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1.1 Overview
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1.1.1 Introduction
Although economics is always in the news
because of its importance and relevance to us
all, like most students starting their studies in
this area, you probably have little or no idea of
exactly what you have let yourself in for! No
doubt you want to know what this subject is
all about and what you will learn. In this topic,
we are going to investigate some of the basic
concepts of economics like scarcity and making
choices, and then drill down a little to try and
get inside the minds of economists to see how
they think about economic issues.

FIGURE 1.1 Economics is a social science that investigates
many issues that affect people’s decision making and general
wellbeing.

Famous Economist: John Maynard Keynes

John Maynard Keynes is one of the most influential economists in
history. Born on 5 June 1883 in Cambridge, England, Keynes developed
ideas that fundamentally changed the economic policies of governments
around the world, and the way we view macroeconomics to this very
day.

Keynes greatly advanced our understanding of how the economy
changes through business cycles, and in the turbulent times of the
Great Depression, he argued that governments needed to stimulate the
economy through increased spending and lower interest rates. Doing
so would increase the overall demand for goods and services produced
in the economy and reverse the downward spiral that had been taking
place.

Keynes developed an economic school of thought that is commonly
referred to as Keynesian economics, and is accepted as a more
appropriate way of managing entire economies than was previously
suggested by neoclassical economic theory. The impact of such
economic theories on the decisions of governments — and in turn on
the day-to-day lives of ordinary people around the world — is profound,
arguably placing economists such as Keynes among the most influential
people of his time.

‘The ideas of economists … Both when they are right and when they are wrong, are more powerful than is
commonly understood. Indeed, the world is ruled by little else …’

Source: John Maynard Keynes, The General Theory of Employment, Interest and Money, 1936.
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1.1.2 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.

Key Knowledge Subtopic

Introductory concepts

the two main branches of economics: microeconomics and macroeconomics 1.2

the two main forms of economic analyses: positive economics and normative
economics

1.2

resources (factors of production such as land, labour and capital) used to satisfy
needs and wants

1.3

the basic economic problem of relative scarcity and the need for economic decision
making

1.3

the concept and applications of opportunity cost 1.4

the production possibility model to illustrate the concepts of scarcity, choice,
opportunity cost, efficiency and under-utilisation of resources

1.4

the need for trade-offs and cost–benefit analysis and their relationship to opportunity
cost

1.4

the three basic economic questions: what and how much to produce, how to
produce, and for whom to produce

1.5

how different economic systems, including market economies, planned economies,
mixed economies and traditional economic systems, may answer the three key
economic questions

1.5

the three sector, four-flow model of the economy, including consumers/households,
producers/businesses and government

1.5

the purpose of economic activity and the effect on material and non-material living
standards

1.5

The economics agents

economic agents and the concept of the public and private sectors of the economy 1.6

the traditional economic viewpoint of consumer behaviour: self-interest, maximisation
of utility, rationality, informed decision making and marginal benefits from
consumption

1.6

the ways consumers and workers might respond to incentives and disincentives,
including taxes and tax rebates, subsidies and regulations

1.6

the traditional economic viewpoint of business in the economy: profit maximisation 1.7

the ways businesses might respond to incentives and disincentives, including taxes
and tax rebates, subsidies and regulations

1.7

the traditional economic viewpoint of the government in the economy: maximisation
of living standards

1.8

the role of government in economic stabilisation, improving efficiency in resource
allocation and redistribution of income to improve living standards

1.8
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Key skills
These are the skills you need to demonstrate.

Key Skills

define key economic concepts and terms and use them appropriately

apply economic theory to make economic predictions and create responses that communicate
economic meaning

gather, synthesise and use economic data and information from a wide range of sources to analyse
economic issues and assess the effect of economic decisions on relevant economic agents

construct, interpret and apply economic models to analyse the consequences of economic decisions

identify the trade-offs and discuss the costs and benefits associated with a range of economic
decisions by drawing conclusions based on economic criteria

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

Resourceseses
Resources

Digital document Key terms glossary (doc-37945)
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1.2 What is economics?

KEY KNOWLEDGE

• the two main branches of economics: microeconomics and macroeconomics
• the two main forms of economic analyses: positive economics and normative economics

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

1.2.1 Definition of economics
‘Economics is what economists do.’ Some people may think that economics is all about money. While it can
involve this, it is not always the case. So, let’s start with a basic definition.

Economics is a study of human behaviour. It involves looking at the ways individuals, families, businesses, and
governments make decisions or choices about how to use their limited resources to best satisfy their needs and
unlimited wants, and in the process improve their wellbeing or living standards.

Indeed, every day we make all sorts of decisions involving choices between alternative uses of our limited
resources including time, skills and energy. For instance:

• Should you and your friends go to a Taylor Swift concert (or
some other music icon), or just stay at home?

• Should you continue your education, or get a job?
• Should you have a girlfriend or boyfriend, or just concentrate

on your VCE?
• Is it better for you to take risks and invest in shares, or leave

your savings safely in the bank?
• Should businesses produce mobile phones, hamburgers, jeans,

uranium, or wool?
• Should a firm advertise its products in newspapers, or use

social media?
• Is it better for a government to build new childcare centres, or

put more resources into sport, roads, or national defence?
• Does Australia benefit from free trade with other countries

thereby encouraging competition from imports, or should we
seek to be more self-sufficient in our production of goods and
services and protect local industry?

• Should mining be allowed on the Great Barrier Reef or on
sacred Aboriginal sites, or should we value our cultural and
natural environment more highly?

Economics is a study of human
behaviour. It involves looking
at the way individuals, families,
businesses and governments
make decisions or choices about
how to use their limited resources
in ways that best help to satisfy
their basic needs and unlimited
wants. In making these sorts of
decisions, economics also studies
issues related to the production,
consumption and distribution of
goods and services.

Economy or economic system
helps to organise the production
and distribution of goods,
services and incomes.

In making these sorts of choices or decisions, economics also studies issues
related to the production, consumption and distribution of goods, services, and
incomes. Essentially, in Australia’s economy or economic system, goods and
services are produced or made using the limited resources that we have available.
These resources are sold for money or income that is then used to buy or consume
those goods and services that best help to help satisfy our wants and improve our
wellbeing, both now and into the future.

Economics is such a broad study with many interesting fields and specialist
areas like environmental economics, financial economics, the economics of
international trade, economic history, the economics of health, education, welfare
or population, economic history, public economics, and economic development in
low-income countries.
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1.2.2 The two main branches of economics
Economic issues are usually examined at two different levels — through the study of microeconomics and the
study of macroeconomics (see Figure 1.2).

FIGURE 1.2 Microeconomics and macroeconomics are the two main branches involved in the study of
economics.

The two main branches of economics

Microeconomics Macroeconomics

•  the operations of a particular firm
•  the nature of a single industry
•  the output, employment and prices
    in an individual market.

•  the total value of national spending
•  the total value of national production
•  the national level of unemployment
•  the nation’s inflation rate.

Microeconomics Microeconomics often looks at
the factors that influence the small
bits, units or various parts making
up the overall Australian economy
including the decisions made by
individual consumers or single firms
in a particular market or industry.

Macroeconomics looks at the
bigger picture and is concerned
with levels of national spending,
national production (measured by
gross domestic product or GDP)
and national incomes, as well as the
country’s overall unemployment and
inflation rates.

Gross domestic product (GDP)
is the most common measure of
the level of economic activity and
represents the total value of finished
goods and services produced by a
country normally over three months
or a year.

Microeconomics often looks at the factors that influence the small bits, units or
various parts making up the overall Australian economy including the decisions made
by individual consumers or single firms. For instance, it may concern the things that
affect the operations, production costs, prices or profitability of:

• a particular firm (e.g. Woolworths, National Australia Bank, BHP and Myers)
• an industry (e.g. the childcare, fashion, beef, egg and woodchip industries)
• a single market (e.g. oil, barley, uranium, property, labour and wool).

Macroeconomics
Macroeconomics takes a wider ‘bird’s-eye’ look at the whole economy and the
larger flows affecting overall economic conditions in the country: booms, when the
economy is growing too fast, or recessions, when there is a downturn in the economy.
Macroeconomics therefore looks at the bigger picture and is concerned with levels
of national spending, national production (measured by gross domestic product
or GDP) and national incomes, as well as the country’s overall unemployment and
inflation rates.

8 Jacaranda Key Concepts in VCE Economics Units 1 & 2 Twelfth Edition
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1.2.3 The two main forms of economic analysis
In addition to the split between microeconomics and macroeconomics, there is also a division between positive
economics and normative economics (see Figure 1.3).

FIGURE 1.3 Positive and normative economics are two branches of economics.

Economic analysis

Positive economic analysis Normative economic analysis

Facts, facts and only facts! To be or not to be

•  Free of personal opinion

•  Based on fact, hard evidence and what

    is the case

•  Can be proved or disproved

•  Connects cause and effects

•  Descriptive

•  Objective

•  Not based on tested fact
•  Based on personal opinion

•  Based on value judgements

•  About the way things should be
•  Cannot be proved or disproved

•  Prescriptive

•  Subjective

Positive economic analysis
Most commonly, economics uses positive economic analysis of issues or questions that can be either proved
or disproved beyond doubt. Positive economics analyses issues where the investigation is largely based on
verifiable facts about the way the world is, and that can be tested. It is free of personal values, feelings or
opinions. In other words, positive economic analysis often involves basic statements such as, ‘If A occurs, then
B is the result’. For instance, ‘If iPhones become more expensive, then the demand for them will decrease’, or
‘If tax rates rise, individuals will usually spend less’.

Normative economic analysis
However, in economics it is sometimes difficult to just stick to positive economic analysis. Sometimes, personal,
value-based statements are also made about the way the world should be. Therefore, normative economics
involves statements about what should be done, based on personal opinion, likes and dislikes. For instance,
to say that the Australian government ‘should increase its spending on defence by cutting outlays on welfare
benefits’ is a statement of personal beliefs, so this represents normative economics. Being values-based does
not necessarily make normative economics inferior to positive economics, as long as the reader is clear which
approach is being used.

Combining positive and normative economic analyses

Positive economics is based
on hard evidence about what is
actually the case. In other words,
positive economic analysis often
involves basic statements of fact
such as, ‘If A occurs, then B is the
result’. No values are involved.

Normative economics involves
statements about what should be
done, based on personal opinion,
values, likes and dislikes.

Although textbooks like this one contain mostly positive economics, the
distinction can become a bit fuzzy, particularly when it comes to recommending
the best government policy for dealing with a particular problem. For instance,
imagine there are two economists examining the question, ‘Would cutting
government unemployment benefits or tightening access to cash welfare payments
cause a fall in the number of people who are unemployed?’ Using positive
analysis, both may come to the same factual or objective conclusion. Even so,
they may still disagree about how government welfare policy should be changed
to make the welfare system more effective in reducing unemployment and making
it more financially sustainable for the future, because they have each taken a
different normative approach involving different economic, social or political

TOPIC 1 Thinking like an economist 9
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values. It has even been said that ‘if you put all the economists of the world end to end, they would not reach a
conclusion’ — perhaps a lighthearted reference to normative economic analysis!

Resourceseses
Resources

Video eLesson Microeconomics versus macroeconomics (eles-3499)

Weblinks What is economics?

Microeconomics vs macroeconomics

1.2 Activities
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1.2 Quick quiz 1.2 Exercise

1.2 Exercise

1. Define what is meant by the study of economics. Give two original examples of what this study
might involve. (2 marks)

2. Macroeconomics and microeconomics
a. Explain the main differences between macroeconomics and microeconomics.
b. Classify each of the following issues as likely to be primarily macroeconomic or microeconomic in their

nature. Be prepared to justify your answer.

Economic issue

Is the issue primarily
a macroeconomic or
microeconomic issue? Why?

i. The pricing of iTunes

ii. Trends in Australia’s unemployment rate

iii. The drought and debt crisis among farmers in Victoria’s
north-west

iv. The closing down of a timber mill in Victoria’s Otway forest

v. The building of a new business making and selling
surfboards and clothing in Torquay on Victoria’s Surf Coast

vi. A general fall in the rate of interest charged on loans made
to individuals and businesses in Australia

vii. A cut by the federal treasurer to the top rate of personal
income tax from 45 per cent to 40 per cent, and the rate of
company tax for large firms from 30 per cent to 20 per cent

viii. The declining profitability and closure of Australia’s car
industry

10 Jacaranda Key Concepts in VCE Economics Units 1 & 2 Twelfth Edition
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3. Positive economics and normative economics
a. Distinguish positive economics from normative economics. (2 marks)
b. Classify the following economic statements as to whether they are positive or normative.

Be prepared to justify your answer. (4 marks)

Statement
Is this statement a positive or
normative statement? Why?

i. Multinational companies operating in Australia should pay
more tax.

ii. If Australia’s annual inflation rate rose to 3.5 per cent, this
would reduce the purchasing power of some individuals.

iii. Research shows that paying young people a lower wage than
that for adults helps to reduce youth unemployment rates.

iv. Income inequality in Australia is too high and should
be reduced.

Solutions and sample responses are available online.

1.3 The basic economic problem of relative scarcity

KEY KNOWLEDGE

• resources (factors of production such as land, labour and capital) used to satisfy needs and wants
• the basic economic problem of relative scarcity and the need for economic decision making

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

1.3.1 Overview of relative scarcity
In total, we humans have many wants ranging from love and friendships, to social status and of course all those
material things that make life more pleasant and exciting. Overall, we say that our material wants are unlimited
or infinite. Additionally, to survive we have certain needs — we must have a certain quantity of essential food,
shelter, healthcare and clothing. It should also be pointed out that our list of needs can change over time. Today,
it is likely that some goods that were once seen as luxuries by your parents and grandparents, have now become
a necessity for you.

Wants are goods and services we
would like to have that make life
more enjoyable. However, they
are not essential for survival.

Needs are goods and services
essential for life (e.g. basic food,
shelter and clothing).

In order to satisfy all these material needs and especially wants, society would
have to be able to make infinite quantities of goods and services. Regrettably, this
is simply not possible. We lack sufficient resources or productive inputs needed
to allow us to produce this massive level of output. As shown in Figure 1.4, this
imbalance between unlimited wants on the one hand and limited resources on the
other is called the basic economic problem of relative scarcity. Because resources
are relatively scarce, we can’t have all the things we would like. This means that
we are forced to make choices about which wants will be satisfied (and which will not).

TOPIC 1 Thinking like an economist 11
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FIGURE 1.4 The basic economic problem of relative scarcity arises because people’s unlimited wants exceed the
limited resources available from which to produce goods and services. This means that only some wants can be
satisfied and people must choose which wants to satisfy first.

Limited resources

Unlimited wants

Relative prices

Relative scarcity

The

problem of

1.3.2 People have unlimited wants
There are several reasons why we say that individuals, businesses and governments overall have unlimited
wants:

• As one want is satisfied, another appears (e.g. the latest model mobile phone or your next meal).
• The more material things people have, the more they want and expect as a result of advertising, fashions

and the spread of materialism.
• The world’s population is growing quickly, multiplying the total number of wants.
• Planned obsolescence by manufacturers ensures that things date, wear out quickly and cannot be repaired.

They need to be replaced with new items.
• Some people try to keep up materially with their friends by owning the latest things.

Planned obsolescence is a
strategy used by some firms to
try to boost sales and profits by
deliberately making products that
quickly become outdated or wear
out, requiring replacement.

Resources are productive inputs
including natural, labour and capital
resources (also called factors of
production) that are used by firms to
make or supply goods and services.

When individuals try to actually satisfy their wants through spending or using income
to buy goods and services, they create a demand. In turn, this also creates a derived
demand for the resources needed to make these things.

1.3.3 Our productive resources are limited
Resources (also called factors of production) are the inputs used by
businesses to produce or supply the goods or services that we need and
want. There are three main types of productive resource available in an
economy — natural resources, labour resources (including entrepreneurship) and
resources that involve capital equipment (see Figure 1.5).

12 Jacaranda Key Concepts in VCE Economics Units 1 & 2 Twelfth Edition
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FIGURE 1.5 The three main types of productive resource available in an economy

Natural resources

•  Are used in the
    production of many
    types of goods and
    services

•  Examples include
    rainfall and climatic
    conditions, mineral
    deposits and forests

Labour resources

•  Are needed to produce
    particular goods and
    services

•  Examples include the
    skills and knowledge of
    doctors, builders and
    businesspeople

Capital resources

•  Are used in the production
    of many goods and
    services

•  Examples include the
    electricity grid system,
    commercial buildings,
    highways, schools, 
    machinery, dams and ports

Types of productive resources

Natural resources are the
productive inputs that occur in
nature — for example, climate,
land, minerals, forests, oceans
and rivers.

Labour resources are used
in production and involve the
various intellectual talents, as well
as the physical power, provided
by the labour force.

Capital resources (or capital
equipment) involve manufactured
or producer goods. This includes
the physical plant and machinery
(that may incorporate new
technology) used by a firm to
help make other finished goods
and services.

