
Tim Dixon  •  John O’Mahony

PEARSON ECONOMICS 12

2023

AUSTRALIA IN THE 
GLOBAL ECONOMY

F01_NSW_ECO_AGE_2023_SB_09343.indd   1F01_NSW_ECO_AGE_2023_SB_09343.indd   1 8/9/2022   10:10 pm8/9/2022   10:10 pm

Sample pages



Pearson Australia
(a division of Pearson Australia Group Pty Ltd)
459–471 Church Street, Level 1, Building B, Richmond, Victoria 3121
PO Box 23360, Melbourne, Victoria 8012
www.pearson.com.au

Copyright © Pearson Australia 2023
(a division of Pearson Australia Group Pty Ltd)

First published 2023 by Pearson Australia
2025    2024    2023    2022
10  9  8  7  6  5  4  3  2  1

Reproduction and communication for educational purposes
The Australian Copyright Act 1968 (the Act) allows a maximum of one chapter or 10% of the 
pages of this work, whichever is the greater, to be reproduced and/or communicated by any 
educational institution for its educational purposes provided that that educational institution 
(or the body that administers it) has given a remuneration notice to Copyright Agency Limited 
(CAL) under the Act. For details of the CAL licence for educational institutions contact 
Copyright Agency Limited (www.copyright.com.au).

Reproduction and communication for other purposes
Except as permitted under the Act (for example any fair dealing for the purposes of 
study, research, criticism or review), no part of this book may be reproduced, stored in 
a retrieval system, communicated or transmitted in any form or by any means without 
prior written permission. All enquiries should be made to the publisher at the address 
above.

This book is not to be treated as a blackline master; that is, any photocopying beyond 
fair dealing requires prior written permission.

Publishers: Simon Tomlin, Deborah Lombardo
Project Manager: Michelle Thomas
Production Editor: Laura Rentsch
Editors: Piper Editorial
Rights and Permissions Editor: Amirah Fatin Mohamed Sapi’ee
Designer: Katy Wall
Cover Designer: Anne Donald
Page Layout: Dave Doyle
Publishing Services: Jit-Pin Chong
Printed in Australia by Pegasus Media + Logistics

ISBN 978 0 6557 0934 3

Pearson Australia Group Pty Ltd

ABN 40 004 245 943

Disclaimer/s
The selection of internet addresses (URLs) provided for this book was valid at the time 
of publication and was chosen as being appropriate for use as a secondary education 
research tool. However, due to the dynamic nature of the internet, some addresses 
may have changed, may have ceased to exist since publication, or may inadvertently 
link to sites with content that could be considered offensive or inappropriate. While 
the authors and publisher regret any inconvenience this may cause readers, no 
responsibility for any such changes or unforeseeable errors can be accepted by either 
the authors or the publisher.

F01_NSW_ECO_AGE_2023_SB_09343.indd   2F01_NSW_ECO_AGE_2023_SB_09343.indd   2 8/9/2022   10:10 pm8/9/2022   10:10 pm

Sample pages



Welcome

We live in an extraordinary time in world history. The 
era of globalisation has seen a transformation in the size 
and power of the world’s major economies. It has also 
seen a transformation in the way that people live, work 
and communicate all across the world. But the first two 
decades of the 21st century showed that globalisation has 
not brought about stability. Instead, it has contributed to 
rising uncertainty. By the end of the first decade, we had 
witnessed a global financial crisis and the worst economic 
downturn in 75 years. By the end of the second decade, the 
architecture for managing the global economy had begun 
disintegrating, with the United States - once the anchor of 
the global economy - abandoning many of the principles 
and institutions that had shaped American leadership of 
the global economy for almost a century. The third decade 
has begun with the largest downturn in economic activity 
since the Great Depression almost a century ago, following 
the onset of the COVID-19 coronavirus pandemic. 

With the acceleration of technology, global supply chains 
and cross-border investment, governments have found that 
their power to implement domestic economic policies is 
becoming limited in the face of powerful global forces. 
It is made more challenging when many multinational 
corporations have a larger annual turnover than most 
national economies.  

Globalisation is probably the most important force at 
work at this time in history. It is changing what products 
are bought, where people travel, what is studied, what 
careers are chosen, how people entertain themselves and 
what people believe in. It has increased living standards 
around the world, but its downsides have also created a 
backlash against globalisation that gained momentum in 
the past decade.

Despite the growth of the global economy and spread of 
new technology, significant gaps remain both between 
rich and poor countries and between the rich and poor 
people within countries, with just under half of the world’s 
population living in poverty. Incomes have stagnated in 
many wealthier nations, jobs have become more insecure 
and there is heightened anxiety about the future.

