunities offered to students.

• Attempts by the federal government to centralise education has led to waste, duplication of state
programs and inefficiency in the use of resources.

• With budget financial constraints, funding of education and training programs has been reviewed and
some programs reduced or abolished. This may have led to diminished outcomes.
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5.3.3 How government budget outlays on targeted subsidies can grow
aggregate supply
The selective use of government subsidies represents another aggregate supply-side aspect of budgetary
policy involving outlays that can improve resource allocation, grow productive capacity and increase
Australia’s aggregate supply.
Subsidies are generally cash payments and/or tax concessions given by the government to businesses,

industries or individuals. When given to producers (rather than consumers), they can help to reduce
production costs, encourage firms to restructure their operations more efficiently to become internationally
competitive, expand their productive capacity and grow aggregate supply in the long term. They can also
help to promote society’s general interests by reducing market failure, perhaps associated with externalities
and the provision of public goods.

More specifically, there are different types of producer subsidies designed to make aggregate supply
conditions more favourable. For example:
• Subsidies could help to cover the cost of an input (such as subsidies for employing older workers or

the long-term unemployed).
• Subsidies could help to offset the losses made by businesses to avoid their closure.
• Subsidies could be given in the form of a loan or a grant targeted at businesses in a particular industry

or geographic area.
• Some subsidies involve guaranteeing a certain minimum price or return for producing and selling a

particular good or service.
• Subsidies could involve a R&D tax incentive, deduction or offset to help lower these production costs.
Whatever form it might take, a government subsidy is normally only justified when there is a net gain in

society’s wellbeing as a result of improved efficiency or greater equity.

The federal government’s recent policy on industry subsidies
Despite a general reduction in government industry assistance, subsidies are still important in some
industries and sectors of the Australian economy. As shown in figure 5.11, they represent a significant
budget outlay of around $10 billion per year.

FIGURE 5.11 Trends in the Australian government’s budget outlays on subsidies

Estimated value of gross subsidies and industry assistance ($ billion)
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• As mentioned, in some cases subsidies seek to overcome market failure caused by the existence of
positive externalities that lead to the underproduction of public goods that make a positive contribution
to society’s overall living standards. We might think of the subsidy applied to shipping services for
freight to Tasmania as an example.

• Some research activities with potential social benefits are also subsidised because the uncertainty of
financial returns in the short run. Without subsidies, this work would be unattractive to owners of
resources and therefore be underproduced.

• Without subsidies, some infant industries (having weaker cash flows and low market shares, but with
considerable future potential to grow output or become exporters) may never get started because of
their initial cost disadvantage.

• Sometimes, financial incentives (cash handouts or tax concessions) can encourage manufacturing firms
(e.g. those connected to parts for the car industry) to restructure their operations more efficiently.
These can help businesses to become more innovative and dynamic, and to develop new markets.

Table 5.1 summarises a few of the areas that receive Australian government subsidies through recent
budgets. You might be familiar with them from section 3.8.1.

TABLE 5.1 Some key Australian government subsidies in recent budgets to promote help aggregate supply

Name of subsidy Details

Export Market Development Grants (EMDG) Managed through Austrade, these grants (e.g. $60
million in the 2019–20 budget) seek to help firms
cover up to 50 per cent of the costs involved in the
promotion of their goods and services in foreign
markets.

Tax Incentive Scheme There is a Tax Incentive Scheme for investment in
R&D by smaller companies involved in innovation and
the commercialisation of ideas for manufacturing and
rural industry. It is designed to lift productivity and
sales, and accounts for around a third of all budget
assistance.

Farm Household Allowance This allowance provides financial assistance and
concessional loans to those experiencing financial
hardship with the aim of improving their long-term
situation.

Manufacturing Transition Program This program provides finance for individual
businesses moving into different areas of production.

Tasmanian Freight Equalisation Scheme This scheme aims to reduce the transport cost
disadvantage for businesses operating in that state.

Automotive Transformation Scheme This scheme provides help that was conditional
upon car companies undertaking investment to
upgrade plant, equipment and technology. Despite
the announced exit of local car makers Toyota, Ford
and Holden by 2017, it was announced in 2015 that
this scheme would be retained to help firms in the
automotive supply chain (such as parts manufacturers)
to diversify and develop new markets.

Pdf_Folio:22

22 Key Concepts VCE Economics 2 Units 3 & 4 Tenth Edition

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 16:04 — page 23 — #23

Name of subsidy Details

Wage subsidies The 2018–19 budget provided an extra $280
million for ongoing wage subsidies to encourage
employers to take on older, indigenous, rural and other
disadvantaged groups, in addition to a $2000 subsidy
to older Australians upgrading their skills. The 2019–20
budget extended and increased wage incentives for
employers taking on new apprentices, to $8000, along
with a special incentive payment of $2000 for new
apprentices to relieve skills shortages.

Childcare subsidies Having access to affordable childcare allows lower
income parents to increase their participation in work
and grow Australia’s labour force.

Subsidies for some services Subsidies paid to service industries like recreation
and the arts equal to around $2 billion annually cause
additional resources to flow into these areas.

Subsidies to the coal mining industry Cash subsidies of around $5 per tonne are paid to
coal mining companies to encourage production,
consumption and employment. In addition, there are
generous subsidies in the form of exemptions from fuel
excise.

Subsidies for instant tax write offs for business
purchases of capital items

The 2019–20 budget increased subsidies to small and
medium-sized firms as instant tax write-offs for the
purchase of capital items from $25 000 (2018–19) to
$30 000 to help reduce production costs and expand
capacity.

Submarine and shipbuilding subsidy The 2016–17 budget announced generous subsidies
for the building of new submarines and frigates equal
to over $800 million spread over 10 years.

How do government budget outlays on subsidies influence aggregate supply, domestic
macroeconomic goals and living standards?
A case exists for the use of government subsidies if they are applied carefully and in moderation. Such
subsidies can act as an aggregate supply budgetary measure that, in the long term, grow productive
capacity, improve our international competitiveness and lift Australian living standards. By again referring
to figure 5.6 earlier in this section, you can see how subsidies can help increase aggregate supply (from
AS1 to AS2), lift national production (from GDP1 to GDP2) and lower cost inflation (from P1 to P2). In
so doing, they have the potential to benefit our domestic macroeconomic goals and hence improve living
standards.

Subsidies can help to boost aggregate supply and accelerate the potential rate
of economic growth
There are several ways whereby targeted spending on subsidies can help to boost productive capacity and
aggregate supply, and accelerate Australia’s long-term sustainable rate of economic growth:
• Subsidies can be used in ways that help businesses restructure their operations, leading to better
technical efficiency (upgrading their technology and equipment) and sometimes allocative efficiency
(in instances of market failure). In this way, they can grow Australia’s productive capacity and the size
of our production possibility frontier.
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• Government subsidies can help to cover some of the production costs of local businesses, making them
more profitable. This makes firms more willing and able to increase their capacity and output.

• Subsidies can allow local businesses to sell at a lower price, making them more internationally
competitive. This can also help local firms grow their market size and sales volumes, enabling them to
gain economies of large-scale production.

Subsidies can help to boost aggregate supply and slow cost inflation
Government spending on subsidies can reduce production costs for businesses, thereby encouraging
aggregate supply and easing inflationary pressures in two main ways:
• As mentioned, by meeting some of the production costs of local firms, businesses can sell their goods

and services profitably at lower prices, slowing inflation.
• When subsidies are used to encourage businesses and industries to restructure their operations more

efficiently, they again help reduce cost pressures and inflation.

Subsidies can help to boost aggregate supply and lower unemployment
When subsidies are used to correct market failure and improve the efficiency of local businesses, they can
help to reduce structural unemployment:
• Subsidies can make firms more profitable by covering some of their costs or by encouraging greater

technical and structural efficiency. In turn, lower costs and improved competitiveness help to
strengthen profits, cause fewer business closures and encourage business expansion. This lowers
structural unemployment in the long term (despite a possible rise in unemployment in the shorter term
during the industry’s restructuring phase).

Subsidies can help to improve living standards
Targeted budget outlays on subsidies can help strengthen some aspects of material and non-material living
standards:
• By helping to accelerate the sustainable rate of GDP growth, slowing inflationary pressures and

assisting employment in the long term, subsidies can help to grow average real incomes and the
purchasing power of individuals, creating optimal conditions for better material living standards.

• Subsidies can reduce market failure due to the underproduction of public goods that are socially
beneficial or that reflect the existence of positive externalities (benefits that are usually ignored by
profit-seeking owners of resources). In so doing, they can improve allocative efficiency and more fully
maximise the extent to which society’s wants are satisfied. This improves living standards.

• Subsidies paid to consumers of goods and services (like solar panels and rainwater tanks) can help
ease environmental problems (such as carbon emissions and climate change), reduce negative
externalities (such as those associated with power production and consumption) and improve
non-material living standards.

Weaknesses of government budgetary spending on subsidies as an aggregate

So far we have seen that subsidies can be considered to be an aggregate supply policy that can make
conditions more favourable for Australian businesses and grow our potential GDP, leading to better living
standards. However, the payment of subsidies does have some weaknesses:
• The payment of subsidies to one group or industry in a way represents a tax levied on other individuals

or businesses. There is an opportunity cost or trade-off in terms of other budget outlays (such as
education, infrastructure, health and welfare) that cannot go ahead, or have to be cut. The government
needs to carefully weigh up what is forgone and think of which outlays promote the greatest public
benefit. In addition, the government’s financial or budget position will be weakened (perhaps creating
bigger budget deficits), especially in the short term.
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• Subsidies can sometimes reduce efficiency in the allocation of resources by diverting them into areas
of cost disadvantage (see Topic 3). Additionally, some subsidies can allow local firms to remain
inefficient and avoid restructuring their production more competitively or perhaps undertaking R&D.
As a consequence, subsidies can reduce our productive capacity and living standards.

• Subsidies can lead to government failure and unintended consequences (e.g., subsidies to the coal
industry). They can reduce society’s welfare by being less efficient than the free operation of the price
system.

• Subsidising inefficient industries or firms rarely creates jobs in the long term.
• Subsidies are easier to give than take away, even when they are no longer needed.
• Subsidies are not always transparent and may be subject to political abuse designed to buy popularity

with particular groups of voters or geographic regions.
• Subsidies designed to boost the production or supply of particular goods and services can damage the

environment and non-material living standards (unless they are designed to mitigate negative
externalities).

• Subsidies used to bail out companies and financial institutions when they have made losses, as
occurred after the global financial crisis (GFC) in the United States, can actually encourage that type
of irresponsible behaviour.

5.3.4 How government budget research and development grants can
grow aggregate supply
Government spending on research
and development (R&D) represents
another budget outlay that can be
used to expand Australia’s productive
capacity and grow the aggregate supply
line (as well as stimulating the level of
aggregate demand).

Grants (like subsidies) can create
incentives. Government R&D grants
involve either cash payments or
generous tax incentives or write-offs
up to 150 per cent of the cost of R&D
expenditure. They are provided to
institutions, universities, industry and individuals to help grow the quality of Australia’s capital goods
and human capital by increasing our technical and dynamic efficiency. In the long term, these outlays can
expand our economy’s productive capacity or potential GDP.

A recent Australian Innovation System Report by the Department of Industry, Innovation and Science
highlighted the importance of innovation encouraged by R&D, perhaps through government budget grants.
For example, the Organisation for Economic Co-operation and Development (OECD) estimates that
perhaps up to 50 per cent of a nation’s long-term rate of economic growth can be attributed to the level
of innovation. Experts estimate that every $1 spent on Australian R&D by the public and private sectors
produces an average benefit or return of $2 worth of increased business sales. This is because innovation
greatly contributes to better efficiency in the use of resources, improved competitiveness, stronger business
sales and profits, more jobs, higher incomes and better living standards.

Additionally, R&D tax concessions make it more attractive by offsetting part of the cost. These should
enable the development of new products and inventions that can be sold to consumers here and around the
world and/or bring social benefits (positive externalities) that make society better off and raise the quality
of life.
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Government R&D grants share these
common features:
• It is hard for the government to pick

projects with real potential and
predict winners.

• Returns on R&D can sometimes be
low and uncertain (often discouraging
the private sector from investing
in this area). In addition, any returns
often take time to produce results.

• Grants help to reduce the private
costs of research and, with strong laws
on intellectual property rights; they
increase private benefits and incentives
for researchers as well as generating
potential social benefits for the community.

The federal government’s recent policy on R&D grants
As shown in figure 5.12, the federal government plays an important role in financing various types of R&D
through its grants programs (including tax concessions for businesses undertaking appropriate research).
Figure 5.12 outlines the following:
• Graph 1 indicates that after a peak in the Australian government’s funding of R&D in 2017–18,

regrettably it is estimated to fall back to the previous levels in 2015–16 and 2016–17.
• Graph 2 shows the general estimated breakdown in government R&D grants of $9.6 billion for

2018–19 across the various sectors, where the higher educational institutions and the private business
sector (mostly through tax concessions) together took over 60 per cent of all grants. This was followed
by the government sector (including research agency the Commonwealth Scientific and Industrial
Research Organisation, or CSIRO) and multi-sectors (rural, health and medical, energy and
environmental research).

More specifically, highlights of R&D funding from the 2017–18, 2018–19 and 2019–20 budgets include
the following:
• While the government allocated an impressive $9.6 billion in the 2019–20 budget to R&D through

grants and tax concessions, the last two budgets have, nevertheless, cut over $4 billion from the
initially ambitious four-year National Innovation and Science Agenda that started in 2016–17.

• The 2019–20 budget announced that there will be nearly $480 million in funding for research into type
1 diabetes, traumatic brain injury, tuberculosis and genomics.

• The 2018–19 budget directed over $101 million into the Advanced Manufacturing Fund for the next
five years. This is designed to develop Australia’s capacities for high-value manufacturing with
laboratories set up in South Australia and Victoria.

• Funding of $26 million in the 2018–19 budget was outlined for astronomy research programs,
including collaboration with some European nations.

• R&D tax offsets or incentives are included, allowing business firms conducting eligible R&D to claim
up to $3 billion in costs, thereby reducing their tax liability and costs. Following the R&D Tax
Incentive Review, the 2018–19 budget revised the principles used by firms to claim tax breaks for
R&D costs. In particular, large firms will gain capped breaks at a lower rate to improve accountability,
effectiveness and the integrity of the system.

• During 2017–18, the Medical Research Future Fund (MRFF) is expected to distribute about $121
million for specific medical R&D projects to organisations.
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FIGURE 5.12 Snapshot of the Australian government’s grants for R&D
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Source: Data derived from Australian Department of Industry, Innovation & Science
(Science, Research and Innovation Budget Tables Snapshot, 2018–19), see
https://www.industry.gov.au/data-and-publications/science-research-and-innovation-sri-budget-
tables.

How does government spending on R&D influence aggregate supply, domestic
macroeconomic goals and living standards?
Government grants for R&D are an aspect of budgetary policy mostly designed to improve Australia’s
technical and dynamic efficiency, and by doing so, grow the productive capacity of the Australian economy.
Potentially, this policy can help to create more favourable conditions for the achievement of our key
domestic macroeconomic goals, and therefore advance general living standards. Let us look at the specific
ways in which R&D grants might help.
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R&D grants help to boost aggregate supply and accelerate the potential rate of economic growth
R&D grants help increase Australia’s sustainable rate of economic growth and potential GDP:
• By encouraging innovation, expanding information, understanding and new ideas, government R&D

grants can promote dynamic and technical efficiency. This grows our access to resources (human
capital) needed to develop our production possibility frontier or capacity. Again, referring to figure 5.6
earlier in this section, these grants help to shift the AS line on the AD–AS diagram, out and to the right
(from AS1 to AS2). In the long term, this increase is likely to grow national production (from GDP1 to
GDP2) while slowing inflation (the fall from P1 to P2).

• R&D grants help to create more favourable aggregate supply conditions. They help to lower the
production costs and raise the profitability of firms wanting to develop new products. This can make
them more internationally competitive and ultimately lead to greater economies of large-scale
production, strengthening economic growth.

R&D grants help to boost aggregate supply and slow cost inflation
R&D grants can eventually help to improve the efficiency of resources, so more output is gained from
fewer inputs. As mentioned, this can translate into lower production costs for producers and help to ease
inflationary pressures.

R&D grants help to boost aggregate supply and lower unemployment
R&D grants can have mixed effects on Australia’s unemployment rate:
• It is possible that R&D grants may lead to innovation, or the restructuring of production to cater for

new processes and products. Unfortunately, this can lead to structural unemployment in the short term.
However, in the long term, failure to innovate will cause industries to go into decline and die. So,
although there should be many new jobs created by innovative businesses, these may be in different
industries or areas, and involve the employment of staff with different skills, requiring effective
education and training policies.