Relative scarcity is the basic
economic problem where the
resources available for production
are limited, relative to society’s
unlimited wants. Because
resources are limited, society
must make choices between
alternative uses or types of
production.

1. Natural resources are the productive inputs that occur in nature (e.g. soils
for agriculture, mineral deposits, forests, native animals, oceans, climate,
rivers, clean air and the environment).

2. Labour resources are the intellectual skills, knowledge and manual effort
that people provide as members of the nation’s labour force (e.g. those of a
doctor, mechanic, retail attendant and banker).

3. Capital resources (or capital equipment) involve manufactured or producer
goods. Here, capital is seen as the stock of past production that is used to
aid current and future production. This includes the physical plant and
machinery (that may incorporate new technology) used by a firm to help
make other finished goods and services. Examples of capital resources
include tractors, factories and commercial buildings, industrial robots,
highways, wind turbines, schools, dams and ports. Investment in capital
equipment (i.e. ‘physical’ capital as opposed to ‘money’ capital) is very
important because it helps to increase the productivity or efficiency of labour
and natural resources.

1.3.4 The basic economic problem — relative
scarcity
Relative scarcity is called the basic economic problem. It is the starting point in
economics. It arises because the volume (i.e. quantity) and/or efficiency
(i.e. quality) of resources available for production is finite or limited, relative to the
level of people’s needs and especially their wants — which are virtually unlimited.
In other words, people demand more goods and services than firms or businesses can supply or
produce from the limited resources available. By contrast, if the supply of resources
was infinite, all our wants could be satisfied, and goods and services would
presumably be available free of charge.

Put another way, the existence of differences between the prices paid for particular goods or services reflects
their relative scarcity:

• A relatively high price indicates that the item is fairly scarce (e.g. diamonds, water in the desert).
• A low price means the item is relatively abundant (e.g. bananas following the main harvest).
• Things that are not at all scarce are usually free or have a zero price (e.g. air).

TOPIC 1 Thinking like an economist 13
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FIGURE 1.6 (Left) Natural resources, such as rainfall and climatic conditions that affect water levels in dams, are
used in the production of many types of goods such as crops as well as services. (Right) Capital resources like
our electricity grid system are also used in the production of many goods and services.

Scarcity (also called relative
scarcity) is the basic economic
problem where the resources
available for production are
limited, relative to society’s
unlimited wants. Not all our
wants can be satisfied. This
forces society to make economic
choices or decisions involving the
three basic economic questions
of what, how and for whom to
produce.

Because of the problem of scarcity, individuals and nations cannot possibly have
all the material things they desire. They are forced to make choices or decisions
as to which needs and wants to satisfy first. This limits a society’s material
living standards. However, those nations that have access to more resources
and/or use those resources more efficiently can enjoy relatively better levels of
material wellbeing (i.e. economic living standards), because they can produce and
consume a greater quantity of goods and services and satisfy more wants. They
can usually avoid starvation and disease, anticipate a longer life expectancy, and
enjoy better levels of nutrition, healthcare, education, transport and housing.

Resourceseses
Resources

Weblinks Scarcity

Economic scarcity and the function of choice
Scarcity, Exchange, and Markets — EconMovies #1: Star Wars
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1.3 Quick quiz 1.3 Exercise

1.3 Exercise

1. Needs and wants
a. Distinguish between something that you need and something that you want. (2 marks)
b. Giving examples, explain why we say that wants are unlimited. (2 marks)
c. Classify the following as to whether you think it generally represents a need or a want.

Be prepared to justify your answer. (6 marks)

Purchases Is this purchase likely to be a need or a want? Why?

i. A Queensland holiday

ii. A grand final ticket

iii. A glass of water

iv. Bus transport to work

v. One pair of shoes

vi. A university education

vii. One meal a day

viii. Makeup and cosmetics

ix. Access to a doctor

x. A new mobile phone

xi. Electricity

xii. A new iPhone

2. Resources
a. Define the meaning of the term resources as used in economics. (1 mark)
b. Giving at least two examples, define each of the following types of resources:

i. natural resources
ii. labour resources
iii. capital resources.

c. Explain why we say that Australia’s productive resources are limited. (2 marks)
d. Giving examples, explain the concept of capital resources. Suggest reasons why capital

resources are so important for an economy. (2 marks)
e. Classify each of the following resources as labour, capital or natural resources, briefly justifying

your answer. (10 marks)

Resource
Labour, capital or natural
resource? Why?

i. A new childcare centre constructed in your neighbourhood

ii. An expanded CityLink freeway system

iii. The Geelong football team

iv. Buildings at the Docklands complex

v. The sun and climate

vi. Artesian water (high-quality water used for drinking or
irrigation) in central Australia

vii. The twelve years or so you spent gaining an education

viii. The purchase by a business of robots and an advanced
computer system

ix. Australia’s Prime Minister

x. A dam constructed on a farmer's land
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f. i. Describe one type of natural resource that you believe is most needed to improve Australia’s
capacity or potential to produce more goods and services, justifying your response. (2 marks)

ii. Describe one type of natural resource that is most needed to improve the productive capacity
of a country like India, justifying your response. (2 marks)

3. The basic economic problem
a. Describe the basic economic problem that is faced by both individuals and countries. (2 marks)
b. A long-lost wealthy aunt generously left you $3 million in her will. Giving reasons, explain whether you

would still face the problem of scarcity. (2 marks)
c. Explain why fresh air is normally a free good, while electricity is relatively expensive. (2 marks)

Solution and sample responses are available online.

1.4 Making economic decisions

KEY KNOWLEDGE

• the concept and applications of opportunity cost
• the production possibility model to illustrate the concepts of scarcity, choice, opportunity cost, efficiency and

under-utilisation of resources
• the need for trade-offs and cost–benefit analysis and their relationship to opportunity cost

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

We have seen that, given the basic economic problem of relative scarcity, there are limits on the quantity of
goods and services that a country can produce. Our potential level of national output (or GDP) is held down.
Not all of our wants can be satisfied using the resources currently available. As a result, we are forced to make
economic choices or decisions between the production and consumption of one particular good or service to
satisfy one want, and the production and consumption of another to meet an alternate want.

1.4.1 The concept of opportunity cost and its applications

Opportunity cost relates to the
value of production or consumption
forgone (i.e. given up) in one area,
when resources are allocated or
diverted to their next best alternative
use.

Opportunity cost arises whenever choices or decisions are made between alternative uses of resources.
Opportunity cost relates to the value of production or consumption forgone (i.e. given up) in one area when
resources are allocated or diverted to their next best alternative use. It is the value of the benefits you give up
when you choose one thing over another. The concept of opportunity cost or trade-off can be applied in every
decision made by individuals, firms and governments. The particular choices made will reflect our values and
priorities.

Opportunity costs for individuals
Individuals have limited resources and face opportunity costs when they make decisions. For example:

• If you choose to devote your time, energy and money to go surfing or to buy an ice-cream, you cannot then
use those same resources to have a holiday or go to the cinema.

• Deciding to do Economics as a subject may mean forgoing the thrills of studying Chemistry.
• Watching a movie on YouTube may mean staying up later to complete your homework, or even getting

lower grades.
• Suppose that a hamburger costs twice as much as fries. Here you may choose

the fries and forgo the burger because it does not produce twice the pleasure,
utility or satisfaction.

• If you were to regularly gorge on luscious chocolate lamingtons filled with jam
and cream, the long-term opportunity cost of this moment of pleasure
may be your health.
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Opportunity costs for businesses
Firms also have limited natural, labour and capital resources available for use and so they too need to make
economic decisions and deal with opportunity costs.

• A business that chooses to produce icy poles may forgo production and profits from the sale of ice-cream.
• A farmer that uses more land and other resources to grow barley may need to reduce the production of

wheat or beef.
• A manufacturer that puts extra resources into the purchase of expensive new equipment designed to reduce

carbon dioxide emissions and pollution may need to accept lower profits in the short-term.
• An international company that produces cars in Australia less efficiently than in another country may

be sacrificing profits and higher returns for shareholders, as well as its future financial sustainability, by
continuing to operate its business here.

Opportunity costs for governments and nations
Governments face opportunity costs when they make decisions because their resources are also limited. For
instance:

• You might think that governments do not face opportunity costs for increasing spending on defence or
welfare because they can simply obtain the necessary money from rises in taxes or by borrowing credit.
However, clearly this is not the case since higher taxes mean that the opportunity cost has been passed to
firms or individuals that pay taxes, and who are then forced to give up their purchase of something else that
can no longer be afforded. Alternatively, if the government has borrowed the necessary money to pay for
the provision of these services, the cost may be passed on to future generations who then have to pay higher
tax and suffer lower material living standards.

• Opportunity costs would exist in cases where a government decides to protect inefficient local industry
from foreign competition by placing taxes (tariffs) on imported items to make them more expensive and the
local good relatively more attractive. By encouraging more resources to be used inefficiently, these same
resources cannot be employed more efficiently to produce something else. The likely opportunity cost is
that the nation’s output and living standards will be lower than otherwise because, potentially, production
has been forgone. Because of this, governments have tended to reduce tariff protection of inefficient local
producers.

• If the government tries to grow the size of the economy so we produce more goods and services with little
regard to the environmental impact, the trade-off is likely to be accelerated climate change and even more
severe weather events. As a result of this decision, future generations in particular will pay a high economic
and ecological cost that will lower their living standards.

1.4.2 The production possibility diagram and its applications

Productive capacity represents
the physical limits on the value
of a nation’s output of goods
and services. Its level reflects the
quantity and quality of resources
available. It is represented by the
PPF on a PPD.

Production possibility diagram
(PPD) is used to illustrate the
many production combinations
for a country that is able to
produce just two products and
where all resources are used most
efficiently. These combinations
are illustrated as points located
on a production possibility
frontier. It can also illustrate the
concept of
opportunity cost.

Economists love using models and diagrams to help illustrate and simplify
concepts. One such model is the production possibility diagram that, among
other things, can be used to illustrate ideas such as scarcity, choice in production,
opportunity costs, efficiency in the use of resources, a nation’s productive
capacity, unemployment of resources, inflation and living standards.

Let’s start our analysis of the production possibility diagram (PPD), illustrated
in Figure 1.7, by imagining that this hypothetical country could produce only
two things with the natural, labour and capital resources at its disposal: goods or
services. It could produce goods (shown on the vertical axis) or it could produce
services (shown on the horizontal axis), or combinations of the two.
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FIGURE 1.7 The production possibility diagram for a nation — illustrating a nation’s limits to production or
productive capacity, along with the opportunity costs associated with making economic choices or decisions.
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Now let’s take a closer look at some other interesting features and applications of the PPD shown here in
Figure 1.7.

The PPD illustrates a nation’s productive capacity

Production possibility frontier
(PPF) shows a nation’s productive
capacity or physical limits to
production when all resources that
are available are used to maximum
efficiency.

The production possibility frontier (PPF) or line in Figure 1.7 traces out the productive capacity or physical
limits of a nation’s total production or quantity of goods and services that could be supplied. The PPF also shows
the country’s potential output combinations of goods and/or services. It marks the boundary between achievable
and unachievable combinations of production. The level of productive capacity or size of this nation’s PPF
depends on two things.

• The quantity or volume of resources available affects our productive capacity. For example, the size of the
PPF could grow if there was an increase in the volume of resources, perhaps as a result of new discoveries
of mineral resources, population growth due to immigration, or the purchase of more capital resources or
equipment.

• The level of technical efficiency affects our productive capacity and the size
of the country’s PPF. Efficiency (i.e. the output gained from a unit of input or
resource) might increase over time as a result of businesses applying new
technology like robots on an assembly line, or workers increasing their productivity
(efficiency or output per worker per hour), skills or training.
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Referring to the production possibility diagram and the PPF shown in Figure 1.7:
• Point A on the frontier shows where the potential or maximum real level of goods that could be produced,

occurs on the PPF. Here, the production of goods is limited to a maximum of 15 million units per year
(provided that no services were produced).

• Point E on the frontier shows that the maximum possible production of services is only 10 million units per
year (provided that no goods were produced).

• Between these two extremes there are many other production possibilities, including points B, C and D,
involving various output combinations of goods and services.

Remember that all points making up the PPF represent a technically efficient and full use of resources, where
potential production and employment are at their maximum.

The PPD can illustrate opportunity cost
Any choice or production combination (e.g. A, B, C, D and E) that is located along the PPF involves an
opportunity cost. That is, output of one type of production (e.g. services) must be sacrificed or given up in order
to gain extra resources to lift production in another area (e.g. goods). For example, what is the opportunity cost
of a decision by the country to produce at point A? Here, in order to have the maximum of 15 million units
worth of goods produced each year, there is the loss of all 10 million units worth of services. Alternatively, a
choice made by the country to operate at point E, and to lift the production of services from 0 to 10 million units
per year, involves cutting the output of goods from 15 million to 0 units per year. This means that there is an
opportunity cost of 15 million units of goods.

The PPD illustrates maximum efficiency in the use of resources
The PPF illustrated in Figure 1.7 shows five different production combinations of goods and services (i.e.
possibilities A, B, C, D and E). Each point reflects the highest level of technical or productive efficiency.
In other words, for each possibility the output gained from using the input of resources available is at its
absolute maximum. In addition, this means that potentially any of these five combinations represent allocative
efficiency— meaning that the overall satisfaction of society’s wants could be maximised, ensuring optimal
wellbeing or living standards. No one option is necessarily better than any other. In the end, choosing the best
combination or product mix largely comes down to the personal values of those making key economic decisions
in an economy — based mostly on normative rather than positive economic judgements. For example, point B
may be the best option for one country, but another may go for point E to maximise the satisfaction of society’s
wants and wellbeing.

The PPD can illustrate unemployment and the underutilisation of resources
Unemployment exists when those who want a job can’t find work. Looking at Figure 1.8, any point inside the
PPF (e.g. at point U), output levels are below the economy’s potential capacity or maximum level of production.
Low production such as this implies that some resources are not being fully utilised. Put another way, there is
unemployment of workers and idle or unused capacity exists in factories, farms and other businesses. Here, we
would expect people’s incomes and material living standards to fall, and poverty levels may rise.

The PPD can illustrate unachievable output combinations
By contrast to the zone of unemployment located inside the PPF, Figure 1.9 shows that any point outside
the PPF (e.g. at point) is currently beyond the economy’s productive capacity because there are insufficient
resources to enable such high levels of output. Any attempt to operate at this level of national production would
be likely to cause inflation (where the prices of most goods and services are rising), undermining the purchasing
power of wages. This is because there would be general shortages of resources where the demand for goods
outstrips their potential supply.
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FIGURE 1.8 Using the production possibility diagram to show unemployment in an economy.
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Production possibility frontier

Figure 1.9 Using the production possibility diagram to show currently unattainable levels of production in an
economy due to the limited resources available.
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The PPD can illustrate the growth of an economy
Economic growth occurs when the total volume of goods and services produced by a nation rises between one
year and the next. For a country already on its PPF, this can happen if the quantity (volume) or efficiency (quality
or productivity reflecting output per unit of input) of resources available to a country increases and there is a
rise in technical or productive efficiency. This could occur if there were new discoveries of minerals, better
technology, improved worker efficiency, higher levels of foreign investment, immigration of skilled workers,
better education or increases in people’s skills. Such developments cause a rise in the country’s productive
capacity so that the PPF (potential GDP level) grows in size and shifts outwards (perhaps parallel to the original
frontier), creating a brand new frontier. This is shown in Figure 1.10 by the shift from PPF 1 to PPF 2. If this
occurs, production levels previously unattainable may now become attainable.

FIGURE 1.10 Using the production possibility diagram to show the effect of increasing the volume or efficiency of
resources available on the economy’s capacity and potential level of national output.
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PPF 1 represents a country’s original productive

capacity before the increase in the volume and

efficiency of resources available.

PPF 2 shows the growth of a country’s productive

capacity from the original level at PPF 1, perhaps

due to a rise in the volume or technical efficiency

of the nation’s resources available.
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The PPD can help us understand factors affecting living standards
Living standards is a concept used to describe how well-off people are overall. These are affected by both
material wellbeing and non-material aspects.

• Material living standards are dictated by our income and the quantity of goods and services we can
purchase or consume each year.

• Non-material living standards relate to the quality of daily life and are not directly concerned with
how much money people might have. Here, we often think of quality aspects like happiness, low crime
rates, long life expectancy, religious and political freedom, peace, a healthy environment, the absence of
pollution, involvement in community, and so on.

Returning to the PPD shown in Figure 1.10, if the size of the PPF grows at a faster rate than the nation’s
population, the amount of goods and services produced and income per person should both rise. On average,
we should each be able to consume more goods and services. Theoretically, this is likely to make people better
off materially and raise their economic living standards. However, it is also possible that growing the PPF in this
way may involve a trade-off or cost in terms of reduced non-material living standards, potentially as a result of
increased carbon pollution of the atmosphere, increased incidence of severe weather events, rising sea levels,
poisoning of the soils, rivers and oceans, waste disposal problems, reduced leisure time due to increased work,
and the depletion or overuse of non-renewable resources like oil and minerals, leaving less for
future generations.