Globalisation is also the most significant force at work 
in the Australian economy. Since the 1980s, Australia 
has embraced globalisation, placing a high priority on 
integrating its economy with other economies in its region 
and throughout the world. As a small economy in a world 
dominated by much larger economic powers, Australia 
cannot escape the impact of global economic developments. 
However, we’ve seen in the past three decades that a 
combination of good economic policy, a business sector 

that responds quickly to changing conditions, and good 
luck from developments like the global resources boom can 
all combine to produce surprisingly good results for the 
Australian economy, even when the general international 
economic climate is difficult.

The Year 12 Economics Course gives you the opportunity 
to grapple with many of these issues. It blends theory with 
current developments, a global perspective, a sensitivity 
to the factors that determine economic performance and 
government policies and a focus on the impacts of those 
policies. Quite apart from keeping you busy during Year 
12, it introduces a smorgasbord of issues that you may 
choose to pursue in greater detail in further study or in 
your working life.

The first topic of this book examines the global economy. 
The second examines Australia’s relationship to the global 
economy and trade performance. After these topics establish 
where Australia fits into the world economy, the third 
topic reviews the major problems and issues in the 
Australian economy, such as the goals of economic growth, 
low unemployment, low inflation, external balance and 
environmental sustainability. The final topic examines 
the macroeconomic and microeconomic policies used by 
governments to meet these challenges.

This textbook is a collaborative effort of a whole team of 
economic researchers. Each year, the book is comprehensively 
revised and refined to reflect feedback from students and 
teachers as well as changes in global and domestic 
economic conditions and developments in the economic 
policy environment. As it was last year, updating for 2023 
was a tougher challenge than for any of the previous twenty 
editions, as the economic impacts of the COVID-19 
pandemic are so far-reaching and fast-changing. Our 
thanks to all of the team involved in the production of this 
textbook both for this year and previous years. We hope 
that this text helps you make sense of the complex topic 
of Australia and the global economy and that we can pass 
on to you some of our passion for it.

Tim Dixon and John O’Mahony

The textbook team (L-R): Zain Ahmed, Ben Lorschy, 
Tim Dixon, Natalie Baker, Michael Pahos, Joel Bank, 
Michelle Mountford, Luke Goldman, John O’Mahony. 
Not pictured: Vanessa Li, Ben Robinson
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How to use this book
Congratulations on choosing Pearson Economics 12: Australia in the 
Global Economy as your Year 12 Economics text. Before you use Australia 
in the Global Economy, we’d like to highlight some of its key features.

The text is divided into four Topics, following the structure of the 
Year 12 Economics syllabus. Each Topic is introduced by a page 
that includes the relevant Focus, Issues and Skills for that Topic, 
reflecting the syllabus objectives. This is followed by a clear 
introduction to each chapter within the Topic.

Each Chapter concludes with a 10-point 
Chapter Summary and 10 Chapter Review 
questions. The Chapter Summary is a good 
starting point for your notes on each Chapter, 
and the review questions are a great way to 
test your understanding of the Chapter.

The comprehensive Glossary at the back of 
the text provides a ready reference for more 
than 350 key economics terms and concepts.

reviewreview
chapter
chapter
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Australia in the Global Economy 2021

1   Explain why economic growth plays a central role in a government’s policy 

objectives.

2  Distinguish between internal balance and external balance.

3  Identify the key components of Australia’s objective of external stability.

4 Identify how the Reserve Bank of Australia attempts to achieve price stability.

5   Explain why Australia’s economic policy objectives have changed in recent years.

6   Examine how the objectives of reducing inequality in the distribution of income 

and wealth and improving environmental sustainability objectives are related to 

the objective of increasing economic growth.

7  Discuss the current priorities of economic management.

8   Explain why the goals of low inflation and low unemployment are considered to 

be conflicting aims of economic management.

9  Distinguish between macroeconomic and microeconomic policy, with reference to 

the concepts of aggregate demand and aggregate supply.

10  Explain how the concept of sustainable economic growth represents a balance 

between the government’s conflicting policy goals.

287
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Chapter 13: The Objectives of Economic Policy

1   The main objectives of economic management are economic growth, low 

inflation, full employment, external balance, an equitable distribution of income 

and wealth, and environmental sustainability.

2   Economic growth involves an increase in the volume of goods and services 

produced in an economy over a given time period, measured by the rate of 

change in real GDP. Growth is generally considered to be the highest priority of 

economic management because of its relationship to improved living standards.

3  An economy is considered to be at full employment (or the non-accelerating 

inflation rate of unemployment) when cyclical unemployment is eliminated.