R&D grants can help to improve living standards
R&D grants can improve our living standards:
• Material living standards may be strengthened by using R&D grants to raise efficiency and therefore

real GDP, incomes, and consumption per capita. Grants also make local firms more internationally
competitive and thereby create more employment opportunities. In addition, through greater efficiency,
R&D grants can lower inflation. This too helps to improve the purchasing power of incomes.

• Non-material living standards may benefit from specific R&D grants for renewable energy and the
reduction of emissions that accelerate climate change and severe weather events that would otherwise
reduce the quality of life. In addition, by creating new jobs in the long term, unemployment could be
lowered, improving outcomes for health, happiness, family and community.

Weaknesses of government budgetary spending on R&D
R&D grants through the budget have certain limitations:
• Following a review of R&D tax concessions several years ago, it was found that it was too easy for

some large companies to rort the system so there was little to show for the substantial budget cost.
• There are often quite long impact time lags between providing the grants and seeing their effects on

innovation and efficiency. They are not a short-term solution.
• R&D grants come with no guarantee of success. Results are uncertain. Indeed, the money might

produce no benefit, increasing the opportunity cost of the government’s decision and lowering
society’s wellbeing.

• Given the government’s weakened budget position following the GFC, there have been financial
constraints on the use of this policy. This helps to explain the recent decline in government outlays on
R&D grants as a percentage of GDP.
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Weblinks Government intervention — producer subsidies

Subsidies

The economics of infrastructure

Increased interest in infrastructure

Economics of education

5.3 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. What are aggregate supply budgetary policies?
2. What are the main types of aggregate supply budgetary policies?
3. How might aggregate supply budgetary policies help promote Australia’s domestic macroeconomic goals

and living standards?

Applied economic exercises
1. This question is about aggregate supply aspects of budgetary policy.

(a) In what general ways can budgetary policy be seen as a branch of the Australian government’s
aggregate supply policy? Illustrate and explain the expected aggregate supply-side impacts of this policy
on a fully labelled AD–AS diagram, hypothetically showing the before and after situations. (3 marks)

(b) For the period 2017–20, the Australian government announced massive national infrastructure projects
worth tens of billions of dollars.
i. Giving examples, explain what is meant by national infrastructure investment. (2 marks)
ii. How are these projects paid for, and what budget implications might they have? (1 mark)
iii. In what specific ways might increases in national infrastructure investment affect Australia’s level of

aggregate supply? (3 marks)
iv. Outline how you would expect infrastructure projects to affect the Australian government goals

regarding the inflation rate and a sustainable rate of economic growth. (4 marks)
v. Identify and outline two important weaknesses of using investment in infrastructure as an aggregate

supply-side measure to promote key domestic macroeconomic goals and living standards. (2 marks)
(c) The government uses billions of dollars of budget outlays to direct extra resources into education and

training.

TABLE 5.2 Federal government outlays on education and training by area

Actual Estimates Projection

2017–18 2018–19 2019–20 2020–21 2021–22

Subfunction $m $m $m $m $m

Higher education 9676 9704 9856 10118 10 256

Vocational and other education 1795 1675 1699 1697 1723

Schools 18 299 19 641 20 880 22 513 23 917

Non-government schools 11 181 11 956 12 554 13 518 14 245

Government schools 7118 7684 8326 8995 9673

School education — specific funding 673 691 742 561 209

(continued)
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TABLE 5.2 Federal government outlays on education and training by area (continued)

Actual Estimates Projection

2017–18 2018–19 2019–20 2020–21 2021–22

Subfunction $m $m $m $m $m

Student assistance 2923 2675 2752 2767 2849

General administration 380 388 420 391 385

Total education 33 746 34 773 36 350 38 047 39 339

Source: Data was derived from the Budget Papers, 2019, Statement 5, p. 17.

i. Referring to table 5.2, outline the key areas and relative importance of federal government budget
outlays on education and training for 2018–19. (2 marks)

ii. In what ways is education spending regarded as an aggregate supply policy? (2 marks)
iii. Giving reasons, how would you expect education spending to affect the unemployment rate in the

short term and in the long term? (4 marks)
iv. How is education spending likely to bring about an increase in Australian living standards? (3 marks)
v. Identify and explain one weakness of using education spending as an aggregate supply policy

designed to promote domestic macroeconomic goals and living standards. (2 marks)
(d) What are R&D grants, and how might they be used to increase aggregate supply and promote a faster

sustainable rate of economic growth? (4 marks)
(e) Discuss how subsidies as an aggregate supply-side aspect of budgetary policy would be likely to affect

each of the following:
i. efficiency
ii. the aggregate supply line
iii. inflation
iv. unemployment
v. living standards. (2 + 2 + 2 + 2 + 2 = 10 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: P ractice exam questions

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

5.4 How welfare and tax reform policies are designed
to influence aggregate supply and living standards

KEY CONCEPT
• how welfare and tax reform policies are designed to influence aggregate supply and living standards

Tax reform and welfare reform can both be regarded as aggregate supply policies. Again, using the AD–AS
diagram shown in figure 5.13, we will demonstrate that each of these policies can be used to help increase
Australia’s productive capacity, and grow aggregate supply (shift the aggregate supply curve outwards from
AS1 to AS2). This helps to lift the sustainable rate of economic growth (from GDP1 to GDP2) while slowing
inflation (from P1 to P2). As a result, we should on average enjoy higher real incomes, purchasing power,
consumption and material living standards.
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FIGURE 5.13 How aspects of budgetary policy can be used to grow
Australia’s productive capacity
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FIGURE 5.14 Overview of tax and welfare reforms as government aggregate
supply policies

Aggregate supply policies

Government welfare reformGovernment tax reform

• Lowering tax rates or the tax burden
   for individuals, and especially
   companies, helps to incentivise
   investment, hard work, and the
   expansion of productive capacity, AS
   and our potential GDP

• Lower tax rates help to strengthen
   our international competitiveness,
   leading to business expansion and
   the growth of productive capacity,
   AS and our potential GDP

• Tightening welfare access by setting
   special pre-conditions or rules for
   recipients, can help to encourage greater
   participation in the labour force, growing
   the volume of resources available and
   hence also expanding our productive
   capacity, AS and potential GDP

• Providing parents with financial support for
   childcare, can help reduce welfare
   dependence, make the system more
   sustainable and add to our productive
   capacity, AS and potential GDP

5.4.1 Using tax reform to influence aggregate supply
Tax reform often involves changing the ways budget revenue is collected. As an aggregate supply policy,
tax reform usually focuses on:
• reducing the tax burden through lower tax rates paid by individuals and companies as a proportion of

their income
• reviewing the tax base, coverage or inclusiveness of what particular types of things are to be taxed or

not taxed (which goods or services, which income, what assets)
• improving the tax mix or combination of different types of tax used to raise revenue (direct versus

indirect, consumption versus income taxes)
• reducing tax avoidance and improving the integrity and effectiveness of the tax system.
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In addition, tax reform should be guided by at least three key principles:
1. Equity. Taxes should be equitable keeping in mind that those on higher incomes have a greater capacity

to carry more of the tax burden, reducing the gap between high- and low-income earners.
2. Simplicity. The tax system needs to be simple and easy for firms and individuals to follow.
3. Efficiency. The tax system needs to encourage or incentivise effort and the earning of incomes by

individuals and businesses, and have a minimum of red tape in administration.
Through these types of changes, governments seek to increase the incentives for businesses to invest and

produce, encourage individuals to work harder by rewarding effort, and strengthen Australia’s international
competitiveness. Overall, tax reforms can help to grow the economy’s efficiency, productive capacity,
potential GDP and the level of aggregate supply, and through these effects, advance Australia’s domestic
macroeconomic goals and living standards.

Tax reform is especially vital to help maximise Australia’s economic potential in the face of our ageing
population (where an increasing percentage of the population is not earning income or paying taxes) and
the prospect of large, unfunded structural budget deficits extending into the future. In addition, when
making reforms, governments need to bear in mind three important considerations: taxes should be simple,
efficient and equitable.

The federal government’s recent policy
involving tax reform
Various governments have recognised that the
tax system periodically needs to be reformed or
changed. Reforming Australia’s tax system is an
ongoing process because of shifting domestic and
international developments. Table 5.3 highlights
some of the key tax reforms.

Despite the odd exception (mostly due to the
need to reduce the size of the budget deficit), it
can be seen that the federal government has overall
simplified and reduced tax rates.
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TABLE 5.3 A snapshot of the Australian government’s key microeconomic tax reforms

Name of
tax Outline of key tax reforms Top rate in 2018–19

Historical
top rate

PAYG
income
tax

There have been many changes to Australia’s personal
income tax system:
• 2012–13 — from July 2012, the tax-free income threshold

was increased from $6000 to $18 200.
• 2013–14 — the Medicare levy was increased from 1.5 to

2.0 per cent of taxable income to pay for the National
Disability Insurance Scheme (NDIS).

• 2014–15 to 2016–17 — there was an additional 2 per cent
temporary budget repair levy for those in the top marginal
tax bracket, increasing the top marginal tax rate from 45
to 47 per cent before adding the 2 per cent Medicare levy.

In 2018–19, the top
marginal rate is 47 per
cent, made up of the
45 per cent standard
top tax rate plus the
2.0 per cent Medicare
levy.

75 per cent
(<1951–52)
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Name of
tax Outline of key tax reforms Top rate in 2018–19

Historical
top rate

• 2017–18 and 2018–19 — there was some tax relief for
low- and middle-income earners by lifting the upper
income cutoffs for the 32.5 per cent tax bracket, first to
$87 000 and then to $90 000 from July 2018. There was
also an increase in the low income tax offset. In addition,
the 2018–19 budget announced a seven-year plan to
further reform and lower income tax rates in various
stages in 2022 and 2024.

• 2019–20 — before the 2019 election, the budget
announced very significant proposals to progressively
reform the personal income tax system over several years
to 2024. It entailed increasing the upper thresholds for
marginal tax rates and lowering the actual tax rate to be
applied to middle- and higher-income earners (reducing
the burden). While simplifying the system, it would make it

Actual and currently legislated changes in marginal rates of personal income tax (from July 2018–June 2024)

PAYG rates for
July 2018 to June
2019

PAYG rates from
July 2022

PAYG rates from
July 2024

Taxable income
thresholds ($)

Marginal tax
rates (%)

Taxable income
thresholds ($)

Marginal tax
rates (%)

Taxable income
thresholds ($)

Marginal tax
rates (%)

$0 to $18 200 0 $0 to $18 200 0 $0 to $18 200 0

$18 201 to
$37 000

19 $18 201 to
$41 000

19 $18 201 to
$41 000

19

$37 001 to
$90 000

32.5 $41 001 to
$120 000

32.5 $41 001 to
$200 000

32.5

$90 001 to
$180 000

37 $120 001 to
$180 000

37 NA NA

$180 001 and
over

45 $180 001 and
over

45 $200 001 and
over

45
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Source: Data derived from the ATO.

Note: As announced in the 2018–19 budget and currently legislated, excluding the 2 per cent Medicare levy.
However, during the 2019 election, far more significant tax reforms were announced by both the Coalition and the
Labor Party, so these current legislated rates are very likely to change during 2019–20 and beyond.

(Continued)

less progressive. It would involve …
• lifting the upper cut off for the 19 per cent marginal rate

to $45 000
• replacing the 32.5 per cent marginal tax rate with a

30 per cent marginal tax rate with a higher upper
income cut off of $200 000

• abolishing the 37 per cent tax rate
• lifting the entry cut off for the 45 per cent marginal tax

bracket to $200 000.
The details of recent PAYG changes are shown below.
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TABLE 5.3 A snapshot of the Australian government’s key microeconomic tax reforms (Continued)

Company tax Rates of company tax have also been changed as part
of tax reform. These have included the following:
• 2000–01 — the tax rate on company profits was

lowered from 36 to 34 per cent.
• 2002–03 — the company tax rate was further reduced

to 30 per cent.
• 2015–16 — the company tax rate for smaller

businesses with a turnover less than $2 million was
cut to 28.5 per cent.

• 2016–17 — The company tax rate for small to
medium-sized businesses with an annual turnover
less than $10 million was cut to 27.5 per cent.

• 2017–18 — the definition of small to medium-sized
companies was broadened to turnover of up to
$25 million so even more companies would benefit
from the 27.5 per cent tax rate.

• 2018–19 — the 27.5 per cent tax rate was extended to
small and medium-sized firms with an annual turnover
up to $50 million.

• 2020–21 and 2021–22 — further reductions in the tax
rate to 26 and then 25 per cent have already been
legislated for small and medium-sized companies.
However, it is possible this could change.

30 per cent for
large companies
and 27.5 per
cent for
2018–19 for
small to
medium-sized
companies with
an annual
turnover less
than $50 million.

49 per cent
(1986–88)

Source: Data derived from many sources including the Treasury’s Economic Roundup, winter 2006; budget papers
2008–09 to 2019–20; the ATO and media reports.

Capital gains tax
(GGT)

Capital gain tax is levied on the proceeds or gains after
the sale of an asset like property and shares.
• 1986–87 — the tax rate on capital gains (except on

the family home, which is exempt) was effectively
halved — only 50 per cent (not 100 per cent as before)
of the capital gain was to be taxed.

• 2018–19–20 — there is debate about the fairness of
this tax discount between the Coalition and Labor
Party.

The maximum
rate of 23.5 per
cent (including
the Medicare
levy will apply at
least until July
2019)

NA (before
1986)
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Superannuation
tax concessions

For many years, Australian governments have wanted to
encourage superannuation by providing generous tax
concessions for contributions and end benefits. Their
hope is to reduce the number of people dependent on
the old age pension that is assets and means tested.
• 2012–13 — the treasurer reduced the maximum

concessional contribution for tax from $50 000 to a
limit of $25 000 — also the current limit.

• 2019–20 — there has been discussion about the
equity and efficiency of generous concessions that are
especially enjoyed by the rich and weaken the budget
outcome.

15 per cent
contributions
tax up to the
concessional
limit (zero rate
for end benefits
withdrawn after
age 60)

30 per cent
(1983 on lump
sum payments
above a
threshold)

Tariffs 5 per cent or
less (general
tariff rate)

38 per cent
(general tariff
rate, 1968–69)

The carbon tax The carbon tax was levied between July 2012 to late
2014, on Australia’s 500 environmentally dirtiest
companies, starting at $23 per tonne of CO2. It was seen
as a way of internalising costs or negative externalities
associated with carbon emissions and climate change.
• 2014 — this tax was abolished partly because of

concerns about its effectiveness and the unintended
consequences that reduced the international
competitiveness and expansion of some Australian
industries.

0 per cent The starting
rate was
$23 per tonne
of carbon
emissions

Other tax
changes

Nominal rate of
40 per cent

Nominal rate of
40 per cent

Large Australian banks (with liabilities exceeding $100
billion) enjoy a privileged position and make extra
ordinary profits. In 2017, it was felt that they should
contribute more to budget receipts and so the major
Bank Levy (tax) of 0.015% of authorised deposits was
commenced

Nominal rate of
0.015%

Nominal rate of
0.015%

Extending the GST to cover imported goods, so that
local sellers were not disadvantaged.

Rate of
10 per cent of
the value of
imports

Rate of
10 per cent of
the value of
imports

(Continued)

Tariffs are an indirect tax added onto the price of
imported goods making them dearer and protecting local
industry. Over the last 40 years or so, these have been
reduced.
• 1996–97 — by 1996, the general tariff rate on most

manufactured imports had been dramatically reduced
from 38 per cent in 1968–69 to only 5 per cent, where
it has remained.

• 2010–11 — the tariff rate on imported cars was cut
from 10 to 5 per cent, and the tariff on textiles and
clothing came down from 15 to 10 per cent.

• 2015–16 — the tariff on textiles and clothing was
reduced to the general rate of just 5 per cent or less.

Some multinational companies have been able to shift
their tax liability from Australia to a lower tax offshoot
overseas, reducing the revenue collected by the
government. To counter this, a Diverted Profits Tax of
40 per cent was applied starting in 2017–18.

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 36 — #36

TABLE 5.3 A snapshot of the Australian government’s key microeconomic tax reforms (Continued)

Other possible tax reforms that have may be reviewed in
upcoming years:
• changes to franking credits from share dividends
• negative gearing and capital gains discounts
• superannuation tax concessions for salary sacrificing.