1.4.3 Trade-offs and cost-benefit analysis, and their relationship to
opportunity cost

Living standards is a concept used
to describe how well-off people
are generally. These are affected
by both material wellbeing and
non-material aspects. Material
living standards are dictated by
our income level and the quantity
of goods and services we can
purchase or consume each year,
while non-material living standards
relate to the quality of daily life such
as happiness, life expectancy,
mental and physical health,
crime rates, religious and political
freedom, and the environment.

Trade-off exists when to gain
benefits, other things may have to
be given up or sacrificed, resulting
in compromise. While there can
be differences, in some ways the
concept is like an opportunity
cost, when to achieve one goal
or outcome, another suffers.

Cost–benefit analysis is a matter
of adding up the anticipated
value of all the direct and indirect
costs of a particular decision (e.g.
resource and monetary costs, time,
opportunity costs) in both the short-
term and long-term, and comparing
these against the total value of the
anticipated benefits. It is used by
individuals, firms and governments
to help guide decisions.

Trade-offs occur whenever individuals, businesses or governments make choices
between different ways that scarce resources might be used. While some benefit
and satisfaction will be gained from a given decision, other things may have to be
foregone or given up; there is a cost. In some ways, this concept is a bit like the idea
of opportunity cost, but it is a bit broader. Opportunity cost is narrow because it
only considers giving up the one next best alternative use of our scarce resources.
However, trade-offs can involve sacrificing several alternatives.

As economists, we might think of the following examples of trade-offs:
• the trade-off between earning more money, or having less stress and more time to

spend with family and friends
• the trade-off between promoting faster economic growth and better living

standards for the current population, as opposed to the wellbeing of future
generations

• the trade-off between having higher wages and material living standards, versus
being more internationally competitive

• the trade-off between saving your money for future use, against spending it to
satisfy your immediate wants

• the trade-off between the generosity of government welfare support, as opposed
to encouraging greater efficiency in our use of labour resources to ensure that
government finances remain strong and taxes don’t have to rise.

In attempting to fully understand and take trade-offs into account, economic agents or
decision makers (e.g. individuals, businesses, governments) often use
cost–benefit analysis. This helps them make better decisions that maximise efficiency,
satisfaction and wellbeing. So what does this process involve?

• A cost–benefit analysis often starts by researching and consulting with
specialists in a variety of fields.

• Next, as shown in Figure 1.11, all the expected direct and indirect costs (e.g. in
terms of time, resources, monetary and opportunity costs, direct and
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indirect) measured over a certain time period are listed and their total value added up. The same is done for
all the anticipated benefits.

• As a final step, sometimes a benefit to cost ratio is calculated by simply dividing the total value of benefits
by the total value of costs. Where the answer is a number that is greater than 1.0, there is a net benefit.
However, a number less than 1.0 means there is a net cost; that is, the decision is not a good one.

FIGURE 1.11 Cost–benefit analysis
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Having said this, conducting a cost–benefit analysis for big projects, can take significant time and money.
In addition, some of the expected costs and benefits are extremely hard to value. For instance, what money
value might be placed on the loss of a plant or animal specie if a road construction project goes ahead? What
is the price for the loss of an area of natural beauty, an historical building or an Indigenous site of culturally
significance? What about the cost of pollution for current and future generations if another coal mining project is
allowed to go ahead (or the benefit if it does not)?

Despite the challenges, nowadays, this type of analysis is commonplace and provides an improved basis for
making decisions, maximising the satisfaction of wants, and promoting better living standards. For instance:

• you might use this approach when making a decision about taking a gap year overseas after the end of VCE
• a business would find it useful when choosing between expanding its local plant as opposed to moving

offshore to another country
• the government could use it when making a decision about a new freeway, the upgrade of the Melbourne–

Brisbane rail link, or the expansion of the Snowy Mountains hydro-electric scheme to sustainably boost our
power supply.

Resourceseses
Resources

Video eLesson Budget constraints (eles-3501)
Trade-offs (eles-3502)

Interactivity Production possibility diagram (int-7878)

Weblinks Individual PPC

Production possibilities curve
PPC and resource changes
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1.4 Activities
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1.4 Quick quiz 1.4 Exercise

1.4 Exercise

1. Outline how economists diagrammatically illustrate the concept of choice in economic decision
making, using a production possibility diagram. (2 marks)

2. Explain what the production possibility frontier (PPF) represents, outlining the two general factors
that dictate the size of a nation’s PPF or productive capacity. (3 marks)

3. Identify and outline the important factors or developments that could cause the size of a country’s
PPF to grow over a number of years and shift outwards on the diagram. (2 marks)

4. Define the term opportunity cost. For each of the following economic groups or agents, provide an original
example of how this may apply to decisions made by:
a. the government
b. a business
c. yourself. (4 marks)

5. Thinking of the production possibility diagram, outline the problems that are likely to arise if a country is
located:
a. inside its PPF
b. outside its PPF. (3 marks)

6. Using examples, explain how decision makers like yourself, businesses or governments might use the
cost–benefit analysis. (2 marks)

7. This exercise is about opportunity cost and the production possibility diagram, as it applies to a farmer.
Examine the data contained in table 1.1 for a farmer who can produce only two products, wheat or oats, with
the resources available.

TABLE 1.1 Data relating to a crop farmer’s production possibilities

Production type
Production
possibility A

Production
possibility B

Production
possibility C

Production
possibility D

Wheat (tonnes per year)  0 90 140 170

Barley (tonnes per year) 70 50  30 0

a. Define the term resources. List and explain the three main categories of productive resources required by
this farmer to produce crops. For each category of input, define the resource and try to give several specific
examples as applicable to crop farming. (6 marks)

b. Use table 1.1 to neatly draw and fully label the crop farmer’s production possibility diagram.
Your graph can also be completed using your laptop and Excel. (3 marks)

c. Define the term productive capacity. When referring to this farmer’s production possibility
diagram, identify and outline the two general types of factor that typically limit the farmer’s productive
capacity at a given point in time. (3 marks)

d. Referring to your production possibility diagram, describe what happens to the maximum production of
barley that is possible as the farmer increases the production of wheat. Explain why this is
the case. (2 marks)
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e. Referring to your production possibility diagram, describe what happens to the maximum production of
wheat that is possible as the farmer increases the production of barley. (2 marks)

f. Define the meaning of the term opportunity cost. (1 mark)
g. Calculate the opportunity cost for the farmer producing or gaining 70 tonnes per year

of barley. (1 mark)
h. Calculate the opportunity cost for the farmer producing or gaining 170 tonnes

per year of wheat. (1 mark)
i. If both crops sell for exactly the same price per tonne, identify which of these two crops the farmer is

generally most efficient at producing. Explain why this is the case and try to calculate how much more
efficient the farmer is at producing one crop rather than the other. (3 marks)

j. If the farmer cut total crop production and decided to produce only 50 tonnes of wheat and 20 tonnes of
barley per year, explain what would happen to the farmer’s income and the employment level of
resources. (3 marks)

k. Explain why the farmer is currently unable to simultaneously produce 150 tonnes of wheat and 40 tonnes of
barley. Identify and outline five specific ways in which the farmer might realistically be able to increase
total crop production to this higher level in the future. (6 marks)

8. This subset of questions is about opportunity cost. They are based on two case studies:
Case study 1 — Transport options
You are the federal Minister for Transport and Communications and have to choose one of the following two
best transport options:

Option 1 Provide government assistance of
$18 billion to a private consortium to help
build a very fast train (VFT) between Adelaide,
Melbourne, Sydney and Brisbane

Option 2 Spend the same amount of money
on widening the current highway and building
a tunnel to carry an increased volume of trucks
and private cars

Case study 2 — Your future options
You are about to start Year 11 and have to choose one of the following two best future options for you:

Option 1 Work full-time in a retail shop selling
women’s clothing where you would earn a steady
wage of $40 000 per year

Option 2 Continue your two years of VCE
followed by three years of tertiary study. After
five years of education, you will graduate with a
degree in commerce. Then you would start on
around $70 000 per year and gain rapid rises
thereafter.

a. In case study 1, outline the opportunity cost of supporting the VFT. (1 mark)
b. In case study 1, outline the opportunity cost of the freeway upgrade. (1 mark)
c. In case study 2, outline the opportunity cost of you leaving school immediately and taking up

the retail position. (1 mark)
d. In case study 2, outline the opportunity cost over a five-year period of you staying at school and

then going on to university. (1 mark)
e. For case study 2, explain which option is most attractive economically in the short-term, and

which option is most attractive economically in the long-term. (2 marks)
f. Identify and explain the economic concept that these two case studies illustrate and have in

common. (2 marks)

Solution and sample responses are available online.
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1.5 Decision making in different economic systems

KEY KNOWLEDGE

• the three basic economic questions: what and how much to produce, how to produce, and for whom to
produce

• how different economic systems, including market economies, planned economies, mixed economies and
traditional economic systems, may answer the three key economic questions

• the three-sector, four-flow model of the economy, including consumers/households, producers/businesses
and government

• the purpose of economic activity and the effect on material and non-material living standards

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

1.5.1 Decision making — the three basic economic questions

Three basic economic questions
for an economy arise because of the
problem of relative scarcity. They
include the what and how much
to produce question (the type and
quantity of each good or service),
the how to produce question
(production methods) and the for
whom to produce question (how
goods, services and incomes are
distributed amongst the population).

All nations face the basic economic problem of relative scarcity. Our wants exceed the resources available,
limiting national output and the extent to which our wants can be satisfied. Faced with this, all societies are
forced to make choices and answer the three basic economic questions summarised in Figure 1.12.

FIGURE 1.12 The three basic economic questions

Three basic economic questions

1. What and how much

to produce?
2. How to produce? 3. For whom to produce?

1. The ‘what and how much to produce’ question. This question involves making decisions about how
resources should be allocated or used so that the right types and quantities of goods or services are
produced. We cannot produce everything in unlimited quantities so, for instance, should we produce rice
or fish, guns or butter, education or health, tourism or cars, or perhaps childcare or aged homes?

2. The ‘how to produce’ question. This question is about deciding the best types of production methods to
be used in making goods and services. Should this be done by using lots of labour, or by using robots and
machinery, or some combination of the two?

3. The ‘for whom to produce’ question. This involves how the goods, services
and incomes that are produced in the economy will be divided or shared between
individuals. For instance, should they be distributed evenly, or is some inequality
a good thing?

At this point, you may well ask how are these three questions answered, and who or
what makes the key economic decisions? The answer is that it depends on the type of
economic system or economy that a country has adopted, of which there
are four main categories — traditional, market, planned and
mixed economies.
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1.5.2 How different economic systems answer the three basic
economic questions
An economic system or economy involves a collection of national institutions or organisations that coordinate
the production and distribution of goods, services, and incomes amongst the population. Let’s now take a quick
look at each of the four types of systems, and see how each answers the three basic economic questions.

Figure 1.13 shows that there are three main types of economic systems and one hybrid:
1. Traditional economies
2. Pure market economies
3. Pure planned economies
4. Contemporary mixed economies (a hybrid).

Let’s now take a closer look.

FIGURE 1.13 The main types of economic system used to make key economic decisions

1. Traditional

economy

Decision

making in

different

types of

economies or

economic

systems2. Market

economies

Pure

market

economies

Purely

traditional

economy

4. Mixed

economies

Pure

planned

economies

3. Planned

economies

Traditional economies

Traditional economy is one
that today only exists in remote
pockets of other economies. The
three basic economic decisions
are answered according to
long-held customs and beliefs.

Traditional economies today are those that exist only in pockets of other
economies, mostly in remote parts of Africa, Asia, and South America (and even
isolated Indigenous communities in Australia). Here, the three basic economic
questions are answered by families and tribes guided by long-established and
time-honoured customs:
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• The ‘what and how much to produce’ question: The type of goods and services produced is dictated
by what has always been produced. Usually this involves making essential goods and services required
for survival — food, clothing, shelter, basic household items and implements for production. However,
changes in climatic and seasonal conditions, like the onset of winter in colder regions, have a huge impact
on the quantity of goods and services able to be made, so living standards are low. If there is surplus
production (and this is rare), items are usually swapped using a barter system, rather than money.

• The ‘how to produce’ question: Production methods in traditional economies are usually very basic.
They are labour-intensive (production uses mostly labour resources) rather than capital-intensive (using
machinery and technology). With only a limited use of basic tools for hunting and gathering, productivity
or output per person per day is extremely low, even though nearly all family members are expected to work.
Low productive efficiency depresses consumption levels and living standards.

• The ‘for whom to produce’ question: Once the goods (including food) have been produced, they
are distributed or shared amongst the family or tribe, according to the well-established formula. For
instance, often this reflects an individual’s status or seniority in the group. In addition, because there is
no government welfare system, the very young and old who are unable to gather food or produce other
needed goods depend on the generosity of others for their survival. Because productive efficiency is
low, and output and consumption levels are near subsistence, conditions are harsh and life expectancy is
relatively short.

Market economies

Pure market economy is one
where all economic decisions about
the production and distribution
of output and incomes are
made by reference to the price
system, without any government
interference.

A pure market economy relies solely on the operation markets where buyers, sellers
and a system of prices answer the three basic economic questions. Self-interest,
competition, and private ownership of resources (the private sector) are important
elements in this type of economy. There is no government interference in the free
operation of markets. These days, no country has a pure market economy. Most have
mixed economies where there is a limited degree of government intervention designed
to reduce some of the shortcomings of the pure market. However, over the centuries,
close approximations (but not exact) can be found (e.g. at one stage Hong Kong and
the USA).
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Relative prices compare the selling
price of one good or service against
that of another. This affects the
relative profitability of different types
of production.

• The ‘what and how much to produce’ question: Pure market economies answer the ‘what and how much
to produce question’ in the following ways:
• There is consumer sovereignty because what people buy or don’t buy determines the types of goods and

services that businesses produce.
• When consumers choose one good or service over another, their decision is reflected by changes in the
price of one product relative to that of another (i.e. relative prices).

• For example, when the relative price of one good or service is driven up by strong consumer demand,
this shows that people want more of this item produced. Profit-seeking firms and those owning resources
respond to this signal by producing a greater quantity, simply because it is now relatively more profitable
than previously.

• In reverse, if consumers stop buying a product and it is no longer wanted, its relative price and hence
profitability will fall. This causes firms to cut their production and reallocate scarce resources elsewhere.

• In this economy, only the most wanted and profitable goods and services are produced so, in theory,
allocative efficiency, satisfaction of wants, and living standards should be maximised.

• While a pure market approach to decision making usually allocates resources efficiently, there are some
exceptions. As we shall soon see, market failure can occur where resources are not allocated in ways
that maximise consumer satisfaction or society’s general wellbeing. In these special cases, government
intervention or regulation is required, shifting the economy from a pure market to a mixed economy.

• The ‘how to produce’ question: In answering the ‘how to produce question’ about production methods,
pure market economies again rely on the operation of the price system to provide firms with the necessary
information to make their key economic decisions:
• Businesses are privately owned (i.e. the private sector) and, when making decisions, are self-interested.
• Firms therefore seek to maximise their profits by minimising production costs. They try to use the

cheapest resources and production methods available to produce the best product at the lowest price,
relative to their rival competitors in the market.

• The operation of markets, involving buyers and sellers of resources who negotiate the relative price
of each input or resource, provides businesses with the necessary information to select the best, most
efficient or lowest cost production methods available. That is, to survive the competition, firms are
forced to produce efficiently.

• So, for example, if staff wages (i.e. the price of labour resources) in the labour market were
relatively expensive, business owners would naturally look for cheaper ways to make their
products — perhaps using capital resources, machinery, and the latest technology. This approach helps
to grow technical efficiency and hence the economy’s productive capacity (i.e. the size of its PPF).

• However, in some instances there is market failure. Here, the decisions made by profit-seekers to keep
costs down can sometimes reduce society’s general wellbeing. For example, there may be a temptation for
firms to maximise their profits by making products using cheap but dangerous methods that harm workers
or the environment. Possibly, too, they may collude with other rival firms to restrict competition so they
can charge higher prices. Again, reducing market failure will require some government intervention or
regulation and a move from a pure market to a mixed economy.

• The ‘for whom to produce’ question: The pure market economy relies solely on the price system to
answer the ‘for whom to produce question’— that is, to determine how goods, services and incomes are
shared or distributed amongst individuals making up the economy:
• In a market economy, the level of wages (i.e. the price of labour resources) and incomes is determined

by buyers and sellers. In other words, the market puts a price on the economic contribution of each
individual towards the production process.

• For instance, those who sell scarce or wanted resources (e.g. those with special skills or talents) and who
work longer hours will be rewarded with higher prices or wages for their labour. In contrast, those who
have few skills wanted by businesses will be paid lower wages. The
unemployed and aged would receive no income, since in a pure market economy
there is no government intervention.