Source: Data derived from many sources including the Treasury’s Economic Roundup, winter 2006; budget papers
2008–09 to 2019–20; the ATO and media reports.

Australia’s Future Tax System — the Henry Review (2010)
In 2010, the Henry Review of Australia’s Future Tax System (AFTS) made 138 recommendations for reform
including the following:
• cutting the company rate of tax to 25 per cent (the average for small to medium OECD countries)
• granting prompt tax relief for small businesses and special instant asset depreciation write-offs for tax
• introducing a resources super profits tax (RSPT) at a rate of 40 per cent on companies exploiting our

non-renewable mineral resources
• using the revenue raised from the RSPT to set up a new infrastructure fund to pay for investment in

economic services
• abolishing ineffective state and Commonwealth taxes including the luxury car tax, insurance taxes,

payroll tax, property transfer taxes, stamp duties, tax on superannuation contributions, income taxes on
government pensions and allowances, and fuel and vehicle registration taxes

• gradually increasing the superannuation guarantee levy from 9 to 12 per cent (2013–14 to 2019–20)
• reducing the generous 50 per cent tax discount applied to capital gains tax
• reducing negative gearing applied to the purchase of property that is most beneficial for the rich
• removing the Medicare levy
• reintroducing death duties applied to the value of estates belonging to deceased persons.

‘Re:think — Better tax, better Australia’ (a discussion paper on tax reform, May 2015)
In May 2015, the then treasurer released a discussion paper — ‘Re:think — Better tax, better Australia’.
The general intention was to ignite debate about tax reform. It sought to:
• make taxes ‘lower, simpler and fairer’
• create improved incentives for effort by business and individuals
• support improved efficiency
• reduce the obstacles to, and promote, stronger economic and employment growth.
Some of the reasons for and aims of tax reform are outlined in figure 5.15. Some tax reforms announced

in recent budgets appear to pursue some of these aims. For instance, the 2019–20 budget set out a plan
to reform the personal income tax system. For 2024, it announced the abolition of the 32 per cent and
37 per cent marginal tax brackets, their replacement with a new 30 per cent marginal tax rate and the lifting
of marginal tax rate income thresholds for all but those on the zero rate.
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The last few years have also seen various attempts to more aggressively reform Australia’s tax system,
but action has been patchy, partly because of the highly political nature of taxation reform and the obstacles
of getting legislation approved in the Senate.
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FIGURE 5.15 Using tax reform to make Australia’s taxes lower, simpler and fairer
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Re-think: Considerations in reforming tour tax system

How does government microeconomic tax reform policy affect aggregate supply,
domestic macroeconomic goals and living standards?
Many economists argue that the government’s tax reforms mostly involving reductions in various tax rates,
have helped to maximise positive incentives for higher levels of business investment, reward greater effort
and hard work by individuals, and improve efficiency. Through greater incentivisation, they have made
Australia’s aggregate supply conditions for businesses and individuals more favourable, thereby growing
our productive capacity. This can be seen as the outward shift of the aggregate supply line from AS1 to AS2

on the AD–AS diagram shown in figure 5.13 earlier in the subtopic.
The main areas of tax reform have involved the following:
• Cutting PAYG rates. Overall, significant cuts have been made to some marginal rates applied to

personal income tax (PAYG) in recent budgets to 2018–19 with further reductions and reforms
currently scheduled through to 2024 (even though these are likely to be further modified and extended
by the Coalition government following the 2019 election). These should help to grow Australia’s
productive capacity and aggregate supply. Reductions in income tax may work in various ways:
• They may help to encourage greater personal effort and motivation to work hard, seek longer hours,

gain extra skills or training, pursue promotion, participate in the labour force and stay in Australia
rather than go overseas where disposable incomes are often higher. Failure to cut tax rates would
have diminished the quantity and quality of our human capital, lowered efficiency and eroded
Australia’s productive capacity and living standards.

• They help to reduce the disincentives of bracket creep (also called fiscal drag) as individuals move
into higher tax brackets as their incomes rise, that otherwise would cause the average tax burden to
increase over time and act as a supply-side disincentive.Pdf_Folio:37
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• Cutting company tax rates. There have been
significant reductions tax rates for small
and medium-sized companies over recent
years taking the rate from 30 to 27.5 per
cent for 2019–20. Further reductions to 26
and then 25 per cent by 2021–22 have been
passed by the parliament (but of course may
still be changed). Furthermore, the 2017–18
and 2018–19 budgets involved the $20 000
maximum instant tax write-off for small to
medium-sized businesses purchasing capital
equipment. The 2019–20 budget extended
and lifted this concession to $30 000.

Company tax reforms like these have been used to grow Australia’s productive capacity and
promote aggregate supply:
• Lower corporate rates create powerful incentives for businesses to expand through investment in

new plant, equipment and technology. This boosts technical efficiency and capacity. In turn, higher
efficiency helps keep production costs down and causes after-tax profits to be stronger. As a result of
better returns, profit-hungry firms and individuals supposedly become more willing and able to
expand production and capacity, increasing aggregate supply.

• Lower company tax rates in Australia relative to those overseas have helped to make local export
and import-replacing firms even more internationally competitive. This has led to business
expansion and the growth of aggregate supply. (Even so, Australia’s company tax rates are still
much higher than those in many countries in our region.)

• In addition, relatively lower company tax rates here should help to attract foreign investment that
would help to efficiency, productive capacity, employment, incomes and living standards.

The overall effects of lower tax rates and other reforms of Australia’s tax system can be illustrated
on the AD–AS diagram. Earlier in this subtopic this was illustrated in figure 5.13, by the outward shift
of our productive capacity represented by the AS curve (the increase from AS1 to AS2). As a result, the
equilibrium level of economic activity occurs at a higher level of GDP (shown by the rise from GDP1 to
GDP2) and employment, and at a lower level of inflation (the decrease from P1 to P2). With this in mind, let
us now take a closer look at the likely impact of tax reform on Australia’s domestic macroeconomic goals
and living standards.

Tax reforms have helped to boost aggregate supply and slow cost inflation
The RBA and the government want to promote the goal of low inflation (an average rise of 2–3 per cent a
year in consumer prices). Reforms that have mostly involved cutting tax rates up to 2019 have generally
helped to slow Australia’s rate of cost inflation:
• Lower company tax rates allow firms to gain stronger after-tax profits. They can sell more

competitively at a lower price. Furthermore, with better profits, firms are more able to afford new
technology, boosting their technical efficiency and suppressing cost inflation pressures.

• Lower rates of personal income tax increase disposable incomes and might help to slow demands for
higher wages. This reduces cost pressures. In addition, lower rates can act as an incentive to work even
harder and gain new skills, thereby lifting labour productivity, again slowing cost inflation.

• Lower tariffs, especially since 2015, have helped to promote specialisation in areas of comparative cost
advantage. This enhances allocative efficiency, reduces opportunity costs and eases cost inflation
pressures.

• The abolition of the carbon tax has increased the after-tax profits of some businesses, allowing them to
sell competitively at lower prices (although this probably had adverse impacts on CO2 emissions and
the environment).
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Tax reforms have increased aggregate supply and the sustainable rate of economic growth
The government seeks to have the highest sustainable rate of economic growth that does not add to inflation
(namely, when chain volume GDP grows by an average of around 3 per cent a year). Apart from its effects
on aggregate demand, tax reform has helped to strengthen the potential rate of economic growth and the
level of aggregate supply:
• Lower personal income tax rates can create greater rewards or incentives, and motivate individuals to

work harder, work longer hours and gain promotion. They can also encourage higher rates of
participation in the labour force (helping individuals avoid the welfare trap). Together, these outcomes
may help to increase access to labour resources, grow productive capacity (shown by the outward shift
from AS1 to AS2 on the AD–AS diagram in figure 5.13) and elevate Australia’s potential GDP.

• Cutting company tax rates incentivises domestic and foreign investment and promotes business
expansion by increasing rewards and after-tax profits. Cuts therefore help to increase both technical
efficiency and intertemporal efficiency. They help to grow the economy’s productive capacity
and GDP.

• Abolishing the carbon tax has probably helped boost company profits and business expansion, growing
the potential size of the economy (although this is not environmentally sustainable).

Tax reforms have increased aggregate supply and overall decreased unemployment
Another government goal is full employment, where the unemployment rate is relatively low (perhaps equal
to around 5 per cent or a bit less of the labour force). Lower tax rates and changes to the tax mix can help
reduce some aspects of natural unemployment (they can lower structural unemployment especially in the
long term):
• Lower rates of personal income tax can strengthen incentives to work and get a job (assuming these

are available), lowering voluntary unemployment. Importantly too, lower rates may lift worker
productivity, slow business costs and make local firms more competitive at home and abroad. This can
reduce the number of business closures, encourage expansion and cut structural unemployment.

• A reduction in the company tax rate for small business can improve after-tax profits, reduce company
closures by making local firms more internationally competitive, encourage investment and expansion,
and cut structural unemployment.

• Abolishing the carbon tax has also helped to improve business profitability. This has probably
diminished the closure of firms and hence lessened structural unemployment, at least in the short term.
However, in the long term it may lead to environmental degradation, resource depletion and more
severe weather events, ultimately undermining the material and non-material living standards of future
generations.

Tax reforms have generally increased living standards
Tax reform can help maximise Australia’s living standards in several ways:
• By promoting lower cost inflation, tax reform has helped to grow the purchasing power of incomes,

consumption and material living standards.
• Tax reform has probably strengthened efficiency and our potential GDP per capita. In turn, this should

lead to higher real incomes and consumption per head and hence material living standards. It has
perhaps also helped to offset the negative effects of an ageing population on the rate of income growth.

• In helping to keep structural unemployment lower through greater efficiency and competitiveness, tax
reform has generated higher real disposable incomes for individuals (because earnings from paid work
have been higher than welfare benefits), improving our material wellbeing. In addition, lower
unemployment is beneficial to the general happiness and health of families, and potentially may have
helped to keep crime rates lower. This strengthens non-material living standards.

Weaknesses of government tax reform as a microeconomic policy
We have seen that tax reform involving lower tax rates offers the potential of greater efficiency and capacity,
boosting aggregate supply. However, the use of this microeconomic policy has certain weaknesses:
• The evidence that lower rates of personal income tax boost efficiency and grow our productive

capacity might be surprisingly weak. In fact, some economists claim the opposite: that higher tax rates
Pdf_Folio:39
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higher incomes, especially if over-generous welfare is not an option. Lower PAYG rates might simply
allow middle- and upper-income earners to use their lower tax rate to enjoy more leisure time without
adding to the availability of labour resources or productive capacity.

• If generally lower tax rates do not significantly boost efficiency and productive capacity, the danger is
that there may be no addition to real incomes. All that might happen is that tax cuts will lead to
structural budget deficits. In addition, by reducing budget receipts, governments will not have
sufficient resources to maintain the quality and affordability of public goods and services, a problem
that we are now seeing in Australia. It could become a race to the bottom for the public sector
(jeopardising the provision of infrastructure, education, health, transport, communications and
housing), eroding future economic growth and living standards. To help minimise this risk, tax reforms
should only reduce rates for those taxes that clearly deter effort and the growth of capacity, while
generating adequate finance to strengthen the sustainability of the budget.

• For some, the main weakness of recent tax reform is that the Australian government has not gone far
enough to see the full benefits of lower taxes. As shown in figure 5.16, covering 2019, despite
reductions, Australia’s company tax rates are still well above rates overseas. Notice for example that
the reduction in Australia’s corporate tax rate to 27.5 per cent for small to medium-sized businesses in
2017–18–19–20, with 30 per cent for large companies, still leaves our rate well above the OECD
average of 23.4 per cent, and well above that for Asian countries where it is just 21.09 per cent. This
places Australia at a distinct competitive disadvantage in trade and investment, and discourages the
growth of new firms and aggregate supply.

• Other commentators point to Australia’s over-reliance on direct income taxes that discourage the
growth of investment and efficiency, and our under-reliance on indirect taxes on goods and services
that encourages consumption. They feel there should be a more effective tax mix.
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will create an increased incentive and necessity to work even harder in order to get ahead and have

FIGURE 5.16 International comparisons of Australia’s rate of company tax against tax rates in other nations,
2019
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https://home.kpmg/kh/en/home/services/tax/tax-tools-and-resources/tax-rates-online/corporate-tax-rates-table.html.
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• Another weakness of Australia’s recent attempts at tax reform is the huge political constraint or
obstacle faced by governments who lack the numbers in the upper house or Senate sufficient to pass
the necessary legislation. As a result, difficult reforms have been deferred or abandoned.

• Tax reform involving lower tax rates to increase efficiency is seen by some as conflicting with the
government’s pursuit of an equitable distribution of income. To them, lower tax rates on companies,
superannuation and capital gains mostly help the wealthy, and the supply-side idea that benefits will
eventually ‘trickle down’ to those on lower incomes, only allows the rich to become even better off.

5.4.2 Using welfare reform to influence aggregate supply
Welfare represents direct cash benefits provided by the Australian government to the neediest individuals
(the unemployed, the aged, the sick, poorer families, family carers) so that they can better afford to
purchase basic goods and services and enjoy reasonable living standards. Benefits are usually only provided
only to those who meet the assets or means test or cut-offs, and are paid out of tax revenue. While the
primary aim of welfare is generally to help promote greater equity in income distribution, the welfare
system can have other far-reaching effects on the health of the economy.
Welfare reform as a government policy, entails changing the level of income support and the conditions

or rules that must be met for individuals to access cash benefits (also called direct benefits). It is largely
driven by the need to help boost economic efficiency, productive capacity and aggregate supply, as well as
financial sustainability and equity. Reforms have often focused on several areas:
• increasing positive and negative financial incentives for individuals to participate in the labour force,

and to bear the main responsibility for earning income sufficient to enjoy reasonable living standards
• reducing the disincentives or barriers preventing some individuals from making the best productive or

economic contribution to the economy of which they are capable
• ensuring that benefits better target those in greatest need so as not to undermine equity, especially

given current financial constraints (as a result of structural budget deficits) and rising outlays (as a
result of our ageing population)

• simplifying the welfare system and making it more transparent and accessible for users.
As a policy, welfare reform has the potential to grow Australia’s productive capacity and level of

aggregate supply. This is illustrated on the AD–AS diagram in figure 5.13 (earlier in this subtopic) by
the outward shift of the aggregate supply line from AS1 to AS2. Welfare reform can lead to higher levels
of GDP (the shift from GDP1 to GDP2), real incomes and average living standards, while providing an
essential safety net to protect equity and the most vulnerable members of society.

The federal government’s recent policy involving welfare reform
In 2019–20, welfare is estimated to account for a massive 36 per cent (or $180 billion) of all federal budget
outlays, making it the biggest single item. As shown in figure 5.17, welfare involves cash payments to
lift the purchasing power and living standards of the neediest individuals, including the aged, disabled,
unemployed, students, carers and youths.

Even so, it is the government’s responsibility to ensure that this welfare system is fair, simple, efficient in
purpose, and financially sustainable. While changes are ongoing, recent government welfare reforms have
especially focused on two main aims:
1. To try to make the welfare system more financially sustainable. Australia has an ageing population, a

rising life expectancy and a change in the nature of work with perhaps less certain employment
prospects. If not addressed, these issues will cause government tax revenue to fall while pension and
welfare outlays continue to rise, leading to bigger budget deficits and, ultimately, necessitating higher
taxes or reduced welfare generosity. Thus, to provide essential ongoing support to the neediest, the
government must take steps to ensure the system is financially sustainable into the future. In recent
years, this has involved the following reforms:
• Better targeting of the neediest:Welfare access has been narrowed to better target the neediest by

tightening the assets test (the wealth cut-off level) and the means test (the income cut-off level) for
recipients. Restricting access then leaves more money in the budget for those in greatest need.

Pdf_Folio:41

TOPIC 5 Aggregate supply policies and domestic economic stability 41

,

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/25 — 13:08 — page 42 — #42

• Administration costs:Moves have been taken to try to simplify the welfare system through
amalgamating some benefits, and streamlining and simplifying the application process to help
reduce unnecessary administrative costs and red tape.

• Mutual obligation: The government has been pushing the idea that welfare is not a right and that
those who receive it have a mutual obligation to try to gain work and be financially independent.

• Incentives to escape welfare: Changes have been made to help create greater incentives for
recipients to escape the ‘welfare trap’, including adjusting the taper scales for the loss of benefits
and raising the tax-free threshold so that the penalties for starting work and earning more income are
reduced (limiting the negative incentives).