• In turn, the level of wages and incomes received by each person dictates
how goods and services are shared, thereby affecting material living standards.
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Those on higher incomes would be able to buy more than those on lower wages. There would hence be
much economic and social inequality.

While pure market economies are fair in one sense because they reward those who make a bigger contribution
towards production more generously, an important weakness is that they result in great social and economic
inequality where the rich get richer and the poor get poorer. To help reduce inequality, government intervention
is needed. This involves a shift towards a mixed economy.

Planned economies

Purely planned economy is one
where all economic decisions about
the production and distribution of
output are made by reference to
government decisions, without any
reliance on the market.

Purely planned economies rely entirely on powerful and often non-democratic, dictatorial, central governments
to make key economic decisions about what, how, and for whom to produce. Typically, all businesses are
government-owned and make up the public sector. While there are no examples of purely planned economies
today, North Korea comes fairly close. Previously, China, Cuba and the USSR (including Russia) operated
systems approximating this approach.

• The ‘what and how much to produce’ question: To answer the ‘what and how much question’ relating
to the type and level of output to be produced, the central government relies on its planning agency to work
out production targets for all types of products considered important (e.g. education, defence, transport,
steel and grain). This typically involves one- and five-year plans. It is a top-down approach controlled by
the central elite. Orders are dispatched and government-owned enterprises follow the central command and
attempt to meet their production targets. Consumers have no freedom or choice in what is produced, since
it is assumed that the government knows best what people need and want. Weaknesses of this approach
include the lack of consumer freedom and low allocative efficiency and poor satisfaction of wants.

• The ‘how to produce’ question: Because enterprises are government-owned
monopolies with no rival competitors, technical efficiency is often low.
Typically, business enterprises have little incentive to cut their production
costs, since personal gain or profit is not the main driver of decisions.
A failure of this system is that there is a lack of innovation and
adaptability in the production methods used, slowing efficiency, limiting
productive capacity, and restricting the size of the nation’s PPF.
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• The ‘for whom to produce’ question: Planned economies often seek to answer the ‘for whom to produce
question’ by attempting to reduce income inequality. They do this in two main ways. First, the government
directly sets the level and spread of wages rather than leaving this to the market or price system. Secondly,
the government usually provides essential goods and services, like health, education and housing, free of
charge or at a low cost. Their intention is to increase living standards for all people. A possible downside of
the system is that the removal of incentives to work hard, improve skills, and take business risks, tends to
depress efficiency, output, incomes and hence living standards.

Because purely planned economies have failings or weaknesses, there is a need to incorporate some reliance on
the market to help improve efficiency in resource allocation and decision making.

Mixed economies Mixed economies are a type
of economic system where
most decisions are made by
the operation of free markets
and the price system, but also
where there is a limited degree
of government intervention or
regulation to reduce market failure
and improve living standards.
Most countries these days have
mixed economies.

Consumer sovereignty is a key
feature of market economies
when key economic decisions
are being made. For instance,
consumers control what types of
goods and services are produced.
To maximise profits, producers
simply follow consumer wishes
and are guided by changes in
relative prices.

Mixed economies (also called contemporary market economies) are a hybrid.
They involve combining most of the features of market economies (i.e. the ideas
of competition, the price system, self-interest, consumer sovereignty, private
sector ownership of most businesses, and reliance on incentives) with some of
the features of planned economies (e.g. government or public sector ownership
of selected enterprises, the provision of some essential goods and services like
education and health, influence in setting minimum wages, the promotion of
strong competition, and the enactment of laws). So, mixed economies typically
have both a dominant private sector, as well as a less important government or
public sector.

One reason for incorporating some government planning and intervention
in decision making is that although the free or unregulated market usually
does a great job in allocating scarce resources efficiently, sometimes market
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failure occurs that lowers the general wellbeing and living standards of society. In such instances, government
intervention can reduce these failures and disadvantages of a pure market economy. However, too much
interference by government can mean limiting the advantages of the market. It’s a matter of striking the right
balance. Today, most of the major economies of the world are classified as mixed (e.g. USA, Japan, India,
Republic of Korea, Australia, Germany, UK, France, Italy, Argentina, Brazil, Canada, Indonesia, South Africa,
Russia and even China). However, having said this, not all mixed economies are identical. Some countries have
a greater degree of government planning and regulation than others or, put another way, rely a bit less on the free
operation of the market to make key decisions.

• The ‘what and how much to produce’ question: Mixed economies decide the type and quantity of goods
and services produced through a combination of the market and consumer sovereignty, along with some
government intervention.
• Faced with the problem of relative scarcity, mixed economies rely mostly on consumer sovereignty, price

signals, competition, and the profit motive to make choices about the type and quantity of specific goods
and services to be produced. This is because markets, rather than governments, are usually better able to
direct resources into areas that maximise consumer satisfaction and society’s general wellbeing.

• However, as mentioned, sometimes a heavy reliance on the free operation of the market or price system
used to guide resources into the areas of production that are most wanted results in poor outcomes and
inefficiency — wellbeing is reduced. This is called market failure.

• Correcting market failure requires some government intervention to re-direct resources into areas of
production that help maximise consumer satisfaction and society’s general wellbeing. For example,
in the free market, businesses are happy to produce any goods or services that are most wanted and
are profitable. One problem of this is that in the absence of government laws or regulations, it is likely
there would be the overproduction of socially harmful yet profitable things (e.g. dangerous drugs,
guns, pollution, and prostitution). The government could correct this through passing laws, banning
or restricting specific goods, or by placing a tax on certain potentially harmful products. This tax
would make these goods more expensive to purchase, thereby cutting consumption (e.g. the excise tax
on cigarettes and alcohol). Informative advertising campaigns would be another government option
to educate consumers of the dangers associated with some decisions (e.g. Australia’s drink driving
campaign, the quit smoking campaign).

• At the same time, it is also possible that businesses making up the private sector will under-produce
socially beneficial goods and services (e.g. education, low-cost housing, national defence, affordable
healthcare). This is because such things are often very expensive to produce. To make profits, firms
cannot sell their products cheaply so that everyone can afford them. The government can solve this
failure by using the money collected from taxes, to directly provide some goods and services free of
charge or at a lower cost to consumers through the public sector.

• The ‘how to produce’ question: In mixed economies, how goods and services are produced is determined
mostly by individual firms making up the private sector, with a sprinkling of government-owned
enterprises:
• Private businesses would seek to maximise their profits. Here, competition from rival firms normally

means that businesses will try to deliver the best product at the lowest price. To do this, they must
employ the most efficient production methods and use fewer resources than their rivals to keep costs
down and profits up. The operation of markets usually enables this to occur. However, in the absence of
at least some government regulation, market failure can occur. For instance, some private firms may want
to cut their costs and boost profits by having dangerous working conditions or releasing pollution into
the atmosphere, because these methods are relatively cheaper and more profitable.

• To solve this weakness, there is some government regulation of production methods (e.g. perhaps
enforce occupational health and safety standards, or pass laws about emissions and waste disposal).

• The ‘for whom to produce’ question: In mixed economies, the ‘for whom to produce question’ is again
answered by a combination of market forces and some government intervention.
• In general, the distribution of incomes, goods and services largely reflects the market value of resources

sold. Those selling wanted and scarce resources receive the highest incomes (e.g. skilled surgeons,
successful entrepreneurs and well-known pop stars and sportspersons). This means that they can
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purchase more goods and services. In contrast, lower wages and incomes would go to people who were
unable to work or who had few skills. They would be less able to purchase goods and services. In other
words, there would be considerable inequality in incomes and living standards.

• In order to correct this problem and narrow the income gap a little between the rich and poor, the
government uses progressive taxes on the rich (i.e. where the tax rate rises with income). In addition,
there are government welfare payments to the neediest individuals (e.g. the aged, the unemployed), along
with the provision of free or cheap community services like health, housing, and education. Yet another
option commonly used to reduce income inequality is to set minimum weekly wages that help to provide
income sufficient for workers to enjoy reasonable living standards.

1.5.3 Using the three-sector circular flow model to understand how
the economy works to organise the production and distribution of
goods and services

Three-sector circular flow
model is a simple diagram that
shows the three key economic
agents or parts making up an
economy (the household or
consumer sector, the producer
or business sector, and the
government or public sector).
It also shows the ways these
sectors interact with each other
through the four main flows (i.e.
flow 1 — resources, flow 2 —
incomes, flow 3 — spending, and
flow 4 — production).

As mentioned, Australia has a mixed economy designed to coordinate the
production and distribution of goods, services, and incomes. While the market
is given much freedom to operate and make key economic decisions, a limited
level of government intervention is needed to help overcome instances of market
failure and improve the general wellbeing of citizens.

Australia’s economy is a very complex with thousands of moving parts. These
parts interact. Changes in one area can bring about variations in another. To
improve our understanding of how our economic system operates to produce
goods and services, economists have constructed models to represent the
economy. While all models have limitations and are not totally realistic, they are,
nevertheless, helpful. One such diagrammatic representation of the economy is
the basic three-sector circular flow model shown in Figure 1.14.
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FIGURE 1.14 The simple three-sector circular flow model representing Australia’s mixed economy

Flow 4 = the nation’s flow of finished goods and services produced (GDP)

Flow 2 = the nation’s flow of all incomes paid

Flow 1 = the nation’s flow of resources

Consumer spending (C) on goods and services

Producer/

business/
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Consumer/
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public sector Government spending

(G) flows out = an

injection of spending

Government tax (T)

revenue flows in = a

leakage from spending
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flow of total spending

on goods and services (C + G)

As the name says, the flows of money, goods and services in this model move around anti-clockwise in a
circular way, as the three main sectors (often referred to as economic agents) interact with each other to produce
goods, services, and incomes:

Consumer or household sector
comprises all people in the
country. They supply resources
to businesses and purchase finished
goods and services.

Consumer or household sector
comprises all people in the
country. They supply resources
to businesses and purchase finished
goods and services.

Producer or business sector
comprises all producers or suppliers
of goods and services in an
economy.

the government or public sector
includes the activities and decisions
of federal, state and local authorities
in an economy.

• The consumer or household sector consists of over 26 million Australians. All
these people are consumers or buyers of goods and services, but some are also
the owners or suppliers of resources.

• The producer or business sector in Australia comprises around 2.5 million
large, medium, and small firms making goods and services (from sole traders
like the corner shop to large public companies like Wesfarmers, BHP and the
Commonwealth Bank of Australia). Most of these are privately owned and hence
make up the private sector of the economy.

• The government or public sector includes the activities and decisions of
federal, state and local authorities. This group collects various taxes and other
revenue from those households earning income, and then uses these to help
pay for government spending on the provision of goods and services for the
community
(e.g. public roads, health, education, transport and housing). The economic
activities of government make up the public sector of the economy.

Notice, too, that the model contains four main flows or types of transactions within the economy. These
connect the household, business and government sectors. These flows are equal in dollar value. They are also
interdependent so that when one flow changes, there is a knock-on effect, changing the value of the other flows.
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• Flow 1 — the nation’s supply of resources: The household sector supplies or sells wanted resources (i.e.
natural, labour and capital resources) to the business sector. Resources are normally sold through resource
markets.

EQUALS

• Flow 2 — the demand for resources and the payment of national incomes: Businesses need to buy or
demand resources from the household sector to produce goods and services that are designed to help satisfy
our wants. This involves businesses paying incomes to households through resource markets. If firms want to
lift production, they usually buy more resources and pay more in incomes.

EQUALS

• Flow 3 — the nation’s spending of incomes or demand for goods and services: In this simplistic model,
spending is undertaken by both households (C), and by governments (G). After paying government taxes (T)
on incomes, households spend the leftover money to purchase finished goods and services. The government
also uses its income from taxes collected to spend on the provision of goods and services for the community.
The sum of private and public spending makes up total spending that is often referred to as aggregate
demand (AD).

EQUALS

• Flow 4 — the production of final goods and services or the nation’s GDP: In response to changes in
spending by consumers and governments, businesses adjust their production, altering the level of economic
activity. For an economy, the size of this flow is commonly measured by gross domestic product (i.e. GDP
equals the total value of finished goods and services produced by a nation over a year).

In this simple but partly unrealistic model of our economy (where, for example, there is no overseas trade or the
saving of income), these four flows are of equal value (measured in dollar terms). As shown in Figure 1.15, this
also means that the four flows are interdependent, so if the size of one flow changes, the others must also adjust
either upward or downwards in value to again restore equality between the flows.

FIGURE 1.15 Relationships between the four flows in a three-sector circular flow model representing a simple
economy
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• If, for example, households and governments
decide to spend a total of $1500 billion on
finished goods and services per year (flow 3),
businesses would attempt to produce $1500
billion worth of finished goods and services or
GDP (flow 4) requiring that firms purchase $1500
billion worth of resources (flow 1), for which they
pay households a total of $1500 billion of income
(flow 2). Notice that the four flows are equal
in value.

• However, if households and governments
collectively decided to cut their spending on
finished goods and services to just $1400 billion
(flow 3), firms would together reduce the total
value of national production or GDP to $1400
billion (flow 4). There would be a contraction
in the level of economic activity, possibly even
a recession. Firms would also decrease their
purchases of resources to just $1400 billion (flow
1), households would receive only $1400 billion
of income, and some individuals may even lose
their jobs and become unemployed (flow 2).

FIGURE 1.16 When the total value of spending on
Australian-made goods and services by households
and others is down, businesses cut production
or even close down. This causes the level of
national production and the number of jobs to
fall and unemployment of labour resources to
rise, as during the Great Depression of 1929–33.
A nation will then be located somewhere inside its
production possibility frontier.

• By contrast, if households and governments
increased their spending to $1600 billion
(flow 3), firms would try to lift production or
GDP, and the employment of resources and incomes would rise to $1600
billion (flows 4, 1 and 2). This would lead to a period of economic expansion,
possibly even a boom where general prices paid for items would start to rise if
spending became too strong, outstripping the economy’s resources or capacity.

Contraction is a phase of
the business cycle where
national production or GDP levels
in the economy are falling. This
causes a rise in unemployment and
slower inflation.

Economic activity occurs when
resources are used by an economy
to produce goods and services.
In the process, this also affects
inflation and unemployment rates in
an economy.

Recession is a phase of the
business cycle where the value
of output or GDP falls over at
least two consecutive quarters.
It is associated with higher
unemployment and lower inflation.

Expansion is a phase on the
business cycle. It is when
production levels in the economy
are rising, causing unemployment to
fall and inflation to slowly increase.

Boom is a phase of the business
cycle where output has reached its
limit and excess spending causes
shortages of goods and services,
leading to inflation.

Business cycle diagramsinclude
four phases — boom, slowdown,
recession and recovery in economic
activity.

Again, referring to the basic three-sector circular flow model, we have
seen that the level of production or economic activity in a country can
rise and fall following changes in total spending or aggregate demand.
Figure 1.17 illustrates this instability, hypothetically, using the business cycle
diagram.

Notice that there are four phases making up the business cycle in the level of
economic activity:

• The boom or peak in economic activity is caused by excessively strong spending
that eventually leads to inflation or generally rising prices

• The slowdown in economic activity occurs as spending starts to fall
• The recession is where economic activity drops, GDP shrinks, unemployment

rises, and incomes fall
• The recovery in economic activity occurs as spending again starts to expand.

We will soon see that as economic activity changes in this cyclical way, living
standards are also affected, for better or worse.
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FIGURE 1.17 The business cycle diagram: how changes in economic decisions made by households, businesses
and governments can affect the nation’s level of economic activity
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FIGURE 1.18 A recession represents a drop in economic activity with at least two negative quarters (i.e. over a
period of at least six months) of GDP growth. Unfortunately, in this economic situation, most people suffer and
their living standards fall due to rising unemployment, and a drop in average incomes and purchasing power.
Without jobs, some individuals and families cannot afford to buy basic goods and services.
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1.5.4 The purpose of economic activity and its effects on material and
non-material living standards
In all economies, the main purpose of economic activity or production is to help satisfy society’s many
needs and wants using the limited resources available. We have just seen that the pace of economic activity
typically moves in a cyclical way, in response to changes in national spending — with periods of expansion
and contraction. In this section, we will take a quick look at how these ups and downs in activity affect society’s
living standards. Living standards relate to society’s general level of wellbeing. As shown in Figure 1.19, there
are two main elements that affect our general or overall living standards:

• material living standards are affected by the annual average level of income and consumption per person
• non-material living standards reflect the quality of daily life.

FIGURE 1.19 Factors affecting our living standards

Overall living standards

Non-material living standards reflect...

•  The quality of daily life
•  Happiness
•  Life expectancy
•  Mental and physical health
•  Freedom
•  The state of the environment
•  Leisure time
•  Crime rates
•  Literacy rates
•  Quality of relationships

•  Income per person
•  Level of consumption of goods and
    services per person
•  The purchasing power of incomes

Material living standards reflect...

The effects of higher levels of economic activity on living standards
• Material living standards:When the pace of economic activity gets stronger and rises more quickly (but

not so fast that there is an inflationary boom that leads to rising prices and reduced purchasing power), this
tends to strengthen material living standards. Thinking of the circular flow model, this is because higher
production results in increased employment of resources. This leads to higher average per capita incomes,
boosting consumption spending.

• Non-material living standards:Most aspects of non-material welfare also benefit from higher levels of
economic activity. For example, when production is expanding, the unemployment rate falls while incomes
rise. Typically, this helps to reduce stress and social isolation, strengthen mental and physical health, and
improve the quality of relationships. Even so, environmental outcomes are likely to suffer because of
increased pollution, accelerated climate change, and the faster depletion of non-renewable resources.

The effects of slower levels of economic activity on living standards
• Material living standards:When the economy slows and perhaps slips into recession, this undermines

material living standards. Again, thinking of the circular flow, as firms cut production, unemployment of
resources increases, reducing average incomes and consumption.

• Non-material living standards: Lower levels of economic activity cause higher unemployment and
reduced incomes. This mostly undermines the quality of life and our non-material living standards. One
problem is that high unemployment often leads to social isolation, reduced mental and physical health,
unhappiness, possibly higher crime rate, increased stress, and feelings of personal failure. However, a
possible upside is that there is less pollution and pressure on the environment.
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Resourceseses
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Weblinks The circular flow model of a market economy

Circular flow
Circular flow matrix
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1.5 Quick quiz 1.5 Exercise

1.5 Exercise

1. This set of questions is about economic systems:
a. Define the term, economic system. (1 mark)
b. Outline the three basic economic questions that all economic systems must answer. (3 marks)
c. Contrast a pure market economy from a purely planned economy. (4 marks)
d. Explain what is meant by market failure that can occur in free or pure market economies. (2 marks)
e. These days, most countries have mixed economies. Outline what is meant by a mixed economy. (2 marks)
f. For each of the following areas, identify and outline one important market failure and suggest how

government intervention in decision making can help to overcome the problem:
i. answering the what and how much to produce question
ii. answering the how to produce question
iii. answering the for whom to produce question. (3 marks)

2. This question is about the simple three-sector circular flow model for a mixed economy:
a. Describe the operation of this circular flow model. (3 marks)
b. Distinguish the roles of the household or consumer sector from those of the business or
producer sector. (2 marks)

c. Outline the main purposes or roles of the public or government sector in this economy. (2 marks)
3. This is a problem solving task. Assume that the small African country of Zenophobia originally had a GDP

equal to $3 million in 2023. Referring to parts of a three-sector circular flow model for Zenophobia, explain
logically, using the correct order or sequence, what would happen to the country’s economic conditions (i.e.
production, employment of resources, incomes and living standards) given each of the following hypothetical
events:
a. Households and governments decide to reduce their spending to $2.6 million. (3 marks)
b. The value of GDP increases to $3.9 million. (3 marks)
c. There is a dramatic rise in the total value of income paid to households by $1.1 million. (2 marks)

4. The following application question is about economic systems. Imagine you and your friends were stranded
on an uninhabited tropical island, without any provisions or money:
a. To survive, identify the three basic economic questions or choices your group would have

to answer. (3 marks)
b. To organise the production and distribution of goods, services and incomes, describe which one of the four

types of economic system you believe would be best suited to answer the three basic economic questions.
Justify your choice of system. (2 marks)

Solution and sample responses are available online.
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1.6 Consumers and their behaviour as
economic agents

KEY KNOWLEDGE

• economic agents and the concept of the public and private sectors of the economy
• the traditional economic viewpoint of consumer behaviour: self-interest, maximisation of utility, rationality,

informed decision making and marginal benefits from consumption
• the ways consumers and workers might respond to incentives and disincentives, including taxes and tax

rebates, subsidies and regulations

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

Economic agents are those groups
in an economy that make key
decisions. They include consumers,
producers and governments.

Using the simple three-sector model of a mixed economy (like we have in Australia), we have seen that there are
three main decision makers that play important roles. We call these groups economic agents. They include the
following:

• Consumers or household sector
• Businesses or producers that make up the private sector
• Government activities and enterprises that make up the public sector.

C
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Over the next few sections, we will look at the factors motivating and affecting the behaviour of each of these
sectors, starting with consumers.

FIGURE 1.20 Economists are interested in
studying the factors that affect consumer
behaviour and their response to changing
conditions.

As a study, consumer behaviour looks at why, how,
where and when consumers choose to purchase or not
purchase a good or service.

In an attempt to understand what makes consumers tick,
it draws on ideas from psychology, anthropology and
economics.

There are over 26 million people making up Australia’s
household sector, and every one of them is a consumer
of goods and services. As mentioned, we will attempt to
understand consumer behaviour and what motivates them
to spend or not spend.

At the outset we need to realise that there are many
types of consumers such as the price-conscious,
cautious, impatient, impulsive, adventurous, and bargain-
seeker. This can make them quite unpredictable, so it is difficult to generalise about their behaviour. Despite
this, gaining a better understanding of consumers is of great importance for businesses’ sales, success and
profitability.

1.6.1 The traditional economic viewpoint of consumer behaviour

Consumer behaviour looks
at why, how, where and when
consumers choose to purchase or
not purchase a good or service.
The traditional viewpoint is that
consumers are motivated by
self-interest, are well informed
and seek to maximise utility or
satisfaction when they make
purchases.

In the 1800s and earlier 1900s, economists traditionally assumed that consumers
behaved rationally, acted in their own self-interest, had priorities or ordered
preferences, made thoughtful and informed decisions and factored in diminishing
utility or reduced pleasure from increased consumption of a particular good or
service. They assumed that consumers sought to maximise their pleasure and
minimise their pain. Figure 1.21 summarises, these traditional assumptions about
consumer behaviour.
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FIGURE 1.21 Traditional explanations of consumer behaviour

Consumers act

rationally and in their

self-interest.

Consumers make

informed and smart

decisions.

Consumers maximise utility

and marginal benefits

from consumption.

Consumers have

ordered preferences.

Traditional explanations of consumer behaviour

Marginal utility refers to the
increased satisfaction gained by
individuals from the consumption of
an extra unit of a product at a point
in time.

• Consumers act rationally and in their self-interest.
It is generally assumed that consumers behave rationally or in a logical, self-interested and calculated way.
This means that when they spend their limited income, they do this in ways that maximise their overall
satisfaction or pleasure by selecting the best mix of goods and services. For example, imagine that you
are about to make a small purchase and could have one dollar’s worth of lollies or a dollar’s worth of text
messages. If you liked texting more than lollies, perhaps because you believe it is better for your health, it
would not be rational to purchase the lollies because this would lower your satisfaction.
In addition, it is also rational that consumers shop around for the best deal and the lowest price. Buying
cheaply can help your money go further and lead to greater satisfaction. This is why consumers flock to
clearance and stocktake sales offered by some retailers.

• Consumers make informed and smart decisions.
Traditionally, it was assumed that consumers make informed decisions and that they had perfect
knowledge. That is, before purchasing an important good or service, consumers try to get quality factual
information from various sources so that they can weigh up the potential advantages and disadvantages,
allowing them to make the best decision possible.

• Maximisation of utility and marginal benefits from consumption.
Consumers consider the marginal benefits gained from each purchase they make. Marginal utility is a term
used to describe the extra satisfaction gained from consuming each additional unit of a good or service
at a point in time. The law of marginal utility states says that as the number of units consumed increases,
satisfaction (utility) decreases. The first unit provides more utility than the second, and much more than the
tenth unit.
Imagine, for instance, that it is a really hot day and you are very thirsty. The first icy-cold can of soft drink
you slam down provides you with a great deal of utility or pleasure, so you decide to purchase another. This
time, it is still satisfying but less so than when you consumed the first. While the marginal utility is still
positive, it is lower. By the time you hit the fifth can, you are feeling really ill, causing you to vomit. By
now, the marginal utility of the extra can of soft drink is near zero, or possibly even negative!
The same principle of diminishing marginal utility or benefit applies to virtually everything we buy,
whether that means buying a second sports car, going to the footy or eating potato fries. When it comes
to consumer behaviour and maximising utility, the old saying goes that ‘variety is the spice of life’. Most
people prefer to have a bit of many things, rather than a lot of one particular good or service. To help
counteract the impact of diminishing utility on sales, some retailers offer special price discounts — for
example, buy two and get the third one free! So even though marginal utility is lower, this may be offset
partly by the fact the next unit is cheaper.
Exceptions to this theory of diminishing marginal utility in consumer spending
are rare. However, they do exist. Take the example of buyers who are addicted
to alcohol or tobacco, the compulsive shopper who is excited by the actual act
of purchasing something, or those who consume just to impress others
(called ‘conspicuous consumption’) by building massive houses or wearing
extravagant jewellery. Despite these special cases, generally individuals make
decisions that seek to maximise their utility or pleasure.
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• Consumers have ordered preferences.
As consumers, there are lots of things we all need and want, but our ability to satisfy these is limited, partly
by our income. After purchasing essential goods and services to satisfy our basic needs for food, shelter,
clothing and health, typically attention then turns to other non-essential spending designed to help meet our
wants and make life more exciting. In other words, consumers unconsciously rank their spending priorities
and first purchase the things that result in the greatest net benefit.
Whilst these traditional assumptions about the factors that influence consumer behaviour are still important,
more recently, studies and experiments in behavioural economics have found that decision making by
individuals is far more complex — consumers are not always rational and are sometimes misinformed,
do not always minimise pain and are not always motivated by self-interest. We will later investigate these
ideas when we study behavioural economics in Unit 1, Outcome 3.

1.6.2 The ways consumers and workers might respond to government
incentives and disincentives

Behavioural economics
has sought to better explain
consumer behaviour than the
simplistic theories traditionally
used. It has found that individuals
making decisions are guided by
bounded rationality where they
take shortcuts such as adopting
herd behaviour or applying the
status quo. This occurs because
we have, for example, limited
time to complete research and
inadequate brainpower to weigh
up all the possibilities.

Incentives seek to encourage
particular types of consumer
or producer behaviour using
rewards. These can be either
financial (e.g. subsidies or tax
rebates) or non-monetary (e.g.
special awards).

Disincentives are used by the
government to discourage or
punish certain consumer and
business behaviour when, as
economic agents, they are
making economic decisions.
Examples include the imposition
of taxes or the application of
government regulations and laws.

An incentive is an inducement designed to further encourage behaviour that would otherwise not occur to the
same extent. On the other hand, disincentives are the opposite. They try to discourage certain behaviour. Both of
these assume that most people do what is in their own self-interest, often to maximise their gains and minimise
pain. Incentives and disincentives are used in many situations we face in our daily lives:

• At home you might get paid for helping to clean up the house, or alternatively after failing your last English
essay you are grounded for a week.

• At school you might receive a prize for success in sport, or a detention for not completing your homework.
• At work you might gain a bonus or a promotion to a more senior position, or alternatively be reprimanded

by your supervisor for turning up late with the threat of dismissal next time.
• Out shopping there are lots of selling incentives used to encourage spending — special offers such as 20

per cent off when you buy two items, or perhaps receive a bonus gift.

In this section, our focus is on how the government (in our mixed economy) might
use various incentives to encourage the consumption of a particular good or service
they believe is beneficial, or alternatively may use disincentives to discourage the
consumption of something believed to be harmful. Figure 1.22 provides an overview
of the main types of government incentives:
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FIGURE 1.22 The use of government incentives and disincentives to modify consumer behaviour and decisions

Using government incentives and disincentives

to help guide consumer behaviour and decisions

Government incentives

(to encourage consumption) =

•  Payment of subsidies
•  Offer tax rebates

Government disincentives

(to discourage consumption) =

•  Impose indirect taxes
•  Laws, regulations and fines

Government incentives for consumers

Subsidies are cash payments or
tax offsets from the government
to consumers or producers. They
act as an incentive to encourage a
particular activity.

Tax rebates help to reduce the
amount of tax normally paid
and hence act as an incentive to
encourage an activity.

Indirect taxes are those levied on
the sale of a good or service (e.g.
the excise on tobacco, alcohol and
petrol). They act as a disincentive
to consumers and producers to
discourage a particular activity.

• The payment of consumer subsidies: The Australian government frequently pays subsidies or cash
payments to encourage consumers to purchase a product whose consumption brings personal or broader
social benefits. Here we might think of subsidised solar energy panels, rainwater tanks, and energy efficient
LED globes, along with free COVID-19 testing and vaccinations. Subsidies are also provided to help cover
the costs of childcare for working parents and training courses for the unemployed. Subsidies like these
help to positively change behaviour. They make some goods or services more attractive and affordable, or
possibly it may even be provided free of charge. Rational and self-interested consumers are normally keen
to take up these offers.

• Offer tax rebates: The government also uses tax rebates (also called tax offsets) as an incentive to try
to encourage consumption of a good or service considered desirable or beneficial. Tax rebates are a tax
discount — they reduce the amount of tax paid on taxable incomes making the item cheaper and more
attractive to purchase than otherwise. For example, there are tax offsets of up to 30 per cent of the cost of
premiums for those households taking out private health insurance. By encouraging individuals to take
out private health insurance, this makes healthcare cheaper by keeping some individuals out of the public
healthcare system. There are also tax offsets for low- and middle-income earners, and for superannuation
contributions.

Government disincentives for consumers
• Impose indirect taxes: Governments sometimes impose indirect taxes

on the consumption of goods that they want to discourage because they are
dangerous for buyers or have bad effects on the broader community. The tax is
added onto the price of a product at the point of sale, making it more expensive
and hence less attractive for buyers. For example, the Australian government
has imposed very heavy excise taxes levied from the sale of tobacco,
alcohol, and fuel. There is also the 10 per cent Goods and Services
Tax (GST) that applies to many things we purchase.

• Enforce laws and government regulations: There are hundreds of government
regulations, often preventing the consumption of particular goods and services.
For instance, there are regulations about underage drinking and smoking, wearing
bike helmets, and insider trading of shares to make personal gains (i.e. using
special information that is not available to those outside the company).
Failure to comply with regulations may result in fines or other
penalties for consumers. Because we want to minimise pain and financial expense,
most individuals comply with government regulations.
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Weblink Science of persuasion

Digital document The Ultimatum Game (doc-31527)
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1.6 Quick quiz 1.6 Exercise

1.6 Exercise

1. This task is about consumer behaviour.
a. Explain what consumer behaviour involves. (2 marks)
b. Describe the traditional view of consumer behaviour and the key factors that influence this

behaviour. Apply this view to your decision to buy a secondhand car. (6 marks)
c. Explain the concept of marginal utility as a factor affecting consumer behaviour. Provide an

original example to demonstrate this concept. (4 marks)
d. Describe how you might set up and conduct an actual experiment to demonstrate the concept of

diminishing marginal utility for consumers. (3 marks)
e. Explain the concept of incentives and disincentives, noting why they are often used by

governments. (4 marks)
f. Complete the following table by identifying the type of government incentive or disincentive, explaining

how it may work to improve society’s general wellbeing.

Action

Classify and explain the
type of government
incentive

i. A higher tax imposed on the sale of premixed alcoholic
drinks

ii. The provision of $200 entertainment, hospitality, and
travel vouchers for use by consumers after the COVID-19
lockdowns

iii. The need to have age ID for entering a nightclub

iv. A police road blitz with booze buses stationed on
highways over Easter

v. Installation of speed cameras

vi. The distribution of free rapid antigen test kits for COVID-19

g. Litter is a real problem at many schools. The solution is to try to change student behaviour in this area. As a
member of the student representative council and a school prefect, explain how you could use incentives
or disincentives to correct this problem. (2 marks)

Solution and sample responses are available online.
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1.7 Businesses and their behaviour as
economic agents

KEY KNOWLEDGE

• the traditional economic viewpoint of business in the economy: profit maximisation
• the ways businesses might respond to incentives and disincentives, including taxes and tax rebates,

subsidies and regulations

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

There are about 2.5 million businesses operating in Australia, making up the private sector of the economy.
Business behaviour looks at the factors influencing the decisions of firms involving the production and sale of
goods and services. Over the years our understanding of businesses has grown, and as new challenges arise firms
have been forced to adapt their operations.

1.7.1 The traditional economic viewpoint of business
The traditional view of a business is that it generally seeks profit maximisation in both the short-term and
especially long-term. The gross or pretax profit is calculated by simply taking the total value of revenues gained
from sales of goods and services, and then subtracting the total value of production costs. Net, or after-tax profit,
is what is left after subtracting the value of company tax to be paid.

So, in order to maximise their profits, most firms make decisions that seek to do two main things — maximise
their sales revenues and minimise their production costs:

• Maximise sales revenue. Firms usually make decisions (especially in the long-term) that try to maximise
the revenue they receive from selling their goods and services. This means using strategies that seek to
capture extra customers (e.g. through advertising or the development of new products through innovation)
and try to grow the firm’s share of the market in which it sells (e.g. through aggressive pricing in the
short-term). It also means giving consumers what they seek — a quality product sold at a competitive price.
After all, there is a high degree of consumer sovereignty in our economy.