• Tightening compliance and reducing fraud: Centrelink has made a big effort in the last few years,
including measures in the 2019–20 budget, to follow up instances of non-compliance and welfare
fraud by recipients that are expected to save taxpayers an extra $2.1 billion over the next five years.

2. To reduce the obstacles to higher labour force participation rates and work and encourage financial
independence. The government has regularly stated that people are better off socially and financially if
they are working and earning incomes. Hence, as a key part of welfare reform, the Australian
government has been looking for ways to increase Australia’s labour force participation rates (i.e. the
proportion of those aged 15 and over who are in the labour force) as a way of ultimately getting those
who can work into jobs. Australia’s participation rate of around 65 per cent is low by some
international standards (e.g. Switzerland’s is 82 per cent and Iceland’s is over 90 per cent). One reason
for our fairly low participation rate is due to declining work rates among an ageing population. In turn,
this restricts our access to labour resources, adds to wage-cost-price pressures, limits Australia’s
productive capacity, causes the aggregate supply line to be smaller than it otherwise would be, lowers
real national income per person, and reduces our material and non-material living standards.

The main problems in raising participation and involvement in work through welfare reforms is that
it is still essential to support those in genuine need, while excluding those who are able to be financially
independent. The possibility also exists that, in the short term, efforts to raise labour force participation
Pdf_Folio:42
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FIGURE 5.17 Major types of welfare payments (income support) by value
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Keeping these things in mind, recent welfare reforms have attempted to increase participation rates, and,
ultimately, those in work using various changes to the system:
• Raising the pension age. Over the last few years, the pension access age has been gradually increased

from 65 to 67 (by 2023), initially with a plan to ultimately lift this to 70 years (by 2035). This reflects
the rise in life expectancy and, hence, an increased potential to work longer. This should help to boost
the labour force and grow our productive capacity and incomes.

• Additional requirements for the unemployed on welfare.Measures have been introduced to discourage
voluntary unemployment by tightening the access and compliance framework requirements. These
include an increase in the waiting period for welfare recipients, tightening the work test and activity
test for those seeking unemployment benefits to ensure that they are ‘actively seeking work’—
including imposing a minimum number of job applications per month, requirements to turn up to
job interviews or potentially face the loss of welfare, having a six-month per year period of ‘work for
the dole’ (a minimum of 15 hours per week), moving the young unemployed from the Newstart
allowance to the less generous and attractive Youth allowance, commencing random drug testing and
the wider introduction of the cashless debit card to restrict how money is spent (e.g. not to be used for
alcohol, tobacco or drugs) to help ensure that recipients are better able to hold down a regular job.
Other measures include using incentives for those without work to be involved in study to help
increase their employability in the long term. All up, these reforms should encourage participation and,
ultimately, productive work.

• New rules for parents on welfare caring for children.Welfare is now normally cancelled for a parent
caring for their children at home once their youngest child reaches school age (6 years). This should
help increase participation rates.

• Cashless credit card trials and random drug testing. Recent budgets have extended the trial of the
Cashless Debit Card until 2020, to help reduce spending of money on items like alcohol and drugs that
may cause some recipients to become more welfare dependent and unable to work. In addition,
random drug testing has been trailed to reduce dependence and ensure individuals are more work
ready.

• Subsidised childcare package. Because childcare is expensive, it can act as a barrier for some parents
returning to work. With this in mind measures have been introduced to help increase labour force
participation rates and reduce the welfare trap by subsidising childcare so it is more affordable and
attractive for low-income parents who want to work. For example, a $36 billion Child Care Package
commenced in June 2018. It benefits nearly 1 million households and over 1.3 million children. It
includes a new Child Care Subsidy that started in June 2018, replacing the old Child Care Benefit and
Child Care Rebate. It is paid directly to service providers and has reduced the out-of-pocket costs for
most families by around 10 per cent. This means that families on combined incomes of less than
$66 958 per year in 2019, receive a subsidy up to 85 per cent of the cost of childcare (with lower rates
applicable as income rises). Rates are capped at $10 190 per year and also affected by the type of
childcare and the work activity level of a parent (there are exemptions but, basically, the more work
activity, the higher the subsidy rate). This reform measure should help to increase participation rates,
the quantity of labour resources available, productive capacity, disposable incomes and living
standards.

• Income tax reforms. It used to be easier for some individuals and families to be trapped on welfare,
because this was more attractive than losing the benefit — especially because they would have to pay
tax at higher rates the moment they started working and earning more income. Indeed, the effective tax
rate for some low-income people making the transition to work used to be over 50 per cent. Partly with
this in mind, the tax-free income threshold was dramatically increased from $6000 to $18 200 from
July 2012 onwards. One of its aims was to ease this barrier to participation in the labour force, and to
encourage individuals to be more productive and self-reliant. Furthermore, the low-income tax offset
has been regularly raised, most recently in 2019, again reducing the penalty for earning extra incomePdf_Folio:43
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rates may actually push up the unemployment rate, since more people are trying harder to find work and
compete for a limited number of jobs.
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to grow Australia’s available labour resources, productive capacity, potential GDP, incomes and living
standards.

How does government microeconomic welfare reform affect aggregate supply, domestic
macroeconomic goals and living standards?
Welfare reform is essential given Australia’s ageing population (a higher percentage of the population aged
over 65). As a result, the number of people aged 65–84 years will more than double between now and 2050.
Over this same period, there will be a decline in the number of people of working age relative to those aged
over 65, from around five now to fewer than three! Welfare reform is hence required — not just to ensure
that the welfare system is sustainable, but to ease the growing labour shortages that will increasingly limit
Australia’s aggregate supply, sustainable rate of economic growth and future living standards.

We have seen that recent welfare reforms have focused on improving efficiency in the use of labour
resources so there is more output gained from Australia’s population. We have also seen that reforms
have involved measures designed to help increase our labour force participation rates (or perhaps slow the
decrease due to ageing) by:
• tightening the rules and obligations for welfare access
• lifting the tax-free and other income thresholds to improve the incentives to work and reduce the

disincentives
• improving the skills of the young to make them more employable
• providing access to affordable childcare to release more parents for work.
Through access to more labour resources, these measures will help to increase our productive capacity,

grow GDP and real incomes, and support better living standards. Again referring to the AD–AS diagram
shown in figure 5.13 earlier in this subtopic, reforms that boost efficiency, productive capacity and
aggregate supply (shown by the shift from AS1 to AS2) cause the sustainable level of GDP to increase
(from GDP1 to GDP2), while depressing cost inflation (from P1 to P2).

With this in mind, let us review in more detail the effects of welfare reforms on the government’s
domestic macroeconomic goals and living standards.

Welfare reforms have helped to boost aggregate supply and slow cost inflation
The RBA and the government seek to achieve the goal of low inflation (an annual average rise of 2–3 per
cent over the cycle). Welfare reforms can help slow cost inflation pressures in several ways:
• By increasing the supply or pool of labour through higher participation rates, welfare reforms can help

to neutralise labour shortages that are being caused by Australia’s ageing population. In turn, this helps
to slow rises in wages and ease cost inflation pressures.

• Tighter welfare access can also help to correct the unsustainable growth in government spending. This
could allow for lower tax rates, easing wage and cost pressures.

Welfare reforms have increased aggregate supply and the sustainable rate of economic growth
The government seeks to promote the goal of a strong and sustainable rate of GDP growth (the fastest
growth in GDP that does not undermine the achievement of other economic and environmental goals).
Welfare reforms can assist here:
• They help Australia to extract more output from our population through increased incentives

and participation in work. This grows productive capacity, allowing for a higher sustainable level of
GDP.

• By slowing rises in welfare outlays, the tax burden on individuals and companies is eased,
creating more favourable aggregate supply conditions that encourage and enable producers to lift
production.

Welfare reforms have increased aggregate supply and, overall, decreased unemployment
Full employment is another domestic goal (the lowest rate of unemployment that does not accelerate
inflation). Here, welfare reforms can play an important role:
Pdf_Folio:44
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• For young people, welfare is only provided to those who are actively seeking work and can
demonstrate this, or who are learning or undertaking training. This makes them more employable,
reducing structural unemployment caused by the mismatch between skills and advertised positions.

• By helping to grow the participation rate and the supply of labour, unemployment may rise in the short
term unless there is also a similar growth in aggregate demand. On its own, welfare reform is therefore
not sufficient.

• Higher participation rates (especially among the young, parents with children and older members of
society) that increase the supply of labour may also help ease labour shortages and slow wage costs.
This can foster stronger business profits and expansion, rather than the closure of firms. This should
help to reduce structural unemployment.

Welfare reforms have generally increased living standards
Welfare reforms can strengthen both material and non-material living standards. People’s real incomes and
purchasing power are highest when inflation is slow, GDP is rising strongly and unemployment is low.
• Being unemployed and on welfare benefits, rather than on average weekly earnings, cuts family

incomes by at least 50 per cent or more (e.g. perhaps $300 per week on welfare against a minimum
wage of nearly $720 per week or over $1600 on average weekly earnings), and dramatically reduces
consumption per head and material living standards. In addition, the health and happiness outcomes
for the unemployed are significantly weaker than those with jobs. Non-material welfare is much
stronger when most people are working rather than being on welfare.

• Deferring retirement to an older age, rather than being on the pension, is also likely to bring financial,
social and health benefits that improve non-material living standards.

Weaknesses of welfare reform as a government policy
We have seen how welfare reforms can be beneficial. They can help grow productive capacity by
increasing access to labour resources (through improved participation rates and strengthening the need
of most individuals to be in work and financially independent). However, these reforms also have certain
weaknesses:
• Taking a stick to the unemployed to force them into work assumes that they are voluntarily

unemployed and have a choice in the matter. Research on this is inconclusive but does tend to show the
opposite — that most are involuntarily unemployed and unable to find work or access longer hours. In
2017, critics of welfare cuts also noted that returning the budget to surplus by cutting welfare, seems
very unfair when generous tax concessions are exploited mostly by higher income earners through
negative gearing, the 50 per cent tax discount for capital gains and tax concessions for superannuation
contributions.

• Gradually increasing the pension age to 67 (or perhaps 70 by 2035) assumes that older people are
physically and mentally capable of working. While some have this option, others work in occupations
that would make this virtually impossible, perhaps even dangerous (e.g. bricklayers, crane operators,
airline pilots and truckies). In addition, employers are sometimes reluctant to take on older staff.

• While higher participation rates can lift our productive capacity, this growth in aggregate supply will
not be utilised unless there is a corresponding rise in aggregate demand. Without strong spending,
higher participation rates and rises in the number of people seeking employment might actually
increase unemployment and the number of people on welfare. This may cause a rise in the size of the
budget deficit, perhaps necessitating an increase in government debt. Another possibility is that higher
labour force participation rates could slow wage growth, leading to lower real incomes, purchasing
power and living standards.

• Welfare reforms that lead to higher participation rates by parents with young families may cause their
children to suffer. Under-parenting could reduce happiness, add to family tension, contribute to a rise
in juvenile crime and end in poorer educational outcomes. These may reduce society’s non-material
living standards.
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• As governments have found, welfare reform has become a difficult political issue, with legislation to
enact reforms blocked in the Senate. Recently, reforms that might increase efficiency have been
rejected by the Senate because they diminish equity.

Weblinks Why tax reform?

Taxes on housing

Tax reform — online quizzes

Indirect tax

How company tax impacts living standards

Labour market reforms

How the minimum wage creates unemployment

Labour market

The labour market

Minimum wage consequences

Understanding supply-side economics

5.4 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 has tax reform involved? How is this an aggregate supply policy?
2. What are welfare reforms? How are they an aggregate supply policy?

Applied economic exercises
1. Examine table 5.4 which shows some of the key reforms of Australia’s tax rates.

TABLE 5.4 Some key tax reforms

Company tax In recent years, the rate of company tax has been reduced for
small to medium-sized firms from 30 per cent to 27.5 per cent for
firms with a turnover of less than $50 million.

PAYG tax The upper thresholds for marginal tax rates have been lifted in
recent years reducing bracket creep and reducing the tax
burden. There are also further dramatic reforms of the income tax
system currently scheduled through to 2024.

Capital gains tax Only 50 per cent of capital gains is taxed at appropriate PAYG
tax rates.

General tariffs Cut to 5 per cent or less by 1996 (down from 38 per cent in
1969), with reductions for all other industries including cars,
textiles, clothing and footwear reduced to 5 per cent since 2015.

Abolition of the
carbon tax

In late 2014, the Australian government abolished both the
carbon tax (initially started at $23 per tonne of CO2 emissions).

Concerning these reform measures involving reductions in tax rates (or the abolition of taxes) through the
budget:
(a) Describe how tax rates have been changed. (xxx marks)
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(b) Quoting examples, explain how reductions in tax rates, as a supply-side measure, would be likely to
impact on each of the following:
i. the sustainable rate of economic growth
ii. unemployment and participation rates
iii. our international competitiveness
iv. the inflation rate. (2 + 2 + 2 + 2 = 8 marks)

2. This question is about welfare reforms as an aggregate supply policy of the Australian government.
(a) Giving recent examples (implemented or proposed), explain what is meant by welfare reforms as an

aggregate supply policy. (xxx marks)
(b) What are the main aims of welfare reform and why is reform necessary? Use an aggregate

demand–supply diagram to show how these reforms might work to grow Australia’s productive
capacity. (xxx marks)

(c) Explain how welfare reformers face a challenge because of a possible trade-off between the promotion
of efficiency and the protection of equity in income distribution. (xxx marks)

(d) Some believe that tightening welfare access will increase Australia’s participation rates. Explain how this
might occur. (xxx marks)

(e) Why might it be important to not simply make welfare access tighter, but also to lower the personal
income tax rate for low-income earners? (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.

5.5 Effect of immigration policies on the labour market
and aggregate supply, and the way this influences the
achievement of domestic macroeconomic goals and
living standards

KEY CONCEPT
• the effect of immigration policies on the labour market and aggregate supply, and the way in which this

influences the achievement of domestic macroeconomic goals

In this section of the course, you are required to study immigration policy in so far as it impacts on the
labour market and the level of aggregate supply, rather than its other more general and humanitarian
features.

5.5.1 Definition of Australia’s immigration policy as an aggregate
supply policy
As an aggregate supply measure, Australia’s immigration policy is closely geared to meeting the needs of
the labour market in our growing economy with an ageing population. It involves several aspects:
• it sets annual immigration targets to manage the overall number and composition of immigrants
• it gives priority to immigrants who have special types of skills and talents
• it encourages those in younger age groups who are more likely to make a valuable and ongoing

economic contribution to the Australian economy.
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FIGURE 5.18 By using these immigration policies, the Australian government hopes
to grow the size and skills of our labour force, partly reversing the effects of an ageing
population. It also hopes that this policy will reduce labour bottlenecks and increase the
nation’s productive capacity. This could allow for a faster potential rate of economic growth
and improved material living standards.

Again returning to the AD–AS diagram in figure 5.19 below, we can see that immigration can be used
to grow Australia’s labour resources and productive capacity, cause a rise in aggregate supply (notice
the outward shift from AS1 to AS2) and boost the sustainable level of national production (the shift from
GDP1 to GDP2). Potentially, this can help strengthen our domestic macroeconomic goals, international
competitiveness and material living standards.

FIGURE 5.19 How effective immigration policy can potentially be
used to grow Australia’s level of aggregate supply, GDP and material
living standards
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5.5.2 Background to Australia’s immigration policy
To better understand the Australian government’s immigration policy, it is helpful to know something of the
background of our current immigration policy. There are several developments or ideas that have shaped,
and are continuing to shape, policies in this area:
• Australia is underpopulated for the resources we have. Following the end of World War II, Australia

was seen as a vast underpopulated country with massive natural resources just waiting to be exploited.
With this attitude, immigration was needed. ‘Populate or perish’ was the slogan of the time. During the
1950s and 1960s, the federal government even offered to pay the cost of the boat passage to Australia,
in order to quickly boost European migrant numbers and reach its target level. More recently, however,
there is a growing recognition that our resources are getting scarcer and that a ‘big Australia’ could
have costs.

• Australians are ageing. Australia has an ageing population. This means that a growing proportion of
the population is in older age groups nearing or beyond retirement. If no action is taken to correct this
problem, perhaps through immigration or other measures to increase the birth rate, serious economic
problems will arise. The extent of Australia’s ageing population can be seen in figure 5.20, which
compares population pyramids (showing the age–sex distribution of a population) at three points in
time: 1971, 2019 and 2060 (projected).