• Minimise production costs. The other way for firms to maximise profits is to try and cut production
costs — the cost of wages (for staff or labour resources), raw materials, equipment, transport, and utilities
like power and water. This means being efficient in the use of resources where the aim is to gain a higher
level of output from a given level of inputs.

Business behaviour looks at the
factors influencing the decisions
of firms involving the production
and sale of particular goods and
services. The main assumption
here is that most firms attempt
to maximise profits by minimising
costs and increasing sales revenue.

Profit maximisation is a common
aim of most businesses. It is where
a firm tries to make the largest profit
it can, by boosting sales, being
efficient and keeping production
costs low. Some firms seek to
maximise short-term profits while
others pursue this in the long-term.

Providing there is strong competition in markets between rival sellers, this type of
behaviour encourages efficiency and checks the self-interest and greed of businesses.
However, unfortunately in a number of Australian markets, competition is weak.
Some monopoly-type firms and others collude to restrict competition. They have
considerable market power — that is, they can charge higher prices without worrying
about being undercut by their competitors. We will see shortly that this is another
reason why there is a need for government intervention in the economy to promote
competition, improve the general satisfaction of society’s wants and promote better
living standards.

While, traditionally, profit maximisation is the focus for most firms, there are other
things that influence decision making. For example, increasingly farming, mining and
manufacturing firms are sensitive to their reputation and image, as portrayed in the
media. For example, product sales could drop badly if attention was drawn to CO2

emissions or pollution. Many firms also try to give back to the community (e.g. the
Wales Rescue Helicopter), although perhaps this might also help boost sales. In addition, firms are affected by
government policies related to occupational health and safety (OH&S), the setting of minimum wages, and laws
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relating to competition. Finally, there are around 600 000 Australian businesses that are not-for-profit and not
motivated by self-interest. Clearly, the traditional economic viewpoint does not explain their behaviour.

FIGURE 1.23 While most businesses see the growth in profits as important, it is not the only goal used to guide
their decisions.

1.7.2 How businesses might respond to government incentives
and disincentives
As was the case with consumers, governments also use incentives and disincentives to change the behaviour
of businesses as economic agents. An incentive is an inducement designed to further encourage behaviour that
would not otherwise occur to the same extent. On the other hand, disincentives are the opposite. They try to
discourage certain behaviour. Both these strategies represent forms of government intervention in our economy
to improve general wellbeing and assume that most businesses make decisions based on their own self-interest
and a desire to maximise profits. Figure 1.24 provides an overview of the government’s approach.

FIGURE 1.24 Using government incentives and disincentives to modify business behaviour

Government incentives and disincentives to help guide business behaviour

Government incentives

(to encourage consumption) =

•  Payment of subsidies
•  Offer tax rebates

Government disincentives

(to discourage consumption) =

•  Use direct and indirect taxes
•  Regulations, laws and fines

Government incentives for business
The payment of business subsidies

• The Australian government uses subsidies or cash payments to businesses designed to influence their
economic decisions. These help to cover some production costs, improving profitability. Usually, subsidies
target and incentivise the production of goods and services that bring with them broader benefits for an
industry, the economy or society generally.

For example, in 2020–21 during COVID-19 lockdowns, there was the temporary JobKeeper wage subsidy.
This involved the government paying some of the wage costs for businesses, so they could hang onto their
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staff ready to start up later. Similarly, subsidies were paid to airlines and tourist and hospitality operators
struggling to survive because of the lockdowns. There is also the Tasmanian Freight Equalisation Scheme
to help reduce business costs for firms in that state, disadvantaged by higher transport costs for moving
goods to their markets on the mainland or abroad. In addition, subsidies have been paid for the building of
submarines and patrol boats for the Navy, along with those to private schools and the coal industry. While
the latter subsidy unintentionally encourages an industry that is environmentally damaging (by contributing
to CO2 emissions that accelerate climate change), it is used to make our coal prices lower, expanding sales,
production and employment.

Offer tax rebates for business
• The government also uses tax rebates (also called
tax offsets or deductions) as incentives to influence
the decisions made by businesses. By offering tax
discounts, rebates increase after-tax profits, encourage
the expansion of business, production, and employment,
and help keep the prices of goods and services lower
than otherwise. For example, if a business making a
profit was required to pay $10 000 a year in tax and it
had $2000 in tax offsets, the number of taxable dollars
would be cut by $2000 to just $8000, improving the
firm’s net profits and survival prospects, encouraging
expansion.

Currently, for example, there are many tax offsets offered. One of these is the Instant Tax Write-offs for
small- and medium-sized businesses purchasing new capital items (e.g. a ute for a builder, a refrigerator
or stove for a restaurant). Other tax offsets or deductions might include the cost of interest on borrowed
credit, the value of depreciation (wearing out of equipment), repairs, costs of emissions reductions and
other outlays on running the business and earning income.

Government disincentives for business
Use of taxes

• Government direct and indirect taxes can act as a disincentive for businesses — they impose costs and/or
reduce final profits. Company tax is a levy directly on each dollar of profit or taxable income of firms.
For large businesses the current rate is 30 per cent while, after recent reductions, for small to medium
enterprises it is 25 per cent. Having two tax rates like this provides additional encouragement for the
start-up and expansion of smaller firms, creating more jobs. However, because these rates are both higher
than those in many other countries overseas, Australian firms are at a competitive disadvantage. Without
additional tax cuts, this discourages business expansion.

The government also uses indirect taxes to affect business decisions and reduce market failure. These are
placed on selected goods, especially targeting those that create social costs to the wider community or
that use production methods that harm the environment. These taxes make production more expensive
and less profitable. For example, there are especially heavy indirect excise taxes designed to make the
production and sale of cigarettes and alcohol less profitable. This is partly because their consumption by
some individuals causes great harm to others in the community who then suffer losses and pay costs (e.g.
health, medical treatment, and loss of life). Another example of an indirect tax designed to alter business
decisions was Australia’s carbon tax (2012–14). By taxing the worst polluting businesses at the starting
rate of around $23 per tonne of CO2 emissions, the government’s intention was to make pollution more
costly and hence less profitable for firms, encouraging them to look for cleaner products and production
methods.
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Government regulations and laws

Australian Competition and
Consumer Act 2010 (ACCA)
involves laws or legislation that
make price fixing and other forms
of collusion by firms illegal.

• Government regulations can also act as a disincentive for some business activities. There are hundreds
of these that attempt to influence decisions and improve the general wellbeing of Australians. Many ban
or restrict the production of certain products that bring harm to society. For instance, there are directives
applying to illegal drugs, firearms, gambling, alcohol, and prostitution. There are also laws relating to
occupational health and safety (OH&S), full disclosure of product information and food labelling, cigarette
packaging, industrial waste disposal, paying minimum wages, closures during pandemics, taxation,
contributions to staff superannuation, standards for product design, and the
promotion of competition between firms (e.g. using the Australian Competition
and Consumer Act 2010 or ACCA). Failure to comply with regulations or laws
may result in heavy fines or other penalties for businesses. Most firms are
compliant because they usually want to avoid government fines and other
adverse legal consequences.

1.7 Activities
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1.7 Quick quiz 1.7 Exercise

1.7 Exercise

1. Outline what the study of business behaviour involves. (2 marks)
2. Traditionally, it is assumed that businesses make decisions that help maximise their profits and

self-interest. Explain what profit maximisation means. (2 marks)
3. Explain why strong competition amongst businesses in an industry or market is important. (2 marks)
4. In terms of their nature and aims, distinguish between government incentives and government

disincentives that are applied to businesses. As part of your response, provide two original examples
of each. (4 marks)

5. This question is about running your own clothing business.
a. Taking a traditional view of your business, explain your main aim or goal. (1 mark)
b. Identify and outline your main production costs. (1 mark)
c. Explain how you would calculate your gross profit and net profit. (1 mark)
d. In order to reduce your retail prices to become more competitive against cheaper imported

garments from overseas and yet still make a profit, you decide to try and find ways to cut production costs.
Suggest two tactics you might be able to use. (2 marks)

e. Explain how the government might be able to use incentives to help make your business more
competitive and profitable. (2 marks)

f. Explain how a reduction in government tariffs on clothing (i.e. the tax added onto the price of
imports that is designed to make the local product cheaper and to protect firms from foreign competition)
would be likely to affect your business. (2 marks)

Solution and sample responses are available online.

TOPIC 1 Thinking like an economist 49

UNCORRECTED PAGE PROOFS
 



“c01ThinkingLikeAnEconomist_PrintPDF” — 2022/7/18 — 23:09 — page 50 — #48

1.8 Governments and their role as economic agents

KEY KNOWLEDGE

• the traditional economic viewpoint of the government in the economy: maximisation of living standards
• the role of government in economic stabilisation, improving efficiency in resource allocation and redistribution

of income to improve living standards

Source: VCE Economics Study Design (2023–2027) extracts © VCAA; reproduced by permission.

Australia has a mixed economy where the free market operates to make most decisions. However, because of
weaknesses and market failure, some level of government intervention or direction is necessary to help promote
better material and non-material living standards and general wellbeing.

As an economic agent, government intervention in the economy takes several forms:
• Stabilisation of economic activity to help improve living standards
• Increasing efficiency in resource allocation to help improve living standards
• Redistributing income more fairly to help improve living standards.

1.8.1 Stabilisation of economic activity to help improve
living standards
Earlier we saw that pure market economies are often unstable. Typically, they experience a business cycle in
economic activity involving four phases. These are shown in Figure 1.25:

FIGURE 1.25 How governments can use policies that manipulate the level of spending, which can be used to
help stabilise the level of economic activity and improve living standards
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• At the top of the cycle, there is often a boom. Here, national output is stretched beyond the economy’s
productive capacity. It starts to overheat, and shortages of goods and services appear because output can’t
keep up with spending. As a result, there is rapid inflation where most prices are rising. Unfortunately,
this lowers living standards for most people because it erodes the purchasing power of wages and family
incomes.

• At the opposite extreme, there may be a recession. National output or GDP falls, and this causes a rise in
unemployment, and hence a drop in average incomes and consumption per person. Living standards are
depressed and society’s overall material and non-material wellbeing is undermined.

• Between these extremes there are periods of contraction and later, expansion.
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Unfortunately, instability like this lowers living standards and society’s general wellbeing.

However, since World War II, one important role of the
government is economic stabilisation so that the level of
economic activity is neither too strong nor too weak. As
shown on Figure 1.25 (see the broken blue line) the ideal
or sustainable rate of GDP growth is to have a rise of
around 3 per cent a year, at a level midway between the
boom and recession. This involves using various policies
to manipulate the level of spending on Australian-made
goods and services or aggregate demand. For example,
thinking back to the three-sector circular flow model,
budgetary policies could be used to change the value of
taxes (a leakage that slows spending), and/or government
spending (an injection that boosts spending). By changing
these two things in a countercyclical way, the severity of
booms and recessions can be reduced, and the level of
stability improved.

• Policy during booms: As the pace of economic activity quickens and starts to become excessively
strong (perhaps where annual rates of GDP growth are above 3–4 per cent), the government could
countercyclically slow total spending by increasing taxes and/or cutting government spending. This would
help to avoid an inflationary boom.

• Policy during recessions: In reverse, as economic activity slows and starts to become too weak (perhaps
where annual rates of GDP growth are below 2–3 per cent), the government could countercyclically boost
spending by cutting taxes and/or raising government spending. This would help to reduce the severity of a
recession and keep unemployment lower than otherwise.

Later we will see that there are other policies that can also be used to help stabilise spending and the economy,
like changing interest rates. The main point here is that by stabilising the economy and avoiding severe booms
and recessions, economic conditions can become more favourable for material living standards (related to levels
of incomes and consumption per person) and non-material living standards (related to the quality of daily life).

1.8.2 Increasing efficiency in resource allocation to help improve
living standards
Resources are scarce and need to be used or allocated efficiently — that is, in ways that help to maximise the
general satisfaction of society’s wants and wellbeing. It has already been mentioned that, usually, the operation
of free markets and the price system ensure that resources are allocated or channelled to where they are most
wanted or most valued by consumers. Goods and services not valued or purchased would not be supplied.
Producers simply follow price signals or incentives from the market since these allow them to maximise their
profits. In addition, competition between firms selling a particular product ensures that the most efficient or
lowest cost production methods are used.

Economic stabilisation is when
the level of economic activity is
neither too strong nor too weak.

Free markets are those where
all decisions are made by the
price system without government
intervention.

However, you may recall that despite their general efficiency, sometimes there
is market failure (e.g. when competition between rival sellers is weak). This
reduces efficiency in resource allocation because the satisfaction of wants is not
maximised, lowering living standards. Again, wellbeing can be improved through
government intervention — yet another justification for having a mixed economy
rather than a pure market economy. Intervention designed to improve efficiency in
resource allocation can take various forms.
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Australian Competition and
Consumer Commission (ACCC)
is an institution set up to promote
competition in markets and enforce
the Australian Competition and
Consumer Act 2010.

• Government laws promote stronger competition: Strong competition among firms helps to increase
efficiency in resource allocation. It is also seen as a good thing for consumers because they get a better
product and quality service, at a lower price. However, to increase profits some Australian businesses
have tried to limit competition and collude with rival firms, grow their market power, and raise prices for
consumers. By firms limiting competition, efficiency in resource allocation is reduced. No longer is there as
much pressure to cut costs, develop improved products and try hard to maximise customer satisfaction.
For this reason, the Australian government has passed laws to promote stiffer competition between rival
businesses. Here, we think especially of the Australian Competition and Consumer Act 2010. Under this
legislation, some anti-competitive business activities are illegal; for example, fixing minimum prices in an
industry, and collusion between key firms to reduce competition and push up prices.
If a company is found guilty of these offences, there are heavy fines of up to $10 million for each
incident, as well as possible jail sentences for directors. There are also rules about company mergers and
takeovers to ensure that these do not reduce market competition and efficiency. In the past few years, the
ACCC has conducted high-profile investigations across a range of industries. The enforcement of the
Australian Competition and Consumer Act 2010 is done by the Australian Competition and Consumer
Commission (ACCC).

• The government provides some socially beneficial goods and services: Normally the free operation of the
market, demand and supply, and the price system ensure that resources are channelled into areas where they
are most wanted by consumers. However, if left to the free operation of the market and the private sector,
failure can occur.
Insufficient resources may be allocated to the provision of some socially beneficial goods and services we
all need. Here we might think of things like education, health, and housing. The problem is that these goods
and services are very expensive to produce and so they cannot be sold profitably at a low and affordable
price so that everyone, including those on low incomes, can have an education, receive medical treatment
and enjoy a roof over their head. Such goods and services would be under-produced unless the government
intervenes and makes these available free or at a low price through the public sector. Again, when there
is market failure, government intervention is needed to ensure that resources are allocated efficiently to
maximise consumer satisfaction and living standards.

• Laws that discourage socially harmful production: In a pure market economy, there is consumer
sovereignty. Firms are happy to produce whatever people demand, as long as it is profitable. Although
rational, educated and informed consumers generally make good choices that maximise satisfaction, market
failure can occur. Some goods and services might be profitable, but their production and consumption
cause harm to others and involve costs, lowering society’s general wellbeing. Take, for example, the
consumption of alcohol. Most people are responsible and know when they have had enough, but judgement
is confused when they have had too much. In turn, this can cause the loss of life and property, injury and
be an expense to taxpayers and other individuals, who are saddled with medical and repair costs. We might
also think about the production and consumption of dirty goods like coal that involve high CO2 emissions.
The production of these goods pollute the environment and reduce the quality of life for current and future
generations. They also reduce efficiency in the allocation of resources, because they undermine society’s
overall wellbeing.
Again, in these and other instance where socially undesirable goods and
services are produced that have wider negative effects on living standards,
a case exists for government intervention in the economy. As we have
recently seen, there are things the government can do to improve efficiency in
resource allocation and our wellbeing. For one, governments can use laws to
ban or limit the production of such goods. Alternatively, they can use
disincentives like taxing these products heavily, making them less attractive for
consumers and producers.
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1.8.3 Redistributing incomes more fairly to help improve
living standards
The operation of the free-market economy
is able to distribute or share goods, services
and income that have been produced
between those who have sold resources.
People who sell wanted natural, labour
and capital resources are more valued.
They are traded at a higher price, receive
greater incomes and hence can purchase
more goods and services. Those who
make no contribution or are unemployed
would normally receive no income. Living
standards would be desperately low, and
many would be forced into poverty and
living without dignity. Although in some
ways this market-based system might
appear fair, especially those on high
incomes (some of whom were fortunate
to be born into wealthier families), great
income inequality comes at a high social cost — civil unrest, crime or even revolution could threaten the
economic system. If left unchecked, the unequal access to incomes, goods and services becomes even more
uneven over time — the rich get richer and the poor get relatively poorer.

To help avoid this and to ensure people can live with some dignity and enjoy fair and equitable living
standards, the government intervenes in our mixed economy to narrow the gap in incomes and consumption.
Redistribution of incomes like this might involve using the following policies:

• The government uses progressive income taxes: A progressive income tax is one where the tax rate rises
with income. For example, in Australia during 2022–23, those on relatively low incomes of less that
$18 200 per year pay no tax at all. However, as income rises, marginal tax rates step up progressively to
45 per cent of each dollar above $180 000, significantly closing the income gap.

• The government pays welfare benefits to the neediest: Again, to ensure that low-income individuals can
afford to buy basic goods and services like food, shelter and clothing, cash welfare benefits of perhaps
$300–$400 per week are paid to the neediest — for example, the unemployed, aged, carers, and families.
This is largely funded by progressive taxes paid by those on higher incomes.

• The government’s provision of some services: The Australian government provides some basic services
like access to health (through Medicare and the availability of bulk billing for some doctor consultations),
education (in government schools and some free tertiary courses), and housing (through the provision of
some low-cost public rental accommodation). Again, progressive income taxes help to pay for these so that
more people can enjoy reasonable living standards.

Redistribution of income is a
key function of governments in a
mixed economy where policies
are used to reduce income
inequality so that all people can
enjoy reasonable living standards.

Despite these strategies, today there is still much inequality in living standards.
The top 20 per cent of income earners receive around 40 per cent of Australia’s
income cake, while the lowest 20 per cent of income earners gain only about 8
per cent! Wealth is divided even more unevenly again, with the top 20 per cent
owning over 60 per cent of the nation’s assets, with those at the lower end holding
less than 1 per cent!
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1.8 Activities

Students, these questions are even better in jacPLUS

 

Receive immediate 
feedback and access 
sample responses

Access 
additional 
questions

Track your 
results and 
progress

Find all this and MORE in jacPLUS 

1.8 Quick quiz 1.8 Exercise

1.8 Exercise

1. Australia has a mixed economy. Explain what this means. (3 marks)
2. Outline three important roles of the government in a mixed economy. (3 marks)
3. This question is about government intervention in a mixed economy:

a. Market economies are typically unstable. Explain. (2 marks)
b. In a mixed economy, outline how the government might stabilise the level of economic activity

as a way of improving living standards. (2 marks)
c. In the absence of government intervention, explain one way in which there is market failure

causing inefficiency in the allocation of scarce resources. (2 marks)
d. Outline two ways the government could help increase efficiency in resource allocation, leading

to better living standards. (2 marks)
e. In a pure market economy, there would be great inequality in income and living standards.

Explain. (2 marks)
f. In a mixed economy, outline two ways the government could help to reduce the level of income

inequality so that more people can enjoy reasonable living standards. (2 marks)

Solution and sample responses are available online.
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1.9.1 Summary
What is economics?

• Economics is the study of how limited resources or productive inputs are used to help make individuals and
society better off materially and non-materially.

• Economics includes the study of macroeconomics and microeconomics.
• Macroeconomics looks at the whole economy and the factors that affect the nation’s general economic

conditions (e.g. rates national spending, output, unemployment and inflation).
• Microeconomics examines the smaller bits that help to make up the overall economy. These include

examining the operation of a particular firm, an individual market, a sector or a specific industry.
• As a study, economics is also divided into positive and normative economic investigations.

• Positive economics. Most commonly, economics uses an analysis of issues where the investigation is
largely free of personal values, feelings or opinions, and is based on hard factual evidence about the
situation as it exists in reality.

• Normative economics. Sometimes personal, value-based statements are also made by economists about
what should be done, based on their personal opinions, likes and dislikes. This is called normative
economics.

People’s unlimited needs and wants

A starting point in the study of economics is that society’s wants for goods and services (products) are virtually
unlimited due to:

• population growth
• the reoccurrence of some wants after they have been initially satisfied
• materialism
• advertising and planned obsolescence.

The limited supply of resources available for use in production
• Resources are the inputs needed to make goods and services. There are three types of resource:

• natural resources (i.e. inputs found in nature)
• labour resources (i.e. mental talents and the physical power of workers)
• capital resources (i.e. physical plants and equipment that make other resources more efficient).

• What a country or individual can potentially produce is limited because the volume (quantity) and
efficiency (quality) of resources is finite (limited).

The basic economic problem of relative scarcity
• Relative scarcity is simply the imbalance between people’s unlimited wants on the one hand, and on the

other, limited resources available to satisfy those wants.
• Due to the problem of scarcity, economic choices must be made and it is vital that resources are used or

allocated efficiently to help maximise the general satisfaction of society’s wants to improve its wellbeing.

The nature and purpose of economic activity and the influence on living standards
• Economic activity is a term used to describe the production process where firms use resources and convert

them into the finished goods and services we need and want.
• The most common measure of the level of economic activity or the value of finished goods and services

produced by a country in a year is called gross domestic product (abbreviated as GDP).
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• Nations that have higher levels of production and income per person generally have higher average
material living standards or wellbeing than countries with lower levels of GDP per head, because they have
higher average incomes and consumption levels per person.

• Non-material living standards refer to the quality of our daily lives and mostly relate to influences not
closely connected to money or income — elements such as freedom, happiness, life expectancy, mental
and physical health, relationships, crime rates and the environment.

• Economic activity or production may both help and harm aspects of overall living standards. Sometimes,
there are trade-offs between advancing society’s material wellbeing as opposed to promoting its
non-material wellbeing.

Choice and the concept of opportunity cost
• Given scarcity and the fact that we cannot have everything we want, countries (and individuals) are forced

to choose between alternative uses of the available resources.
• A decision to have one thing results in the loss of another; that is, production in one area is forgone to gain

the advantage of another area of production. This is called opportunity cost.
• The production possibility diagram (PPD) illustrates issues related to the economic choices that are made.
• The production possibility frontier (PPF) maps out the production combinations or choices that are possible

when a nation uses all resources as efficiently as technology currently permits. It also shows the economy’s
productive potential, capacity or limit.

• The most efficient choice or allocation of resources is an output mix or combination located somewhere on
the production possibility frontier. Here, the satisfaction of society’s wants is at its maximum.

• A point outside the production possibility frontier is not currently possible due to the lack of resources
available. In contrast, at a point inside the frontier, there would be unemployment, poverty and lower living
standards.

• A country can cause its production possibility frontier to grow if it increases the volume and/or efficiency
of its resources. Having a bigger frontier would enable more goods and services to be produced
simultaneously, increasing material living standards. However, sometimes trade-offs are involved and gains
can be offset by costs (e.g. perhaps the negative environmental impact on non-material living standards of
increasing material living standards).

• Trade-offs reduce the anticipated gains when making decisions about resource allocation. Cost–benefit
analysis can be used by individuals, firms and governments to weigh up both benefits and costs so as to
arrive at the most beneficial decision overall.

The three basic economic questions and types of economic system
• Given the basic economic problem of scarcity, all countries need economic systems to help organise the

nation’s production and distribution of goods, services and incomes.
Relative scarcity means that there are three basic economic questions that all economic systems must
answer:
• The what and how much to produce question (i.e. the type and level of particular goods and services to

be produced)
• The how to produce question (the production methods to be used to make goods and services)
• The for whom to produce question (how the goods, services and incomes that have been produced are to

be divided or shared between people).
• There are three main types of economic system, along with a hybrid — traditional economies, pure market

economies, purely planned economies and mixed economies (the hybrid).
• The traditional economy answers the three basic questions by following long-held customs and rules

that determine what is produced, how it is produced and how output is shared. Change is slow and living
standards are uncertain.

• The pure market economy relies on the operation of the market or price system to answer the three basic
economic questions:
• There is consumer sovereignty and so the types of goods people do or don’t buy is reflected in relative

prices and profits. Profit-seeking owners only produce what consumers want and, in this way, the market
efficiently answers the what question.
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• The how question is again answered by competition and the market that enable private-sector firms to
pick the cheapest production method and resources available, ensuring productive efficiency.

• The for whom question is again answered by the market that determines the level of personal wages and
income and hence affects the quantity of goods and services that each person can purchase.

• The planned economy is one where the central government typically owns the means of production and
makes key economic decisions.
• The what question is answered by the government that controls which particular types of goods and

services are produced using 1- and 5-year plans.
• The government answers the how question and controls the production methods used within the public

sector to make goods and services.
• The government also controls the way goods, services and incomes are divided or shared between

individuals. Often there is an attempt to minimise wage differences and inequality.
• The mixed economy is a hybrid. It relies mostly on the operation of the market to answer the three basic

questions, but because of weaknesses there is some government guidance or intervention to help correct
instances of market failure.

• Australia, like most other countries these days, has a market economy where economic decisions largely
depend on the operation of markets (a market system where buyers and sellers negotiate relative prices),
and most businesses are privately owned by profit seekers. However, the government attempts to correct
some instances of market failure by guiding the way the three basic economic questions (what, how and for
whom) are answered.

The three-sector circular flow model
• Economic activity refers to the process of production — that is, converting resources into finished goods

and services.
• The main purpose of economic activity is to help satisfy society’s needs and wants. Depending on its

success, this influences material and non-material living standards.
• The simple three-sector circular flow model, representing a mixed economy, is a diagram that shows how

the various parts making up the economy interact to organise the production and distribution of goods,
services and incomes. In this model:
• There are three main sectors or groups of economic agents — the household or consumer sector that

includes all people in the country; the business or producer sector that makes up the private sector and
includes small, medium and large enterprises; and the government or public sector made up of all levels
of administration.

• There are four main interconnecting flows between the three sectors. These show the main relationships
between various groups or economic agents.

• The four flows are equal in value and move interdependently.
• The model can be used to explain why economic activity (national production or GDP) moves up

(a period of expansion leading to a peak, perhaps a boom) and down (a period of contraction leading
to a trough, perhaps a recession), largely in response to changes in household and government spending.

• Changes in the pace or level of economic activity affect both material living standards (by changing
employment, income and consumption levels), as well as non-material living standards (by changing
happiness, stress, mental and physical health, level of social isolation, pollution).

• The model can also be used to predict the effects of ups and downs in economic activity on levels of
inflation, unemployment, incomes, and living standards.

Consumers and their behaviour as economic agents
• Consumer behaviour looks at why, how, where and when consumers choose to purchase or not purchase a

good or service, and draws on ideas from psychology, anthropology and economics.
• The traditional explanation of consumer behaviour focuses on the following:

• In making decisions, consumers are self-interested, rational, and try to minimise pain.
• That consumers have complete and accurate information and ordered priorities.
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• Marginal utility is a concept that some believe has a great influence on consumer behaviour.Marginal
utility is a term used to describe the extra satisfaction gained from consuming additional quantities of a
good or service over a short period of time.

• Governments in a mixed economy sometimes try to alter consumer behaviour using incentives or
rewards (like subsidies or tax offsets), and disincentives that punish (like indirect taxes and regulations).
By changing decisions, the aim is often to reduce market failure and to increase general living standards.

Businesses and their behaviour as economic agents
• Business behaviour looks at what and how businesses produce goods and services, and what motivates

them.
• The traditional view is that most businesses seek to maximise their profits. They do this by trying to cut

production costs and maximise their sales.
• Governments in a mixed economy sometimes try to influence business behaviour using incentives (like

subsidies or tax offsets) and disincentives (like taxes, laws and regulations). By changing decisions, they
aim to reduce market failure and to increase general living standards.

Governments and their role as economic agents

In a mixed economy, there are three central roles for governments in a mixed economy:
• Stabilising the level of economic activity using countercyclical policies (e.g. changes in tax and government

spending) to affect total spending. By using measures to lift spending in recessions and slow it in booms,
the government can reduce the severity of booms and recessions. This helps to improve domestic economic
conditions needed for better living standards.

• Improving efficiency in resource allocation involves the government using policies (e.g. promoting
competition through laws like the ACCA, subsidies and taxes), to reduce various types of market failure
and thereby improve material and non-material living standards.

• Redistributing incomes more equitably using various government policies (e.g. progressive rates of income
tax, welfare benefits to the neediest, and the provision of free services) helps to ensure that all people can
access basic goods and services and enjoy reasonable living standards.

1.9.2 Key terms

Australian Competition and Consumer Act 2010 (ACCA) involves laws or legislation that make price fixing and
other forms of collusion by firms illegal.
Australian Competition and Consumer Commission (ACCC) is an institution set up to promote competition in
markets and enforce the Australian Competition and Consumer Act 2010.
Behavioural economics has sought to better explain consumer behaviour than the simplistic theories
traditionally used. It has found that individuals making decisions are guided by bounded rationality where they
take shortcuts such as adopting herd behaviour or applying the status quo. This occurs because we have, for
example, limited time to complete research and inadequate brainpower to weigh up all the possibilities.
Boom is a phase of the business cycle where output has reached its limit and excess spending causes shortages
of goods and services, leading to inflation.
Business behaviour looks at the factors influencing the decisions of firms involving the production and sale
of particular goods and services. The main assumption here is that most firms attempt to maximise profits by
minimising costs and increasing sales revenue.
Business cycle diagramsinclude four phases — boom, slowdown, recession and recovery in economic activity.
Capital resources (or capital equipment) involve manufactured or producer goods. This includes the physical
plant and machinery (that may incorporate new technology) used by a firm to help make other finished goods and
services.
Consumer behaviour looks at why, how, where and when consumers choose to purchase or not purchase a
good or service. The traditional viewpoint is that consumers are motivated by self-interest, are well informed and
seek to maximise utility or satisfaction when they make purchases.
Consumer or household sector comprises all people in the country. They supply resources to businesses and
purchase finished goods and services.
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Consumer sovereignty is a key feature of market economies when key economic decisions are being made.
For instance, consumers control what types of goods and services are produced. To maximise profits, producers
simply follow consumer wishes and are guided by changes in relative prices.
Contraction is a phase of the business cycle where national production or GDP levels in the economy are falling.
This causes a rise in unemployment and slower inflation.
Cost–benefit analysis is a matter of adding up the anticipated value of all the direct and indirect costs of a
particular decision (e.g. resource and monetary costs, time, opportunity costs) in both the short-term and long-
term, and comparing these against the total value of the anticipated benefits. It is used by individuals, firms and
governments to help guide decisions.
Disincentives are used by the government to discourage or punish certain consumer and business behaviour
when, as economic agents, they are making economic decisions. Examples include the imposition of taxes or the
application of government regulations and laws.
Economic activity occurs when resources are used by an economy to produce goods and services. In the
process, this also affects inflation and unemployment rates in an economy.
Economic agents are those groups in an economy that make key decisions. They include consumers, producers
and governments.
Economics is a study of human behaviour. It involves looking at the way individuals, families, businesses and
governments make decisions or choices about how to use their limited resources in ways that best help to satisfy
their basic needs and unlimited wants. In making these sorts of decisions, economics also studies issues related
to the production, consumption and distribution of goods and services.
Economic stabilisation is when the level of economic activity is neither too strong nor too weak.
Economy or economic system helps to organise the production and distribution of goods, services and
incomes.
Expansion is a phase on the business cycle. It is when production levels in the economy are rising, causing
unemployment to fall and inflation to slowly increase.
Free markets are those where all decisions are made by the price system without government intervention.
the government or public sector includes the activities and decisions of federal, state and local authorities in an
economy.
Gross domestic product (GDP) is the most common measure of the level of economic activity and represents
the total value of finished goods and services produced by a country normally over three months or a year.
Incentives seek to encourage particular types of consumer or producer behaviour using rewards. These can be
either financial (e.g. subsidies or tax rebates) or non-monetary (e.g. special awards).
Indirect taxes are those levied on the sale of a good or service (e.g. the excise on tobacco, alcohol and petrol).
They act as a disincentive to consumers and producers to discourage a particular activity.
Labour resources are used in production and involve the various intellectual talents, as well as the physical
power, provided by the labour force.
Living standards is a concept used to describe how well-off people are generally. These are affected by both
material wellbeing and non-material aspects. Material living standards are dictated by our income level and the
quantity of goods and services we can purchase or consume each year, while non-material living standards relate
to the quality of daily life such as happiness, life expectancy, mental and physical health, crime rates, religious
and political freedom, and the environment.
Macroeconomics looks at the bigger picture and is concerned with levels of national spending, national
production (measured by gross domestic product or GDP) and national incomes, as well as the country’s overall
unemployment and inflation rates.
Marginal utility refers to the increased satisfaction gained by individuals from the consumption of an extra unit of
a product at a point in time.
Microeconomics often looks at the factors that influence the small bits, units or various parts making up the
overall Australian economy including the decisions made by individual consumers or single firms in a particular
market or industry.
Mixed economies are a type of economic system where most decisions are made by the operation of free
markets and the price system, but also where there is a limited degree of government intervention or regulation to
reduce market failure and improve living standards. Most countries these days have mixed economies.
Natural resources are the productive inputs that occur in nature — for example, climate, land, minerals, forests,
oceans and rivers.
Needs are goods and services essential for life (e.g. basic food, shelter and clothing).
Normative economics involves statements about what should be done, based on personal opinion, values, likes
and dislikes.
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Opportunity cost relates to the value of production or consumption forgone (i.e. given up) in one area, when
resources are allocated or diverted to their next best alternative use.
Planned obsolescence is a strategy used by some firms to try to boost sales and profits by deliberately making
products that quickly become outdated or wear out, requiring replacement.
Positive economics is based on hard evidence about what is actually the case. In other words, positive
economic analysis often involves basic statements of fact such as, ‘If A occurs, then B is the result’. No values
are involved.
Producer or business sector comprises all producers or suppliers of goods and services in an economy.
Production possibility diagram (PPD) is used to illustrate the many production combinations for a country that
is able to produce just two products and where all resources are used most efficiently. These combinations are
illustrated as points located on a production possibility frontier. It can also illustrate the concept of
opportunity cost.
Production possibility frontier (PPF) shows a nation’s productive capacity or physical limits to production when
all resources that are available are used to maximum efficiency.
Productive capacity represents the physical limits on the value of a nation’s output of goods and services. Its
level reflects the quantity and quality of resources available. It is represented by the PPF on a PPD.
Profit maximisation is a common aim of most businesses. It is where a firm tries to make the largest profit it can,
by boosting sales, being efficient and keeping production costs low. Some firms seek to maximise short-term
profits while others pursue this in the long-term.
Purely planned economy is one where all economic decisions about the production and distribution of output
are made by reference to government decisions, without any reliance on the market.
Pure market economy is one where all economic decisions about the production and distribution of output and
incomes are made by reference to the price system, without any government interference.
Recession is a phase of the business cycle where the value of output or GDP falls over at least two consecutive
quarters. It is associated with higher unemployment and lower inflation.
Redistribution of income is a key function of governments in a mixed economy where policies are used to
reduce income inequality so that all people can enjoy reasonable living standards.
Relative prices compare the selling price of one good or service against that of another. This affects the relative
profitability of different types of production.
Relative scarcity is the basic economic problem where the resources available for production are limited, relative
to society’s unlimited wants. Because resources are limited, society must make choices between alternative uses
or types of production.
Resources are productive inputs including natural, labour and capital resources (also called factors of
production) that are used by firms to make or supply goods and services.
Scarcity (also called relative scarcity) is the basic economic problem where the resources available for
production are limited, relative to society’s unlimited wants. Not all our wants can be satisfied. This forces society
to make economic choices or decisions involving the three basic economic questions of what, how and for whom
to produce.
Subsidies are cash payments or tax offsets from the government to consumers or producers. They act as an
incentive to encourage a particular activity.
Tax rebates help to reduce the amount of tax normally paid and hence act as an incentive to encourage an
activity.
Three basic economic questions for an economy arise because of the problem of relative scarcity. They include
the what and how much to produce question (the type and quantity of each good or service), the how to produce
question (production methods) and the for whom to produce question (how goods, services and incomes are
distributed amongst the population).
Three-sector circular flow model is a simple diagram that shows the three key economic agents or parts
making up an economy (the household or consumer sector, the producer or business sector, and the government
or public sector). It also shows the ways these sectors interact with each other through the four main flows (i.e.
flow 1 — resources, flow 2 — incomes, flow 3 — spending, and flow 4 — production).
Trade-off exists when to gain benefits, other things may have to be given up or sacrificed, resulting in
compromise. While there can be differences, in some ways the concept is like an opportunity cost, when to
achieve one goal or outcome, another suffers.
Traditional economy is one that today only exists in remote pockets of other economies. The three basic
economic decisions are answered according to long-held customs and beliefs.
Wants are goods and services we would like to have that make life more enjoyable. However, they are not
essential for survival.
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1.9.3 Practice school-assessed coursework