FIGURE 5.20 Comparing Australia’s population pyramids showing
changes in the age–sex distributions for 1971, 2019 and 2060
(projected)
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Age structure in Australia 2060

Projected resident populationMales Females

0

10

20

30

40

50

60

70

80

90

75 150 225250 200 150 100 50

Population (thousands)

00

Age structure in Australia 2019

Estimated residential populationMales

0

10

20

30

40

90

Population (thousands)

300 200 0100

50

60

70

80

Females

0 225 30015075

Source: Graphs copied from ABS, Animated population pyramids,
http://www.abs.gov.au/websitedbs/d3310114.nsf/home/population%20pyramid%20preview.

Traditionally when graphed, a country’s age–sex distribution is a fairly regular-shaped pyramid with
sides that slope inwards as age increases. Australia’s pyramid for 1970 is more typical of this. The inward
slope as we move towards the top of the graph exists because numbers decline in older age groups due
to accidents, sickness and simply old age. However, irregularities do occur in the pyramid’s shape due to
economic, social and political events. If you compare the shape of Australia’s population pyramid for 2019
or 2060 with that for 1970, you will immediately notice striking differences. The average age of Australia’s
population has been getting older. By 2019, the huge group of young people born in the post-World War II
baby boom (1946 to 1960s), and the large intake of government-assisted migrants escaping war-devastated
Europe, had all moved into older age groups. These people were marching into retirement having had fewer
children themselves. Even by 2019, ageing had contributed to a top-heavy pyramid with almost parallel
(and in parts, outward sloping) sides. From an economic perspective, the ageing population has created
problems that have been documented in four Intergenerational Reports (latest in 2015):
• An ageing population weakens the government’s
financial position by increasing outlays on pensions
and the provision of health care, yet it reduces the
proportion of taxpayers, thereby cutting budget revenue
and leading to future budget deficits.

• Ageing means that there will be changes in resource
allocation favouring the types of goods and services
required by older people (such as medical services and
home help).

• An ageing population, where there is a smaller
proportion of younger people in working age
groups, slows the growth of the labour force and reduces the participation rate. It creates labour
shortages and skills bottlenecks in some parts of the economy. These act like a brake on Australia’s
productive capacity, aggregate supply, the sustainable rate of economic growth and, ultimately, living
standards.Pdf_Folio:50
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5.5.3 The Australian government’s recent immigration policies
With a better understanding of how Australia’s economic situation has been shaped by labour shortages
arising in part from our ageing population, it is now time to consider the general features of our recent
immigration policy before we look at how these might affect the labour market, macroeconomic goals and
living standards. Some of the areas we will examine are summarised in figure 5.21.

FIGURE 5.21 The effects of immigration policy on the Australian economy

Impacts on aggregate supply

• Grows the supply of labour (increases the quantity

      and skills, and also affects participation rates, hours

    worked, geographic location, and may temporarily

     reduce the effects of our ageing population)
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     and private)

• Affects unemployment rate
• Affects wage levels (the price of labour)

• The rate of inflation (especially labour efficiency and

    the rate cost inflation)
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• The rate of unemployment (especially affects

    structural unemployment)
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     issues) and social cohesion
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Policy sets an overall target for immigration numbers
The policy’s central feature is the setting of an annual, planned immigration target. This places a desired
limit on the number of new arrivals accepted by the Department of Immigration and Border Protection.
There are also special temporary visas for students and those on TSS working visas and permanent visas
where selection is made using a points-based system.

Figure 5.22 shows that the planned migrant intake in recent years has remained at a record high of around
190 000 migrants (excluding the special eligibility and humanitarian category). However, the current
planned migration target for 2019–20 is expected to be reduced to 160 000.
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FIGURE 5.22 Trends in Australian planned immigration by target category, 2012–13 to
2018–19
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Research Program, Monash University, Analysis prepared by Prof. Andrew Markus.

This overall target (around a planned level of 160 000) along with our humanitarian intake, is broken
down into three main categories or streams:
1. Skilled migrant stream. The skilled migrant stream is the main category and each year till 2018–19,

had an intake of around 128 000 (almost half the population of Canberra). It represents 65 per cent of
all entrants and has four subcategories:
• general skills migration program, based on a points system. Points are awarded on the basis of how

likely the migrant is to make the greatest economic contribution according to criteria like work
experience, age and education.

• employer-sponsored migration program, where employers can recommend people who have the
particular skills they seek. These migrants can apply for a TSS visa and perhaps become permanent
residents.

• distinguished talent program, for those who have international recognition in their field of expertise.
• business innovation and investment program, for those with financial backing who have previously

set up successful businesses.
2. Family migrant stream. This enables family

reunification (generally spouses, children
and parents).

3. Special and humanitarian migrant stream. This
is for refugees, including those from Syria.

Of these three streams, we will only focus on
the skilled migrant category since this is the
one that is mainly designed to affect
Australia’s labour market.
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Policy gives priority to migrants with specific skills
Australia’s immigration policy gives priority to migrants with certain wanted skills that are in short supply.
This helps to ensure that they have a better chance of getting a job. Figure 5.22 also shows that the skilled
migrant stream represents 65 per cent of the overall number of immigrants. Additionally, most of these
migrants are in younger age groups, averaging around 37 years. This youthfulness helps to maximise the
potential economic benefits for the Australian economy.

Policy targets vary, depending on the economic conditions
Targets for the overall number and skills of migrants vary according to domestic economic conditions.
Targets rise in periods when economic conditions and the labour market are strong, and fall or plateau (as
recently) when conditions are weaker and unemployment is higher.

5.5.4 How recent immigration policies have affected Australia’s labour
market and aggregate supply
Australia’s labour market is an institution where sellers (S) and buyers (D) of labour negotiate wages
and conditions. The federal government’s immigration policy has affected this market in various ways.
For example, it has changed the size and growth of our labour force, the availability or supply of skilled
workers, the participation rate, the hours worked, the geographic distribution of the labour force and wage
rates. Understanding these impacts of immigration policy will then allow us to see how this aggregate
supply policy has affected our productive capacity, key domestic macroeconomic goals and living
standards.

TOPIC 5 Aggregate supply policies and domestic economic stability 53

Immigration has increased the supply of labour in the labour market
Without the Australian government’s immigration policy, figure 5.23 shows that the size of Australia’s
labour force (the total supply of labour) would have started to decline from about 2011–12. This would have
led to labour bottlenecks or shortages, causing our productive capacity and aggregate supply to gradually
decline (unless of course these restrictions were offset by strong rises in productivity).

However, as hypothetically illustrated in figure 5.24, immigration increases the supply of labour
and the workforce (the shift from S1 to S2). In itself, this would tend to hold wages or the market
price of labour down (the drop from W1 to W2), assuming unrealistically that immigration did not
increase the demand for labour by even more.

FIGURE 5.23 The actual and projected influence of
immigration on Australia’s labour force size (millions)
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Source: Reproduced from Australian Immigration — some current
themes, Andrew Metcalfe, Australian government, Department of
Immigration and Multicultural Affairs based on data supplied by
the ABS.

FIGURE 5.24 A demand–supply diagram showing
Australia’s labour market following an increase in
the supply of labour after immigration
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Immigration has increased the demand for labour in the labour market
Immigration has greatly increased the total size of Australia’s population. With current rates of immigration,
Australia’s population will rise from nearly 26 million in 2020, to over 40 million projected by 2060.Pdf_Folio:53
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Indeed, figure 5.25 shows that in most years, immigration accounted for over 60 per cent of the overall rise
in population. In turn, this increases the number of consumers (demand) of goods and services such as food
and housing, as well as those things provided by the government including education, health and economic
infrastructure.

FIGURE 5.25 Contribution of immigration to Australia’s population growth each year

Source: Data derived from ABS, Australian Demographic Statistics, 3101.0.
*Note: Preliminary estimate only.

Figure 5.26 hypothetically shows how immigration has increased the demand for labour (the shift
from D1 to D2), perhaps in itself putting some upward pressure on wages (from W1 to W2), assuming that
immigration did not increase the supply of labour by even more.

So overall, while immigration has increased the supply of workers in the labour market, it has also
increased the demand for labour because the production of these goods and services requires the
employment of extra labour.

FIGURE 5.26 A demand–supply diagram
showing Australia’s labour market following
an increase in the demand for labour after
immigration

The hypothetical effects of immigration on the

derived demand for goods and services and labour

Quantity of labour (Q)

S1

D2 for labour
(increase after
immigration)

D1 for labour
(before immigration)A

v
e

ra
g

e
 w

a
g

e
 (

$
)/

h
o

u
r

Q1

E1

E2

Q2

W2

W1

Pdf_Folio:54

54 Key Concepts VCE Economics 2 Units 3 & 4 Tenth Edition

500
Sources of Australia’s annual population growth (’000)

Year

450

400

350

300

250

200

A
nn

ua
l i

nc
re

as
e 

(’0
00

)

150

100

50

0

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
19

–2
0

20
20

–2
1

20
18

–1
9*

Net overseas
migration
(’000)

Natural
increase
(’000)

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 55 — #55

Immigration has increased the supply of skills and thus productivity in the labour market
In more recent years, Australia’s immigration policy has focused on attracting skilled migrants with wanted
talents under four categories: general skills migration, employer-sponsored migration, distinguished talent
and business innovation and investment.

Figure 5.27 (graph 1) indicates that on average, overseas-born males and females generally have higher
educational qualifications than Australian-born residents in all age groups. These skills help to strengthen
labour productivity, grow our productive capacity and thus increase aggregate supply. In addition,
figure 5.27 (graph 2) shows that immigrants contribute up to 10 per cent of all workers in some occupations,
especially in areas such as professionals, community services and sales.

FIGURE 5.27 Comparisons of educational qualifications for immigrants and Australian-born individuals, along
with their occupations

Graph 1 — Proportion of Australian-born and overseas-born people with a degree level or higher
qualification and by age and gender
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Graph 2 — Permanent immigrants as a proportion of all workers in occupations
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Immigration may have increased the average unemployment rate in the labour market
Unemployment rates are an important indicator of how the labour market is affected by Australia’s
immigration policies. They tell us the overall extent to which the demand for labour matches its supply.
If immigration only added to the supply of labour and not also its demand, unemployment would
probably rise.

One commonly held view is that immigrants do in fact take the jobs of locals and cause unemployment.
According to some economists and union leaders, it is the young Australian-born job seeker who
misses out. In addition, there have been reported cases where unscrupulous employers have used the
popular 457 visa (now superceded by the TSS visa) to bring in overseas workers (even when local
workers were willing and able to fill the position) and pay them lower wages. Such practices reduce job
opportunities for locals and may add to unemployment among some job seekers.

However, other commentators argue that as 65 per cent of immigrants these days are skilled, and because
the government usually tries to target occupations where there is a labour shortage — quickly cutting (or
not increasing) targets when economic conditions are weak — our immigration policy should not add to
the unemployment of Australian-born job seekers. It may actually leave more unskilled jobs for young
job-seeking locals. Furthermore, immigrants also create jobs by being consumers of goods and services.
Overall, the evidence of the effects of immigration on unemployment is not conclusive.

Another approach is to see whether migrants actually have lower or higher unemployment rates than
individuals born in Australia. Figure 5.28 (graph 1) shows that immigrants overall do have a higher
unemployment rate than those born in Australia, by 1–2 percentage points (see the blue and red markers).
This was especially the case for those migrants from non-English speaking countries (NESC). However, the
two graphs show that individuals from mainly English-speaking countries (MESC), and some in the ‘skill’
category, actually had lower unemployment rates than those born in Australia. In addition, research shows
that several years after arrival, any differences fade as language skills improve.

Immigration has decreased the average age of those in the labour market
Immigration policy has helped to keep the average age of Australia’s labour force and population younger
than it would otherwise be. The two main parts making up figure 5.29 reveal that the vast majority of
migrants are less than 34 years of age. This means that they are likely to supply their labour for some
years to come. In the medium term, this helps to offset the effects of our ageing population which, if
not addressed, would curb Australia’s productive capacity and aggregate supply. However, there is a
counterargument, that younger immigrants today will also grow old, possibly necessitating even higher
future levels of immigration to halt our ageing population!

FIGURE 5.28 How immigration affects unemployment rates

Graph 1 — Unemployment rates for Australian-born individuals, those from mainly English speaking
countries (MESC) and those from non-English speaking countries (NESC)
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FIGURE 5.29 How immigration has temporarily helped to depress the average age of workers in Australia’s
labour market

(a) Distribution of immigrants by age group
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Intake into Australia, Report.

Graph 2 — Comparison of unemployment rates by immigrant type
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Source: Graphs 1 (p. 156) and 2 (p. 10) copied from
Productivity Commission, Migrant Intake into Australia,
Report, 2016.

(b) The two graphs below compare the age-sex population pyramids (in 000) for immigrants (graph 1)
  against that for the whole Australian population (graph 2)
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FIGURE 5.30 Comparisons of labour force participation rates for overseas and Australian-born individuals

Graph 1 — Comparisons of labour force participation rates for overseas and Australian-born individuals

Australian-born males

Australian-born females

Overseas-born males

Overseas-born females

50

60

70

80

90

100

1
9
9
1

1
9
9
3

1
9
9
4

1
9
9
6

1
9
9
8

1
9
9
9

2
0
0
1

2
0
0
3

2
0
0
4

2
0
0
6

2
0
0
8

2
0
0
9

2
0
1
1

2
0
1
3

2
0
1
4

P
e

r 
c

e
n

t

Graph 2 — Comparisons of participation rates in the labour force by immigrant category
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Source: Graphs 1 (p. 151) and 2 (p. 10) copied from Productivity
Commission 2016, Migrant Intake into Australia, Report.
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Immigration involves lower participation rates in the labour market
Participation rates (the proportion of those aged 15 years and over who are in the labour force) are another
important indicator of labour market outcomes as a result of immigration policies. These rates reflect the
impact of immigration on the supply of labour, and depend on the type of immigrant (whether they are
skilled, humanitarian or family). Although immigrants overall have a lower labour force participation rate
than individuals born in Australia, the gap for males has been decreasing and the rate is now about the same
as that for the locals (especially those who have been here for several years). In addition, skilled immigrants
actually have a higher participation rate than those born in Australia. However, female immigrants still have
a considerably lower participation rate than Australian-born women. This limits some of immigration’s
beneficial impacts on the labour market and reduces the integration of migrants through work. Many of
these observations are supported by figure 5.30.

Immigration affects wages in the labour market
Wages are the price of labour and are influenced by market conditions of demand and supply. As already
mentioned, immigration policy has directly increased the supply of labour by growing the labour force.Pdf_Folio:59

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 59 — #59

Pdf_Folio:59

TOPIC 5 Aggregate supply policies and domestic economic stability 59

However, it has also increased the derived demand for labour since immigrants are also consumers of goods
and services, the making of which requires the purchase of labour resources. With these ideas in mind,
normally we would expect that immigration policy would have some effect on wage rates and incomes.
Whether wages generally go up or down at the macro level would be partly determined by whether
immigration raises the supply of labour by more or less than it increases its demand (after taking account
of wages, participation rates and skill levels). The overall impact here is not all that clear.

However, what the research data shown in figure 5.31 (graph 1) do suggest is that, surprisingly,
immigrants actually receive higher wages on average than workers born in Australia. This may reflect
the fact that overall they have higher skills and educational qualifications, and often work longer hours.
However, it is also clear that recent ‘family’ and ‘humanitarian’ classes of immigrants usually earn lower
incomes, especially between the ages of 25 and 60.

FIGURE 5.31 The effects of immigration on wages and incomes

Graph 1 — Comparisons of immigrant wage levels with those individuals born in Australia
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Immigration has affected the geographic distribution of the labour force
Immigrants are not spread evenly across Australia’s labour market. Figure 5.32 (graph 1) indicates that
most live in NSW, Victoria, Queensland and Western Australia, while figure 5.32 (graph 2) shows that those
settling in Melbourne are concentrated in the inner-city areas.
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FIGURE 5.32 The geographic distribution of immigrants across different states and in Melbourne

Graph 1 — The distribution of immigrants and Australian-born individuals by Australian state
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Graph 2 — The distribution of immigrants in the Melbourne region
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Barriers to successful labour market outcomes
While our immigration policy has helped most immigrants find reasonable success in the labour market, this
is not the experience of all. There are several obstacles:
• Language. Those with stronger English language skills have far better outcomes in the labour market,

with lower unemployment and higher participation rates.
• Recognition of overseas qualifications. Some immigrants find that their overseas qualifications are not

recognised in Australia, preventing them from being employed in an appropriate job and forcing them
into lower paid work for which they are overqualified.

• Prejudice. Some feel there is prejudice when they apply for jobs, leading to unemployment or
lower pay.