A REPORT ON AN INVESTIGATION INVOLVING TRADE-OFFS AND A COST–BENEFIT
ANALYSIS

This research question involves the preparation of a report about trade-offs and cost–benefit analysis associated
with a large coal mining project. Review the information below and then respond to the questions that follow:

Case study — the Carmichael coal mine:

In 2012, the Adani Group first proposed its giant Carmichael coal mining project for Northern Queensland in
the Galilee Basin, inland from the coast and the Great Barrier Reef. After opposition from some environmental,
Indigenous and political groups, indecision by governments, and a battle in the federal courts to get permission,
construction commenced in 2019. The project also involved rail, water, port terminal and other infrastructure.
Production and coal exports have now commenced.
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For additional information about this coal mine, conduct some online research, perhaps starting with the weblinks
in the onResources box.

a Define the economic term, trade-off. (1 mark)
b Identify and outline two likely trade-offs associated with the decision for coal mining to start. (2 marks)
c Outline what a cost–benefit analysis attempts to do. (2 marks)
d Imagine you are an independent consultant brought in by the government of the day. Prepare a detailed

cost–benefit analysis report to determine whether the project should have gained the green light to proceed.
As a start, you will need to do some online research (see some suggested links above). This report should
include the following elements:
• An outline of at least four important costs (5 marks)
• An outline of at least four important benefits (5 marks)
• An attempt to hypothetically calculate a benefit–cost ratio (2 marks)
• Your conclusion and recommended decision. (2 marks)

Resourceseses
Resources

Weblinks Mining

ABC
Australian Resources and Energy Group
Climate Council Organisation
Environmental Law Australia
Sydney Morning Herald

Digital documents Topic summary (doc-37938)
Key terms glossary (doc-37945)
Crossword (doc-31529)
Wordsearch (doc-31530)
Match-up definitions (doc-31531)
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1.9 Exam questions
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1.9 Section A: Multiple choice questions

Question 1

Concerning microeconomics and macroeconomics as areas of study, which statement is generally false?

A. Microeconomics often studies how particular firms, specific industries and individual markets operate.

B. Macroeconomics may study the operation of the circular flow model of the Australian economy and the role
played by the level of aggregate demand.

C. The problem of Australia’s car industry being uncompetitive against foreign car makers before it closed down,
mostly involves macroeconomic issues.

D. The issue of waterfront or aviation reforms are good examples of microeconomic studies.

Question 2

In economics, the problems of scarcity and choice arise because:

A. wants are always limited.

B. resources are limited relative to wants, which are virtually unlimited.

C. resources and wants are unlimited.

D. we do not have enough money.

Question 3

Which of the following is not generally regarded by economists as a physical capital resource?

A. The artificial snow-making dam and extra snow-making capacity constructed at Mt Hotham

B. Power lines and generators owned by Powercor

C. Manufactured items used by firms to help produce other goods and services

D. A household washing machine

Question 4

If the country represented in table 1.5 were located on its production possibility frontier, the opportunity cost of
increasing machine production from 0 to 30 million units per year would be:

A. 50 million units of food production.

B. 10 million units of machine production.

C. 60 million units of food production.

D. none of the above.
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TABLE 1.4 Production possibility table for a country that can produce food and/or machines with only the
resources at its disposal

Maximum production combinations or possibilities

Area of production A B C D E

Annual production of food (million units) 0 50 80 100 110

Annual production of machines (million units) 40 30 20 10 0

Question 5

Concerning the production possibility data in Table 1.4, which statement is true?

A. Production of both products could be increased simultaneously if the nation was actually located on its
production possibility frontier.

B. The opportunity cost of producing food decreases as more machines are produced.

C. There is no opportunity cost of producing more food.

D. Any combination of food and machines (points A, B, C, D and E) is regarded as an efficient allocation or use of
resources since total output is at its maximum.

Question 6

Concerning a production possibility diagram (PPD) and the production possibility frontier (PPF), which statement
is true when a country has access to extra natural resources and labour productivity rises?

A. There would be no change in the position of the PPF.

B. The country would be located at a point outside the PPF.

C. The country would be located at a point inside the PPF.

D. The country’s productive capacity and PPF would rise and shift outwards.

Question 7

Concerning a production possibility diagram (PPD) and the production possibility frontier (PPF), which statement
is true when a country has high levels of unemployment?

A. There would be an inward move in the position of the PPF and capacity would shrink.

B. The country would be located at a point outside the PPF.

C. The country would be located at a point inside the PPF.

D. The situation of unemployment cannot be shown on the PPD.

Question 8

Concerning a country’s production possibility diagram (PPD), which one of the following would have an effect on
the production possibility frontier (PPF) that is different from the other three?

A. Over 100 000 skilled immigrants arrived.

B. There was foreign investment in a new copper mine in NT worth $4.5 billion.

C. There was severe flooding across eastern Queensland, NSW and Victoria as in 2022.

D. The National Broadband Network (NBN) was finally completed.
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Question 9

What is a likely trade-off in the long term that is commonly associated with growing the size of the economy and
the PPF?

A. Increased CO2 pollution

B. Increased resource depletion

C. Accelerated climate change

D. All of the above

Question 10

Which of the following can be easily shown on a production possibility diagram for a country?

A. Currently unattainable output combinations

B. Unemployment and incomes

C. Rises in productivity and economic growth

D. All of the above

Question 11

Which statement about the simple three-sector circular flow model is incorrect?

A. There are four flows or streams shown on the model.

B. One sector involves everyone in the country and the other sectors include firms making up the private sector
and the public sector.

C. The various flows making up the model are assumed to be equal in value and interdependent.

D. The model shows the effects of spending on foreign goods and services, as well as household savings.

Question 12

Assume that the total value of spending by Australian households and governments fell from $60 billion to $55
billion over a year. Using the three-sector circular flow model, which of the following most logically predicts the
correct sequence or order of the effects on our economy?

A. National production would be likely to decline by $5 billion, incomes would fall, and unemployment of
resources would fall.

B. National incomes would probably rise by $5 billion, along with the purchase of resources and production.

C. National employment of resources would be likely to fall by $5 billion, GDP would decline and incomes would
decrease.

D. GDP would fall by $5 billion, and so the demand for resources and hence incomes would also decline.

Question 13

Thinking of the three-sector circular flow model, which statement is incorrect following a rise in total spending on
final goods and services by $100 million?

A. There would be a period of expansion in GDP, possibly leading to a peak.

B. There is likely to be a slowdown associated with a rise in the unemployment of resources among the
household sector.

C. There may be a rise in incomes received by the household sector.

D. The rate of inflation (a general rise in prices) may accelerate if spending rises too quickly.
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Question 14

Concerning the traditional view of consumer behaviour, which statement is false?

A. Consumers behave in rational ways when they make purchases of goods and services.

B. Consumers satisfy their more important needs and wants before their less important wants.

C. Consumers make buying decisions based on a sound knowledge of the associated advantages and
disadvantages.

D. Consumers are quite unpredictable when they make purchases.

Question 15

The concept of marginal utility is used to help predict consumer behaviour. Which statement is normally
incorrect?

A. Consumers gain most satisfaction from eating their second apple of the day, if apples are their favourite fruit.

B. The concept of utility does not apply well to an addicted shopaholic making hundreds of purchases this
Saturday morning.

C. On average, the purchase of your twentieth jumper in a week yields less utility than your fifteenth.

D. The consumption of your fifth chocolate milk this week will likely result in less utility than your first.

Question 16

Regarding the weaknesses of a pure market economy, which statement is mostly incorrect?

A. The free market always allocates resources efficiently.

B. The free market is likely to create much inequality in incomes and consumption.

C. Economic activity in a pure market economy is likely to be unstable.

D. Consumer sovereignty means that resources are usually allocated to where they are most valued.

Question 17

Which statement about economic systems is least correct?

A. Because of scarcity, all economic systems must answer the three basic economic questions.

B. Australia, the USA and Germany have mixed economies that offer the strengths of the market system with
government intervention to reduce some of the weaknesses of a pure market economy.

C. Traditional economies ensure that the living standards of people are relatively high.

D. A pure or free market economy does not always use resources efficiently, so living standards may suffer.

Question 18

Traditionally, business behaviour is directed towards which of the following?

A. Minimising costs

B. Lifting efficiency

C. Maximising profits

D. All of the above
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Question 19

In a mixed economy represented by the three-sector circular flow model, stabilising economic activity is an
important government function. Regarding this role, which statement is most correct?

A. In a recession, the government needs to use policies to slow household consumption spending to avoid
inflation.

B. In a strong recovery, the government should cut taxes and lift its spending.

C. In a boom, the government should raise taxes.

D. Countercyclical policies mean that as economic activity slows, governments need to cut their spending.

Question 20

In a mixed economy, the government redistributes incomes using various policies. Regarding this role, which
statement is incorrect?

A. In the absence of government intervention, the market would not provide incomes to those who are too old to
work.

B. For maximum effectiveness, the rich are normally excluded from receiving welfare benefits.

C. Progressive taxes are those where the tax rate varies inversely with income.

D. Because access to education and health are regarded as necessities and they are expensive to produce, they
cannot be sold cheaply by the private sector, necessitating provision by the public sector.

Resourceseses
Resources

Digital documents Multiple choice answer grid (doc-37952)
Multiple choice answers (doc-37953)

1.9 Section B: Extended response questions

Question 1 (6 marks)

The nature of economics as a study

a. Explain the differences between the study of microeconomics and macroeconomics, giving two examples for
each. (2 marks)

b. Outline the difference between positive economics and normative economics. (2 marks)

c. Identify the type of statement (positive or normative) that each of the following represents:

i. Lower interest rates charged on individuals borrowing bank credit will tend to push up
house prices. (1 mark)

ii. The unemployment benefit is too low and should be raised by $70 per week. (1 mark)

Question 2 (6 marks)

Choice and opportunity cost

In 1969, the USA successfully managed to put a man on the moon. The money cost of the project for the
government and nation (in today’s dollars) was estimated to be around US$160 billion:

a. Define the term opportunity cost. (1 mark)

b. Identify and explain the realistic opportunity costs of this space program (giving likely examples of opportunity
costs in your answer). (3 marks)

c. Outline the potential benefits of the US government’s decision to put a man on the moon. (2 marks)
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Question 3 (7 marks)

The production possibility diagram

Economists use the production possibility diagram (PPD) to illustrate the consequences of making alternative
production choices or economic decisions.

a. Use Table 1.5 to accurately draw and fully label a PPD showing a hypothetical PPF for North Korea in
2023 (Note: all values are hypothetical). Assume North Korea can produce only two products: rice and defence
equipment. Use your laptop or graph paper and then start by selecting appropriate scales for each axis.
(3 marks)

b. Use Table 1.5 to calculate the potential total level of national output (measured only in millions of units)
for each of the following production possibilities or choices: A, B, C and D. (1 mark)

TABLE 1.5 North Korea’s hypothetical production possibilities, 2023

Production possibilities

Production choice (million units) A B C D

Production of rice per year 0 25 32.5 40

Production of defence equipment per year 5 4 3 0

Calculate the country’s annual total output

c. Identify three possible factors that hypothetically might help to shift North Korea’s PPF outward and to the
right. Explain how this shift in the PPF might affect living standards. (3 marks)

Question 4 (9 marks)

The three-sector circular flow model

a. Neatly draw and fully label a diagram representing a simple tthree-sector circular flow model of Australia’s
economy. (5 marks)

b. In some recent years, the rate of growth in the total level of spending by Australian households slowed down.
Using the circular flow model that you have drawn, and assuming no change in government taxes or spending,
clearly and systematically explain (i.e. logically, step by step) the macroeconomic effects of this spending
slowdown in the Australian economy. (4 marks)

Question 5 (7 marks)

The business cycle

a. Accurately define what is meant by the business cycle. (1 mark)

b. Neatly draw and fully label a typical business cycle diagram showing different levels of national
economic activity. (4 marks)

c. Outline three important ways a period of boom might differ from a period of recession. (2 marks)

Question 6 (14 marks)

Consumer behaviour

You have just decided to purchase a new pair of jeans.

a. Identify and outline the key factors that economists traditionally believed would affect your decision (as a
consumer) to buy this pair of jeans. (4 marks)

b. Distinguish between incentives and disincentives, giving an example of each. (2 marks)

c. Incentives and disincentives are used by parents, schools, employers and governments.
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i. Explain how the government could discourage underage drinking. (2 marks)

ii. Supporting charities is beneficial. Explain how the government encourages this support. (2 marks)

iii. You have a part-time job at McDonald’s. Outline two strategies that your employer might use
to alter your behaviour. (2 marks)

iv. Schools often use prizes and detentions to affect student decisions. Outline the thinking
behind these strategies. (2 marks)

Question 7 (7 marks)

Business behaviour

a. BHP has been very successful and is one of Australia’s biggest mining companies.

i. Outline the traditional viewpoint driving key business decisions by BHP. (2 marks)

ii. Outline how the government might do each of the following:
• discourage BHP from harming the environment through the release of CO2 emissions
• encourage BHP to employ young unemployed workers and apprentices thereby reducing

unemployment. (2 marks)

b. Classify each of the following as either an incentive or disincentive, giving a brief explanation of
your reasons:

i. Tobacco companies operating in Australia are required by law to use plain packaging. (1 mark)

ii. Businesses employing older Australians may be eligible for a government subsidy of up
to $10 000. (1 mark)

iii. Community award certificates are presented to those businesses involved in community work. (1 mark)
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