5.5.5 How does government immigration policy affect domestic
macroeconomic goals and living standards?
We have now seen how immigration, as an aggregate supply policy, has affected various aspects of
Australia’s labour market. It has particularly increased the size and skills of our labour force, expanding our
productive capacity and increasing aggregate supply. The next step is to look at how the policy has affected
Australia’s key domestic macroeconomic goals and living standards.

Immigration policy has increased aggregate supply and perhaps the sustainable rate of
economic growth
There are a number of ways in which immigration has boosted Australia’s productive capacity, aggregate
supply and the potential or sustainable rate of GDP:
• Immigration has helped to offset the negative effects on the size of the labour force caused by our

ageing population. Having access to more labour resources potentially allows the economy to get
bigger.

• Immigration has significantly increased the supply of skilled labour and filled bottlenecks that would
otherwise limit our productive capacity and sustainable rate of economic growth. In addition, skilled
labour is generally more efficient than unskilled labour, adding to labour productivity and economic
growth.

• Immigration has grown the overall size of the population, increased the number of consumers and the
demand for labour, and has helped some local firms gain greater efficiency through economies of
large-scale production.

These potential effects of immigration on Australia’s rate of economic growth can be seen in figure 5.19
in section 5.5.1. By increasing productive capacity and aggregate supply (the move from AS1 to AS2), there
is a rise in national production (the move from GDP1 to GDP2) with lower inflation (the fall from P1 to P2).

However, although immigration can help to grow the overall size of the economy and real incomes per
head, some economists have drawn attention to its effects on Australia’s environment and the impact that
more rapid population growth has on water, land for housing, non-renewable natural resources, urban
congestion, waste disposal and greenhouse gas emissions. These highly adverse environmental impacts
could reduce our non-material living standards and make GDP growth less sustainable.

Immigration policy has helped boost aggregate supply and slow inflation
At the macro level, whether immigration lessens or worsens inflation depends on its effect on the level of
aggregate demand versus the effect on aggregate supply, along with the time period considered. In some
ways, immigration might slow cost inflation in the long term:
• Immigration increases the supply of workers by adding to the size and skill of the labour force,

perhaps offsetting the effects of ageing and reducing bottlenecks. As a result, immigration (especially
of skilled workers) may tend to slow wage rises, possibly by 20 per cent for the projected period
2014–60. This reduces cost inflation pressures.
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• For those Australian firms that mainly sell locally, the small size of the local market (just over
25 million people in 2018) places them at a cost disadvantage. In this respect, immigration has quickly
grown the size of the market for goods and services. This allows local firms to produce on a bigger,
more efficient scale with larger production runs. Business fixed costs (such as product development,
machinery and advertising) can be spread more thinly over higher output. This allows greater
economies of large-scale production, with lower costs and cheaper consumer prices.

However, it is also possible that immigration could contribute to inflationary pressures in some key areas
by adding to the demand for resources, goods and services more than it adds to their supply. Here, for
example, we might think of the considerable impact that immigration has had in pushing up property prices
in our major cities and significantly reducing housing affordability for other Australians.

Immigration policy has increased aggregate supply and had mixed effects on
unemployment
Immigration can both add to and reduce Australia’s unemployment rate, depending on the category of
immigrant, the time period considered and whether we are looking at the aggregate supply effects or the
aggregate demand impacts of the policy:
• On the one hand, immigrants help to grow aggregate supply by increasing the size and skills of our

labour force. As a result, one might be tempted to conclude that they increase our unemployment rate.
Indeed, there is some evidence of this, particularly among those who have only recently arrived and
whose English language and vocational skills are limited. However, the unemployment rate falls with
time. Moreover, while migrants from some non-English speaking countries (especially women) are
indeed more likely than the locally born to be unemployed in the short run or not participate in work,
unemployment rates for those from English speaking countries can actually be lower than for those
born in Australia.

• On the other hand, immigration policy may have indirectly helped to reduce our unemployment rate.
This is because migrants also become consumers of goods and services (food, housing, holidays,
transport and medicine), adding to aggregate demand, economic activity and the derived demand for
labour. This would tend to reduce Australia’s level of cyclical unemployment. Additionally, by easing
skills shortages, immigration allows the economy to grow faster, generating more jobs and reducing
unemployment in the long term.

Immigration has mixed effects on living standards
Australia’s immigration policy and its impacts on the labour market have mixed effects on our material and
non-material living standards.
• Material living standards (indicated by average real GDP, incomes or consumption per head) have

been increased through the effects of immigration on labour skills and productivity. However, the
impact appears to be quite small. Recent modelling by the Productivity Commission in its 2016 report
estimated that if there is ongoing immigration between 2014 and 2060, this would cause Australia’s
real GDP per capita to be only 5 per cent higher (only $5100 per person) than having zero net
migration. In addition, by increasing the number of skilled and younger working taxpayers,
government revenue may rise a little, relative to its expenses, strengthening the position of the budget
and helping to offset the damaging effects of population ageing. In turn, this can make the
government’s provision of welfare and services more affordable and sustainable, strengthening
material living standards. However, the newly arrived, the less skilled family and humanitarian groups
of immigrants and those from non-English speaking countries, often suffer relatively low real incomes
and living standards. In addition, property ownership has become less affordable for many.

• The effects of immigration on non-material living standards are even harder to measure and more
uncertain. One the one hand, immigration has made for a far more vibrant, tolerant, rich and
interesting multicultural society.

On the other hand, measures of social cohesion have shown a recent decline with some groups feeling
alienated, unwanted and unhappy. In addition, there is little doubt that immigration has significantly addedPdf_Folio:62
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to traffic congestion, and hence a reduction in leisure time available for families. Furthermore, those
migrant groups that become unemployed have poorer health and happiness outcomes, while some see a
potential connection with crime rates and resource depletion. Although immigration is embraced by most
Australians, it seems that a significant proportion feel that immigration should be lower to help protect our
non-material living standards.

Weaknesses of immigration policy
As indicated already, immigration policy as an aggregate supply policy instrument has grown the size, skills
and productivity of the labour force, allowing the economy’s size to expand. However, debate exists about
the nature and magnitude of the benefits when the policy is used to promote domestic macroeconomic goals
and improve living standards:
• Immigration usually makes those arriving better off materially, but some recent research by the

Productivity Commission suggests that it does little for those already here in Australia. For instance, in
the next few decades, immigration is projected to raise average material living standards by just
5 per cent (indicated by the real increase in GDP or incomes per head), and it leads to higher
unemployment rates and lower participation for some groups. In addition, it erodes housing
affordability for ordinary families. Some would say that the economic case for immigration is
surprisingly weak.

• Unless immigration rates keep on rising to dramatically swell the growth in our population, some
critics say that it is nonsense to argue that high levels of immigration can provide a permanent solution
to the problems caused by Australia’s ageing population.

• Immigration undermines some aspects of non-material living standards. For instance, it accelerates our
environmental problems and resource depletion, adds to Australia’s greenhouse gas emissions,
weakens social cohesion (especially for those who have poor labour market outcomes), worsens traffic
congestion and overcrowding, and reduces the amount of leisure time left to spend with families.

• Immigration is likely to add to unemployment, especially among our young people. Unions and some
others believe migrants take jobs from locals, especially with the large number of arrivals on 457 visas,
a system that is sometimes abused. In addition, it may discourage locals from investing in higher skills
since these jobs are sometimes taken by immigrants. Furthermore, some streams of immigrants (family
and humanitarian and women) have higher unemployment rates and poorer labour market and
integration outcomes.

• Currently, some of the potential productivity gains are not realised due to our failure to adequately
recognise overseas education and training qualifications. This causes some immigrant workers to be
overqualified for their jobs.

• Income remittances abroad by immigrants back to their home country slows their addition to domestic
demand, and there is a higher propensity to import goods and services.

• Immigration policy may worsen the problem of the ‘brain drain’. Indeed, over 30 000 qualified
individuals a year leave Australia in search of better employment opportunities and higher incomes. In
addition, our immigration policy often drains lower income countries of talented individuals who could
have made a huge economic contribution in their home country.

• As noted by the Productivity Commission in its 2016 final report, immigration policy could be made
more effective if it was based on better research data that analysed its economic, social and
environmental impacts.

Weblink How immigration can help the economy
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5.5 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. What does Australia’s immigration policy involve?
2. What are the effects of immigration policy on the labour market, domestic macroeconomic goals and living

standards?

Applied economic exercises
1. This question is about aspects of immigration policy as an aggregate supply policy measure that is

especially designed to affect the labour market.
(a) Australia’s immigration policy target for 2018–19 was set at 190 000 people. This policy has especially

sought to influence our labour market. Table 5.5 highlights some of the impacts by comparing features of
immigrants against those born in Australia. Referring to table 5.5 and other information, outline some of
the ways whereby immigration has affected Australia’s labour market conditions. (3 marks)

TABLE 5.5 Immigration and Australia’s labour market

Indicator Units Immigrants Australian born

Proportion of working age % 94.1 76.4

Labour force participation rate % 60.7 61.0

Unemployment rate % 6.4 5.3

Hours per worker hrs/week 34.5 34.3

Hours worked per persona hrs/week 18.5 15.2

Source: Table copied from Productivity Commission 2015, Migrant Intake into Australia, Draft Report, table. 5.1,
p. 161.

(b) In what ways is the Australian government’s immigration policy regarded as an important aggregate
supply policy that helps to boost Australia’s productive capacity and sustainable rate of economic
growth? Use a fully labelled AD–AS diagram to show hypothetically the before and after effects of
increased immigration on the economy. (5 marks)

(c) Discuss how you would expect the impact of Australia’s immigration policy to affect the following:
i. the size of the labour force
ii. labour productivity
iii. the participation rate
iv. the unemployment rate
v. the demand for labour

vi. the inflation rate
vii. non-material living standards. (2 + 2 = 4 marks)

(d) In 2015, the federal government’s last intergenerational report was released. One of the challenges
identified was that presented by an ageing population.
i. What is meant by an ageing population? (2 marks)
ii. Identify and outline two important economic problems that might be caused by Australia’s ageing

population. (2 + 2 = 4 marks)
iii. Discuss how immigration policies might be used to help reduce the impact of an ageing Australian

population. (3 marks)
2. Examine figure 5.33 showing the effects of immigration on Australia’s unemployment and participation rates

after increasing years spent living in Australia.
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FIGURE 5.33 Comparing the changing rates of unemployment and participation
of immigrants living in Australia for different periods of time
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Trends, 2017–18, Highlights, p.17, see https://www.homeaffairs.gov.au/research-and-stats/files/migration-trends-
highlights-2017–18.PDF.

(a) Referring to the data in figure 5.33, describe the unemployment rates for Australian-born workers and
overseas-born skilled and family streams of migrants. (2 marks)

(b) Referring to the data in figure 5.33, describe the participation rates for Australian-born workers and
overseas-born skilled and family streams of migrants. (2 marks)

(c) Why do differences between Australian-born and overseas-born individuals tend to decrease
over time? (2 marks)

3. Explain two aggregate supply effects of decreasing the planned immigration target from 190 000 to 160 000
as announced in 2019. (4 marks)

4. Outline one important strength and one important weakness of using immigration policy to help promote
strong and sustainable economic growth. (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.
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5.6 Strengths and weaknesses of using aggregate
supply policies to achieve the Australian government’s
domestic macroeconomic goals and better living
standards

KEY CONCEPT
• the strengths and weaknesses of using aggregate supply policies to achieve the Australian government’s

domestic macroeconomic goals and how these goals may affect living standards

Aggregate supply policies have a number of strengths and weaknesses when they are used to help promote
domestic macroeconomic goals and better living standards.

5.6.1 The strengths of using aggregate supply policies to pursue
domestic macroeconomic goals and improve living standards
A few of the strengths of aggregate supply policies used to help pursue domestic macroeconomic goals and
improve living standards are summarised in table 5.6.

TABLE 5.6 Some strengths of using aggregate supply policies to promote domestic macroeconomic goals and
living standards

Possible strength Description of strength

Aggregate supply policies can
help to solve structural problems
that aggregate demand policies
can’t fix

A great strength of aggregate supply policies is that they can be used to
deal with ongoing structural problems that can prevent the achievement
of domestic macroeconomic goals:
• Using supply-side measures to increase efficiency in the use of

resources can help to slow cost inflation.
• They can also help to make producers more willing and able to lift

national output, thereby growing the economy’s productive capacity
and the sustainable rate of economic growth.

• In the long term, by assisting producers to be more efficient and
internationally competitive, and by keeping production costs down and
profits up, aggregate supply policies can encourage new firms to start
up, or existing firms to expand or avoid closure, thereby helping to
lower structural unemployment.

• By contrast, most aggregate demand policies cannot directly address
these structural problems.

Aggregate supply policies work
in a complementary way with
aggregate demand policies

Aggregate supply policies can work in a complementary or supportive way
with aggregate demand policies.
• Aggregate supply policies can help to reduce long-term structural

problems that can reduce the achievement of key domestic
macroeconomic goals, while macroeconomic or aggregate demand
policies can be used to help stabilise the level of spending and
domestic economic activity in the shorter term. Together these policies
can help create domestic conditions that maximise living standards.
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• Additionally, while aggregate demand policies are needed to steady the
growth in expenditure, aggregate supply policies are required to ensure
that society’s growing wants can actually be met by growing our
productive capacity and potential GDP.

Aggregate supply policies
sometimes face fewer conflicts
or trade-offs when used to pursue
government economic goals

Aggregate supply policies generally face fewer dilemmas or conflicts
between the pursuit of economic goals than aggregate demand policies.
For instance, in the long term, aggregate supply policies can slow inflation
without slowing economic growth or causing a rise in unemployment.
In reverse, aggregate supply policies can boost the sustainable rate
of economic and employment growth, without adding to inflationary
pressures. This makes them very attractive.

Aggregate supply policies can
also have beneficial demand side
effects

Some policies (such as government outlays on infrastructure investment,
education and the payment of subsidies) to boost productive capacity
and grow aggregate supply can simultaneously strengthen the level of
aggregate demand. This can be handy if the level of domestic economic
activity is weak.

5.6.2 The weaknesses of using aggregate supply policies to pursue
domestic macroeconomic goals and improved living standards
Table 5.7 summarises the main weaknesses of using aggregate supply policies to pursue Australia’s
macroeconomic goals and improve living standards.

TABLE 5.7 Some weaknesses of using aggregate supply policies

Possible weakness Description of weakness

Long implementation and impact time lags
reduce their usefulness in the short term

As we know, there can be long time lags with
recognition, implementation and impact of many
government policies. This can reduce the effectiveness
of these measures, especially in the short term.
Unfortunately, many aggregate supply policies such as
infrastructure, labour market reforms and immigration
take some time to implement and their impact won’t be
immediately felt. Changes in spending on education,
for instance, may take 10–15 years to impact on
productivity, and major infrastructure projects such
as the NBN have so far taken eight years to roll out and
there is still some time to go. This means that they are
of little use in reducing economic instability in the short
term.

On its own, the increase in productive
capacity as a result of aggregate supply
policies is not enough

Aggregate supply policies can increase productive
capacity and the potential for a bigger GDP. However,
this does not guarantee that national production and
jobs will actually increase unless they are also matched
by an increase in spending or aggregate demand.

Some of the assumptions behind the
operation of aggregate supply policies
may not apply in practice

For example, supply-siders assume that taking a stick
to the unemployed through tougher welfare access will
get more people into work because they are voluntarily
unemployed (rather than involuntarily unemployed).
Clearly this may not be correct. Additionally, supply-
siders recommend lower tax rates to motivate hard
work and increase the incentive to

(Continued)
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Weblinks Supply-side economics

The napkin sketch that introduced supply-side economics

5.6 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.

Pdf_Folio:68

68 Key Concepts VCE Economics 2 Units 3 & 4 Tenth Edition

TABLE 5.7 Some weaknesses of using aggregate supply policies (Continued)

Possible weakness Description of weakness

invest and grow businesses. However, this assumption
may be false. For some, lower tax rates allow
individuals to reduce their hours of work and devote
more time to leisure, yet still keep the same income.
Additionally, lower taxes also limit government outlays
on public services and welfare, slowing AD and
perhaps living standards.

Aggregate supply policies often face
political constraints

Recent Australian governments have found that their
lack of a majority in the upper house or Senate blocks
the passing of legislation needed for some reforms
including welfare, tax, education and those involving
the labour market. As a partial result of this political
constraints, the pace of reform has slowed in recent
years, with potentially adverse effects on economic
growth and living standards.

Conflict with some government goals in the
short term

Some aggregate supply-side policies can create
conflicts with other government goals in the short
term. For instance, using labour market reforms might
lead to structural unemployment, especially in the short
term, and undermine the government’s goal of equity in
income distribution. Similarly, welfare reforms designed
to tighten access and increase participation rates in
the labour force might increase unemployment if the
jobs are not there to be had. This could also undermine
equity and living standards.

Some aggregate supply policies are likely
to undermine aspects of non-material living
standards

Aggregate supply policies that allow for a faster,
economically sustainable rate of GDP growth may
undermine non-material living standards. For instance,
immigration may worsen environmental damage
and resource depletion, and possibly weaken social
cohesion. Labour market reforms may lead to less
protection of conditions and longer hours of work.

Financial constraints limit some aggregate
supply policies

Some aggregate supply policies involve heavy budget
outlays and are expensive to implement. Such
financial constraints may slow their introduction
and reduce their benefits. Here we think of the possible
reduction in government revenue if tax rates are cut to
increase work and investment incentives. Similarly, the
government has a limited financial capacity to increase
its spending on infrastructure, education and skills,
subsidies and R&D grants.
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Check your understanding
1. What are the main strengths of using aggregate supply policies to achieve the government’s key domestic

macroeconomic goals and improve living standards?
2. What are the main weaknesses of using aggregate supply policies to pursue the government’s key domestic

macroeconomic goals and improve living standards?

Applied economic exercises
1. This question is about the general strengths and weaknesses of aggregate supply policies to affect key

domestic macroeconomic goals and living standards.
(a) Aggregate supply policies can succeed where aggregate demand policies would fail. Discuss. (4 marks)
(b) Apart from the ideas raised in part (a) above, identify and outline two other general strengths and two

other general weaknesses of using aggregate supply policies to promote strong and sustainable
economic growth. (4 marks)

(c) Select one aggregate supply budgetary policy from either immigration policy or tax and welfare reforms.
Discuss the strengths and weaknesses of using this aggregate supply policy to accelerate Australia’s
non-inflationary rate of economic growth. (6 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.

5.7 Review
5.7.1 Summary
What are aggregate supply policies?

• Aggregate supply policies are government strategies that seek to create more favourable aggregate
supply-side conditions where businesses will thrive and want to expand, and the economy’s productive
capacity increases, often as a result of improved efficiency.

• Aggregate supply policies include the following three categories of measure:
• selected aggregate supply aspects of budgetary policy
• welfare and tax reforms
• immigration policies to affect the labour market.

• These policies can help to grow productive capacity (shift the AS line outwards) in the long term by
increasing efficiency, strengthening incentives, lowering production costs, raising profits and
improving the volume and efficiency of labour and other resources.

The aims of aggregate supply policies

• The key aim of aggregate supply policies is to increase productive capacity (AS) through greater
allocative, technical, dynamic and intertemporal efficiency.

• In turn, aggregate supply measures and improved efficiency are the means to achieving other key
government domestic macroeconomic goals including the following:
• boosting the long-term sustainable rate of economic growth through increased efficiency
• promoting low inflation by cutting production costs
• promoting full employment through better efficiency and competitiveness.

• By better achieving these goals, governments hope to lift Australian living standards.

Using supply-side aspects of budgetary policy to promote government’s domestic
macroeconomic goals and living standards

• Aggregate supply aspects of budgetary policy often include measures involving changes to budget
receipts and outlays designed to boost efficiency and productive capacity, and grow AS.
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• Selected aggregate supply budgetary policies for the new VCE course include:
• increased spending on education and training (to improve the skills and productivity of our labour

resources and reduce labour bottlenecks)
• investment in national infrastructure projects (to grow capital resources, reduce bottlenecks in

production, increase productive capacity and create a climate where firms can expand)
• grants for R&D (to increase our technical and dynamic efficiency, competitiveness and productive

capacity).
• These aggregate supply budgetary policies can help to:
• slow cost inflation. Policies can potentially reduce production costs and improve business after-tax

profits (e.g. through outlays on education, R&D, subsidies and infrastructure projects) through
better efficiency. In turn, this encourages greater investment in new, more efficient technology and
equipment, and infrastructure spending that reduces supply bottlenecks. These measures can help
slow cost inflation.

• strengthen the sustainable rate of economic growth. This may be done by using well-targeted
subsidies to encourage business expansion and reduce market failure. In addition, improving access
to skilled labour and better infrastructure are powerful ways to help grow efficiency and hence
Australia’s productive capacity and potential GDP.

• reduce natural unemployment in the long term. This involves using policies like outlays on targeted
industry subsidies, and education and training. The latter for example allows individuals to become
more employable so they can better fill job vacancies in new industries. In addition, investment in
infrastructure can reduce production costs, lift our international competitiveness, strengthen profits,
reduce business closures and encourage expansion, lowering unemployment in the long term.

• promote better living standards in the long term. By increasing efficiency and lowering costs, the
economy’s productive capacity is boosted. This can lead to higher real per capita incomes,
purchasing power, consumption, and material and possibly non-material living standards.

• Aggregate supply aspects of budgetary policy can have weaknesses:
• Despite high levels of investment in infrastructure, these projects have not always been well

managed by governments, and returns are more limited than might be expected.
• Opportunity costs exist and, on occasions, greater value may have been extracted through outlays on

alternatives to those selected by the government.
• There are currently severe financial constraints due to large structural budget deficits in recent years.
• There are usually long time lags for implementation and impact of policies like infrastructure

investment, R&D grants, and spending on education and training.
• There are often political constraints where approval through the upper house is not possible, along

with a fear of adverse voter reactions.

How welfare and tax reforms can be used to promote government’s domestic macroeconomic
goals and living standards

• Welfare includes government cash payments to the neediest individuals in society. Welfare reforms
have often focused on encouraging individuals to accept personal responsibility for their financial
situation, while providing a safety net for those who are unable to make an economic contribution. The
welfare system also needs to be financially sustainable in the long term.

• Tax revenue is needed by the government to provide adequate public goods and services. Tax reforms
have often sought to promote equity, simplicity and especially greater efficiency. This has involved
changes to the tax mix, tax base and tax burden.

• Welfare and tax reforms can be used to increase personal and business incentives, productivity, the
economy’s productive capacity and aggregate supply.

• Welfare and tax reforms can help to:
• slow cost inflation, by creating incentives for individuals to work hard and participate, and for firms

to invest in new equipment and capacity. They can help ease labour shortages caused by ageing,
keeping wage costs down. Tax reform can encourage new investment in equipment with improved
technology and efficiency. This can slow production costs.Pdf_Folio:70

70 Key Concepts VCE Economics 2 Units 3 & 4 Tenth Edition

UNCORRECTED PAGE PROOFS



“c05AggregateSupplyPoliciesAndDomesticEconomicStability_print” — 2019/6/29 — 15:00 — page 71 — #71

• strengthen the sustainable rate of economic growth perhaps by using tax reforms to promote greater
efficiency by firms and workers where more national output can be produced from the same inputs.

• reduce structural unemployment in the long term, perhaps by decreasing corporate tax rates and
making local firms more profitable and internationally competitive so they expand rather than close
down with the loss of jobs.

• improve living standards in the long term through better efficiency, increased productive capacity,
stronger sustainable rates of economic growth and lower inflation that all help to strengthen real
incomes and consumption.

• Welfare and tax reforms can have weaknesses:
• There are often long time lags in their implementation and impact.
• Some undermine the achievement of other government goals, especially equity in income

distribution. There can be a trade-off between tax and welfare reforms to promote efficiency while
protecting equity.

• Some are politically unpopular and cause adverse voter reaction, and may not even be passed by the
upper house.

• Tax reforms are often limited by financial constraints and the need to avoid creating permanent
structural budget deficits that add to the burden of government debt. In addition, tax revenue needs
to be adequate to pay for adequate government provision of education, health and infrastructure.
This limits reductions in tax rates.

• Some welfare reforms, especially those related to tightening access to unemployment benefits,
sometimes assume that unemployment is voluntary rather than involuntary. For most, this is not the
case.

Using immigration policy to promote the government’s domestic macroeconomic goals and living
standards

• An important focus of immigration policy has been to strengthen the labour market. It does this by
setting targets (e.g. 190 000 per year), focusing on younger immigrants with particular skills. It is
designed to counter our ageing population, grow the size of the labour force, improve participation and
increase the skills available so that the economy’s productive capacity or AS is increased.

• Immigration policy can help to:
• slow cost inflation, by increasing the supply of labour in the labour market and relieving skills

shortages and bottlenecks that otherwise would lead to higher wage costs and prices
• strengthen the sustainable rate of economic growth by helping to reverse the immediate effects of

ageing by increasing access to labour resources with skills that lift labour productivity and
Australia’s productive capacity

• grow our productive capacity faster than would otherwise be the case and hence increase the size of
Australia’s production and income cakes available for distribution, consumption and improving
living standards.

• Immigration policy can have weaknesses:
• It is not a permanent or sustainable solution to Australia’s ageing population — immigrants also

grow old and that would necessitate even more immigration and a much larger and ever-increasing
population.

• Because immigration also adds to the demand for labour along with that for final goods and services
(in some cases, more than it adds to their supply), it can cause inflation and lead to shortages,
bottlenecks and/or reduced affordability (such as inadequate housing, transport and water
infrastructure, general congestion, accelerated resource depletion).

• While immigration has greatly enriched our culture and boosted skills, indicators suggest it has also
lowered social cohesion, added to unemployment among the young and unskilled, and made it more
difficult to achieve improved environmental outcomes. These erode some aspects of Australian
living standards.
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Some general strengths and weaknesses of using aggregate supply policies to promote domestic
macroeconomic goals and living standards

• Strengths of aggregate supply policies might include the following:
• In the long term, they can effectively reduce structural problems like cost inflation, the sustainable

rate of economic growth and natural unemployment.
• They can work in a complementary way with aggregate demand polices to enhance domestic

macroeconomic goals and improve living standards.
• Often there are fewer goal conflicts or trade-offs than when aggregate demand policies are used

(thus it is possible to pursue rapid economic growth and still have low inflation using aggregate
supply policies, but this is not usually the case with aggregate demand policies).

• Many aggregate supply policies (such as infrastructure investment, education spending and
subsidies) also have useful aggregate demand-side effects that can help promote stability.

• Weaknesses of aggregate supply policies might include the following:
• There are often long time lags (many years) for policy implementation and impact (in infrastructure,

education, R&D, subsidies, labour market reforms, deregulation of markets, welfare and tax
reform), so they are not much use in the short term.

• Aggregate supply policies are not enough on their own; they must also be accompanied by
aggregate demand policies.

• Some aggregate supply policies make dubious assumptions about peoples’ behaviour and reaction
to positive and negative incentives (such as changes in tax and welfare).

• There are often political constraints associated with reforms, immigration and aggregate supply
budget measures involving changes in tax and outlays. These can limit the government’s policy
options.

• There are sometimes financial constraints and opportunity costs associated with many aggregate
supply policies that limit what the government can do and achieve.

• There are sometimes trade-offs with other government goals, especially in the short term; for
example, aggregate supply policies may sometimes undermine full employment and equity in
income distribution. This may reduce their net social benefit.

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

Key terms
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 policies include a wide range of government strategies that seek to grow the productive
capacity or potential of the economy in the long term, by increasing the willingness and ability of suppliers
of goods and services (individuals and businesses) to produce, and raising the level of efficiency.

Aggregate supply budgetary policies are measures (e.g.vestment spending on infrastructure, outlays on
education and R&D) involving changes in various government taxes and outlays in the budget that grow
productive capacity.

Aggregate supply conditions represent the factors that affect the ability and willingness of sellers of goods and
services to actually produce goods and services.

Allocative efficiency is where resources are used in ways that maximise society’s satisfaction and opportunity
costs are minimised.
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Assets or means test are tests applied to welfare applicants to determine whether they are sufficiently needy
and eligible to receive welfare. They are designed to exclude middle- and higher-income/wealthier individuals
and families from access to benefits.

Dynamic efficiency involves firms being adaptive and creative in response to changing economic circumstances
in the ways they use resources.

Efficiency is the ratio of output of goods and services to the input of resources used.
Financial constraints are those limits caused by the high financial costs of applying a given policy that causes

the budget deficit to be even larger.
Government R&D grants to institutions, universities, industry and individuals is aimed at cultivating society’s

knowledge and improving technology. This approach involves cash payments and seeks to grow the quality
of our resources (especially capital goods and human capital), and increase technical and dynamic efficiency.
Additionally, there are tax concessions provided for R&D to make it more attractive by offsetting part of the
cost. In the long term, these outlays expand our economy’s productive capacity or potential GDP.

Government spending on training and education represents another outlay in the budget that, among other
things, can be used in the long term to cultivate the skills, productivity and creativity of Australia’s labour
resources (grow our human capital). Such outlays help grow our productive capacity and increase aggregate
supply.

Immigration policy is an aggregate supply policy that is now closely geared to help meet the needs of the labour
market in our growing economy with an ageing population. It involves setting annual immigration targets to
manage the overall number, composition, skills and age of migrant arrivals from overseas. It prioritises those
who are more likely to make a very valuable and ongoing economic contribution to the Australian economy.

Immigration target refers to the total number and category of immigrants allowed to enter the country each year.
Recently till 2018–19, this had been set at 190 000.

Infrastructure investment as an aggregate supply measure mostly involves federal government outlays in the
budget on the capital resources (G2) that are in turn used by suppliers to produce other goods and services.
This lifts efficiency and helps to grow our productive capacity and aggregate supply.

Intertemporal efficiency means ensuring there is a suitable balance between resources being allocated towards
current consumption on the one hand, and adequate national saving for financing future investment on the
other.

Labour bottlenecks are labour and skills shortages that limit a nation’s productive capacity perhaps caused by
an ageing population, a slowing birth rate, strong economic growth and other factors.

Labour market is an institution where sellers (S) and buyers (D) of labour negotiate wages and conditions. This
market has been partly deregulated but still has some government controls. Changes in conditions in this
market are affected by the participation rate, population size and growth, age distribution and the availability
of skills.

Long time lags are a weakness of many aggregate supply policies. These are the delays in time due to the
need to recognise the problem, implement and complete a selected policy, and then wait for it to impact on
aggregate supply.

Political constraints are the limits on government policy due to the need of government to maintain its
popularity and gain approval for its measures in the upper house.

Productive capacity represents the physical limits (potential GDP) to the total level of production in an economy
largely dictated by the quantity and efficiency of resources.

Productive or technical efficiency is about businesses using least-cost methods to produce goods and
services most efficiently.

Subsidies are generally cash payments or tax concessions given by the government to businesses, industries
or individuals. When given to producers (rather than consumers), they can help to reduce production costs,
encourage firms to restructure their operations more efficiently to become internationally competitive, expand
their productive capacity and grow aggregate supply in the long term.

Supply-side budgetary policies are selected measures related to budget receipts and outlays that can affect
the ability and willingness of individuals and firms to produce goods and services and hence the nation’s
productive capacity, potential GDP and the level of aggregate supply.

Tax base describes whether the coverage of the tax is relatively broad or narrow. For instance, the GST exempts
some necessities to make it less regressive, narrowing the tax base.

Tax reform involves changing tax rates and burden along with the tax base. As an aggregate supply policy,
usually there is an attempt to lower tax rates to increase incentives to invest, produce and work. The overall
aim is to make the tax system more efficient while delivering equity. This helps to grow the economy’s
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productive capacity and aggregate supply, and thereby advance domestic macroeconomic goals and living
standards.

Welfare and tax reforms are changes to the conditions that must be met by recipients to qualify for welfare
payments, along with changes to taxes that affect the tax base, composition and burden.

Welfare reform entails using the system of government cash benefits to help boost the efficiency and
sustainability of the welfare system so that it is financially sustainable and boosts Australia’s productive
capacity (rather than undermines it), while ensuring that benefits promote an equitable distribution of income
for those least fortunate members of society. Welfare reform has attempted to increase the labour force
participation rate using strategies like tightening access and eligibility rules for benefits, along with other
changes like improved access to affordable childcare.

Digital document Key terms glossary (doc-#####)

5.7 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.

1. Especially in the short term, which of the government’s key macroeconomic goals is most likely to suffer
as a result of using aggregate supply policies?
A. Full employment
B. Low inflation
C. More rapid and sustainable rates of economic growth
D. International competitiveness

2. In Australia, aggregate supply policies are justified because:
A. our material living standards have recently been falling relative to those in some countries.
B. Australia’s sustainable rate of economic growth should be higher if severe aggregate supply-side

constraints limiting rises in productive capacity are reduced.
C. Australia’s multifactor productivity level has tended to fall, tending to add to inflationary pressures.
D. all of the above are generally applicable.

3. Examine figure 5.34.
Which of the following would not generally tend to shift
the AS curve from AS1 to AS2 on the diagram?
A. A rise in allocative efficiency
B. Depletion of natural resources and climate change
C. The use of laws that limit competition or create barriers to entry

of new firms in a market
D. A fall in the VCE retention rate and a decline in government

spending on education and training
4. Which statement about aggregate supply policy in Australia is incorrect ?

A. The immigration policy has probably resulted in higher levels of
unemployment among unskilled migrants than among those born in Australia.

B. National infrastructure projects including the NBN have helped to grow productive capacity and cut
production costs.

C. Budget outlays on education and training help to grow Australia’s productive capacity, but only in
the short term.

D. Government research and development grants usually help to grow technical efficiency.Pdf_Folio:74
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5. Which statement about Australia’s recent immigration policy is least correct?
A. It increases the demand for labour.
B. It increases the supply of labour and skills available.
C. It lowers the overall labour force participation rate among those with skills.
D. It may aggravate environmental problems and reduces housing affordability for those born in

Australia.
6. Aggregate supply policies usually slow inflation by:

A. slowing AD and the pressures created by widespread shortages of goods and services and excess
expenditure.

B. reducing imported inflation caused by inefficiency overseas.
C. easing cost pressures on domestic prices through boosting efficiency and competition.
D. reducing society’s inflationary expectations in the short term.

7. Most aggregate supply policies are believed to encourage stronger and more sustainable rates of
economic growth in the long term by:
A. stimulating sales of Australian-made goods and services by making them more competitively priced

in domestic and foreign markets.
B. boosting access to resources through allocating them more effectively and using them to produce

more output with fewer inputs.
C. enabling firms to access cheaper inputs, thereby raising business profitability and productive

capacity.
D. possibly all of the above.

8. Aggregate supply policies designed to grow Australia’s productive capacity by improved efficiency in
resource allocation are unlikely to include the following problems or weaknesses:
A. Some may increase structural unemployment, especially in the short term.
B. Some are limited by financial constraints in the budget.
C. They generally have an adverse impact on the long-term sustainable rate of economic growth.
D. Some are political unpopular among sections of the voting public and/or have long implementation

time lags.
9. Which of the following statements about aggregate supply policy is most correct?

A. Investment in infrastructure affects the levels of both AS and AD.
B. Tax and welfare reforms can affect the levels of both AS and AD.
C. Both (A) and (B) are correct.
D. Neither (A) nor (B) are correct.

10. Which of the following outcomes would hypothetically suggest that the Australian government’s
aggregate supply policies were partly ineffective?
A. The NAIRU continued to increase in the long term.
B. The sustainable rate of economic growth was stronger, without an inflationary breakout.
C. Cost inflation slowed and many goods and services became cheaper.
D. Average real per capita incomes were larger and purchasing power greater.

11. Which of the following is not an important weakness of some of the Australian government’s aggregate
supply policies?
A. Severe short-term inflationary consequences arising out of structural change
B. Rising structural unemployment in the short term in some industries caused by the measures
C. Long time lags in the implementation and impact of policy to boost productive capacity
D. The political constraints for government wanting to remain popular among voters

12. In general, markets are seen as more efficient when:
A. governments subsidise most producers and consumers.
B. there are government restrictions imposed on the way resources are used.
C. inputs rise at a faster rate than output.
D. there is stronger competition between rival sellers.
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13. Which of the following aggregate supply policies is most likely to help promote lower unemployment in
the long term?
A. Cutting government R&D grants and removing tax concessions for firms involved in research
B. Decreasing government spending on VET training and education
C. Increasing government investment spending on infrastructure
D. Increasing the rate of company tax

14. Concerning the effects of immigration policy, which statement is least correct?
A. Immigration has grown the size of Australia’s labour force, allowing for a rise in labour resources

and productive capacity.
B. The level and composition of entrants can be varied according to domestic economic conditions and

the labour market.
C. Immigration has overall increased wages for skilled workers.
D. The emphasis on attracting young workers means they may make an economic contribution and

ease pressure on the budget for some years to come.
15. Comparing aggregate supply policies with aggregate demand policies, which statement is correct?

A. Aggregate supply policies usually seek to lift efficiency, cut costs and expand productive capacity,
while aggregate demand policies are about regulating the growth in expenditure.

B. Aggregate supply policies help affect the long-term capacity or sustainable speed limit for economic
growth, whereas aggregate demand policies affect the extent to which a nation’s productive capacity
is actually utilised.

C. Both (A) and (B) are correct.
D. Neither (A) nor (B) are correct.

16. Which aggregate supply policy solution may affect structural unemployment (currently running at
perhaps 5 per cent of Australia’s labour force)?
A. Expansionary monetary measures
B. Cuts in revenue collected from indirect taxes
C. Government strategies that increase government consumption spending on Australian-made goods

and services
D. Cost-cutting, productivity-promoting measures that increase the competitiveness of Australian firms

17. Which of the following policy measures designed to boost Australia’s potential or sustainable rate of
economic growth is probably least effective, especially in the long term?
A. Continuously expansionary budgetary deficits to stimulate AD
B. Reductions in company, capital gains and personal tax rates, and deregulation of the labour market
C. Immigration policy to increase the skills of the labour force
D. Large infrastructure projects and budget measures to boost national savings to help keep interest

rates down
18. Which of the following would have the greatest negative effect on Australia’s AS line?

A. A slowdown in China
B. A lower level of household optimism
C. The closure of the main Ford, Toyota and Holden manufacturing plants in Australia during 2017
D. Lower interest rates on borrowed credit

19. Which statement about the Australian government’s investment in economic infrastructure is least
correct?
A. It improves incentives and lowers time and other costs for suppliers of goods and services.
B. It reduces bottlenecks that can restrict the growth of businesses.
C. It can strengthen business profitability and competitiveness.
D. It involves spending on health and schools.

20. Which statement about Australia’s recent mixture of aggregate demand and aggregate supply policies is
least correct?
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A. Aggregate supply policies are best when used to lower natural unemployment, whereas aggregate
demand polices are most effective in helping to lower cyclical unemployment.

B. Aggregate supply policies are best when used to cut the size of cyclical unemployment, whereas
aggregate demand polices are more effective in helping to make local producers more competitive
and lower structural unemployment.

C. Aggregate supply policies are best when used to increase Australia’s productive potential and
long-term or sustainable rate of economic growth, whereas aggregate demand polices are effective
in helping to ensure that our productive capacity is not wasted.

D. Aggregate supply policies are best when used to lower cost inflation, whereas aggregate demand
polices are effective in helping to lower inflation caused by excess expenditure.

21. Which statement about Australia’s recent mixture of aggregate demand and aggregate supply policies is
least correct?
A. Infrastructure outlays in the budget include G2 and impact on the level of aggregate demand, as well

as affecting the nation’s productive capacity.
B. Reductions in marginal rates of personal income tax may help increase incentives to participate in

the labour force and grow productive capacity, as well as lift levels of household consumption and
AD.

C. Welfare outlays in the budget can impact on the level of consumption spending, as well as the
participation rate and Australia’s level of productive capacity.

D. A rise in the rate of the GST from 10 to 15 per cent would be likely to affect the level of AS more
than the level of AD.

22. Aggregate supply policies would be less necessary or justified if:
A. capacity utilisation rates in the economy were low.
B. inflation rates were high.
C. the NAIRU was trending upward over the last decade or so.
D. the sustainable rate of economic growth was slowing.

23. Which of the following is not a weakness of aggregate supply policies?
A. Their general inability to increase productive capacity faster than AD
B. A long impact lag
C. A long implementation lag
D. The possibility of adverse voter reactions, especially in an election year

24. Effective aggregate supply policies do not:
A. significantly increase structural unemployment in the long term.
B. ensure that rising spending and wants can be better satisfied through growing the economy’s

productive potential.
C. make local producers more internationally competitive, ultimately strengthening employment

prospects.
D. slow cost inflation.

Digital documents Multiple choice answer grid (doc-#####)

Multiple choice answers (doc-#####)

5.7 Exercise 2: Extended response questions
1. In what important ways do aggregate supply policies differ from aggregate demand policies? (3 marks)
2. Examine how welfare reforms or tax reforms as aggregate supply policies would be likely to affect each

of the following domestic macroeconomic economic goals: (4 marks)
a. the goal of full employment
b. the goal of a strong and sustainable rate of economic growth.Pdf_Folio:77
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3. In his 2017–18 budget speech, the then treasurer, Scott Morrison, stated that ... ‘to support growth, we
choose to invest in building Australia, rail by rail, runway by runway and road by road ... and back
small business even further’. In the 2018–19 budget he mentioned that he is ‘... backing business to
invest and create more jobs’ and he is ‘... busting congestion in our cities’. The 2019–20 budget
mentioned that the plan ‘... strengthens our economy and creates more jobs ...’. Keeping in mind these
quotes, select the two most important aggregate supply budgetary policy measures from the Treasurer’s
2017–18, 2018–19 or 2019–20 budget speeches and explain how each policy measure might help
promote a strong and sustainable rate of economic growth and better living standards. (6 marks)

4. Explain the likely effects of the Australian government’s recent immigration policies, as an example of
an aggregate supply policy, on each of the following: (6 marks)
a. the labour market
b. Australian living standards.

5. Giving examples, discuss the advantages and disadvantages of using government subsidies or
government R&D grants as an aggregate supply budgetary measure designed to help improve efficiency
in the allocation of Australia’s resources. (4 marks)

6. Identify and explain two important advantages and two important disadvantages of using aggregate
supply policies to help lift Australian living standards. (4 marks)

7. How might aggregate supply policies be used to complement aggregate demand policies in helping to
promote better living standards? (6 marks)

8. Distinguish between allocative efficiency and intertemporal efficiency in allocating Australia’s
resources. (3 marks)

9. Select an appropriate aggregate supply measure and explain how it might be used to
slow inflation. (3 marks)

10. Government aggregate supply interventionist policies seek to make supply conditions more favourable
by reducing market failure. Giving an example, explain how these might work to help grow productive
capacity. (2 marks)

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

5.7 Practice school-assessed coursework
A total of two SACs are to be completed for VCE Economics Unit 4. SAC 1 is worth 50 per cent of the
total assessment for Unit 4. It assesses the skills and knowledge associated with Outcome 1 that is largely
covered in topic 5. 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 economics exercises
• structured questions
• an essay
• a report
• problem-solving exercises
• a blog of media commentaries.
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.

5.7 Folio of applied exercises
1. a. What are government aggregate supply policies and what are their main aims or

objectives? (3 marks)
b. During the 2017–18, 2018–19 and 2019–20 budgets, Treasurers referred to the federal government’s

desire to reduce ‘cost of living pressures’ for households.
i. As an aggregate supply policy, explain how increased government investment spending on
national infrastructure projects might ultimately help reduce inflationary pressures. (3 marks)
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ii. Referring to specific examples of projects, how might government infrastructure spending in
recent federal budgets be likely to affect our international competitiveness? (2 marks)

2. Examine figure 5.35 showing recent changes in Australia’s labour force participation rate (LFPR).

FIGURE 5.35 Changes in Australia’s labour force participation rate
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Source: Graph copied directly from Trading Economics, see https://tradingeconomics.com/australia/labor-force-participation-rate.

a. Define the labour force participation rate (LFPE) and then, referring to the above graph, describe the
overall trend in Australia’s LFPR between 2014 and mid 2019. (2 marks)

b. Identify and outline the nature of two important aspects of welfare reform that might help to account
for this overall trend in Australia’s LFPR between mid 2014 and mid 2018. (2 marks)

c. Outline how would you expect welfare reforms as an aggregate supply policy to affect Australia’s:
i. unemployment rate in the short-term
ii. the long-term sustainable rate of economic growth. (2 +2 = 4 marks)

3. Examine figure 5.36 showing recent quarterly changes in the index of Australia’s labour productivity
(base = 100 points).

FIGURE 5.36 Recent trends in Australia’s labour productivity
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a. Explain how you would expect the recent overall trend in labour productivity between mid 2016 and
early 2019 to affect Australia’s international competitiveness. (2 marks)

b. As an aggregate supply policy, explain how the government’s key policies on education and training
might help to strengthen Australia’s international competitiveness. (2 marks)

4. In recent years, the federal government has announced reforms of personal income tax and company tax.
As an aggregate supply policy, explain how the implementation of changes to company tax rates might
help to lower our unemployment rate and improve the non-material living standards of ordinary
Australians. (3 marks)

5. Australia has an ageing population. Explain how this would be likely to affect our potential level of GDP
and incomes. (2 marks)

6. Explain how the federal government’s recent immigration policy is likely to have affected Australia’s
potential rate of economic growth. (3 marks)

7. Discuss how recent immigration policy is likely to affect Australia’s inflation rate. (3 marks)
8. Choose one of the following aspects of aggregate supply budgetary policy:
• welfare reforms
• R&D grants.
As an aggregate supply policy, explain how your selected measure might affect the achievement of one
of the Australian government’s three domestic macroeconomic goals. (4 marks)

9. All economic policies have weaknesses. Identify and explain the main weaknesses of using aggregate
supply policies to help promote the Australian government’s key domestic
macroeconomic goals. (4 marks)

An essay
Select one of the three following questions and write an essay of around 800–1000 words. (20 marks)
1. Discuss how the application of welfare and tax reforms could be used by the government to:

• grow aggregate supply
• lower inflation
• strengthen economic growth
• promote full employment
• improve living standards.

2. Select any one of the following budgetary policies designed to affect the level of aggregate supply:
i government investment in national infrastructure projects
ii government spending on education and training
iii government R&D grants and tax concessions
iv government payment of subsidies.
Explain how this policy might affect aggregate supply. In addition, discuss how the application of this
selected policy is likely to impact on the following government domestic macroeconomic goals:
• low inflation
• strong and sustainable economic growth
• full employment
• living standards.

3. Analyse how you would expect Australia’s recent immigration policy to impact on
• the labour market
• aggregate supply
• the inflation rate
• the sustainable rate of economic growth
• living standards.
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Problem-solving exercises
A possible task for Unit 4, SAC 2 is a problem-solving exercise. The following may provide you with practice for
this type of question.

Atlantis is going under!
Imagine that you have been appointed to the position of head of the economic taskforce set up to advise the
government of Atlantis about various aggregate supply policies. This action was prompted by the fact that
economic conditions had deteriorated seriously over the 10 years to 2020. Table 5.8 summarises the dire
economic problems faced by Atlantis, relative to those a decade earlier.

TABLE 5.8 Economic indicators for Atlantis over the 10 years to 2020

Economic indicators for Atlantis Average annual percentage change

Change in GDP growth rate 1.8

Change in the unemployment rate 7.9

Change in real household consumption per head per year 1.5

Change in population size 2.1

Change in the inflation rate 4.1

Change in labour productivity 0.1

Change in multifactor productivity 1.2

Change in RULCs 3.5

Change in the value of the TWI 5.0

Change in the minimum wage 4.3

Change in the participation rate 1.0

Change in students completing a tertiary course 0.5

Change in the average time taken to travel to work 3

Change in the number of welfare dependants 2.2

1. Using the following headings, briefly outline the economic conditions that had developed in Atlantis over the
10-year period.

i Inflation
ii Unemployment
iii Economic growth
iv Material living standards (2 marks)

2. Using a labelled AD–AS diagram, in general terms explain how aggregate supply policies could potentially
help to correct the economic problems experienced by Atlantis over the last 10 years to 2020. (6 marks)

3. Select two aggregate supply policies and explain how similar policies to those used in Australia might help
to alleviate Atlantis’s economic problems.
i Investment in infrastructure
ii Welfare and tax reforms
iii Spending on education and training
iv R&D grants (6 + 6 = 12 marks)

4. Identify and outline two problems that may arise with the policies you selected (see your answer to part 3), if
they were used to promote domestic macroeconomic goals and living standards. (2 + 2 = 4 marks)
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A blog of media commentaries
Your task is to collect a range of media commentaries about recent aggregate supply policies that have or might
be adopted by the Australian government. These articles might include:

• budgetary polices involving education and training, national infrastructure spending projects, R&D grants
and targeted subsidies that are designed to help grow productive capacity and aggregate supply

• welfare and tax reform measures that seek to grow capacity and aggregate supply
• immigration policies designed to affect the labour market.
Articles could be sourced online or in hard copy from print media. These articles could then be used as the

stimulus for an online blog.
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