4   Price stability refers to keeping inflation, or the increase in the general price 

level, at a reasonable level. This is currently reflected in the Reserve Bank’s target 

of an average of 2–3 per cent inflation over the course of the economic cycle.

5   External stability refers to a situation where Australia is meeting its financial 

obligations to the rest of the world and its external accounts – the size of its 

current account deficit (or surplus) and the size of its foreign liabilities do not 

hinder it from achieving other economic objectives. Australia has been less 

successful in sustaining external balance than in achieving other policy objectives.

6   The Government’s shorter-term economic priorities in 2021 are to support 

economic growth and minimise the rise in unemployment as the economy 

recovers from its most severe recession since the 1930s.

7   The main long-term aims of economic policy are to increase productivity growth 

to improve international competitiveness and the long-term sustainable growth 

rate of the economy, as well as increasing the overall level of national savings. 

Increasingly, environmental sustainability is also a long-term objective of policy. 

8  Conflicts exist among the objectives of economic management, such as 

between keeping inflation low and achieving full employment, and between 

achieving faster economic growth and promoting environmental sustainability. 

9  Macroeconomic policies, such as fiscal and monetary policies, attempt to 

reduce fluctuations in the business cycle by influencing the level of aggregate 

demand.

10  Microeconomic policies are aimed at promoting structural change by 

influencing the supply side of the economy. By improving productivity and 

workforce participation, microeconomic policies aim to raise Australia’s 

sustainable rate of growth over time.

*
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A
Absolute poverty refers to the condition of people with 

the lowest living standards in the global economy, and is 

measured by an income level of less than US$1.90 per day. 

See also, relative poverty.

Advanced economies refers to high income, industrialised 

or developed economies. The group of advanced economies 

includes 35 economies across North America, Europe and 

the Asia-Pacific.

Aggregate demand refers to the total demand for goods 

and services within the economy. Components of aggregate 

demand are: consumption (C); investment (I); government 

spending (G); and net exports (X-M).

Aggregate supply refers to the total productive capacity of 

an economy, that is, the potential output when all factors of 

production are fully utilised.

Allocative efficiency refers to the economy’s ability 

to shift resources to where they are most valued and can 

be used most efficiently. See also, dynamic efficiency and 

technical efficiency. 

Appreciation is an increase in the value of an economy’s 

currency in terms of another currency. See also, depreciation.

Arbitration is a dispute resolution process in which an 

industrial tribunal hands down a legally binding ruling to 

firms and employees. See also, conciliation. 

ASEAN-Australia-New Zealand Free Trade Area 

(AANZFTA) is a regional trade agreement in effect from 

2010.

ASEAN Free Trade Area (AFTA) is a regional free 

trade agreement signed in 1992 that now covers 10 South-

east Asian economies: Singapore, Thailand, Malaysia, 

Philippines, Indonesia, Brunei, Vietnam, Laos, Myanmar, 

and Cambodia.

Asia Pacific Economic Cooperation (APEC) forum is a 

group of 21 Asia-Pacific economies including Australia that 

promotes free trade and economic integration.

Association of South-East Asian Nations (ASEAN) 

was established in 1967 to reduce regional tensions and 

to develop cooperative approaches in dealing with outside 

countries. Its members are: Brunei, Cambodia, Indonesia, 

Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand 

and Vietnam.

Australia-New Zealand Closer Economic Relations 

Trade Agreement (ANZCERTA) is a bilateral free trade 

agreement between Australia and New Zealand, which 

came into effect in 1983.

Australia-United States Free Trade Agreement 

(AUSFTA) is a bilateral free trade agreement between 

Australia and the United States, signed in 2004. 

Australian Competition and Consumer Commission 

(ACCC) is Australia’s competition watchdog whose role is 

to enforce the Competition and Consumer Act 2010 and ensure 

that businesses do not engage in anti-competitive behaviour

Australian Council of Trade Unions (ACTU) is the 

peak trade union body in Australia, covering most trade 

unions.

Australian Industrial Relations Commission (AIRC) is 

the old name of the peak industrial tribunal at the federal 

level. It has been replaced by Fair Work Commission. See 

also, industrial tribunals.

Australian Prudential Regulation Authority (APRA) 

is the government body established to regulate all deposit-

taking institutions, life and general insurance organisations 

and superannuation funds.

Australian Securities and Investments Commission 

(ASIC) is the government body with responsibility for 

corporate regulation, consumer protection and the oversight 

of financial service products.

Australian Trade Commission (Austrade) is a govern-

ment organisation that assists Australian exporters to 

succeed in developing overseas markets. 

Australian Workplace Agreements (AWAs) were a form 

of individual employment contracts between an employer 

and an individual employee that were phased out in 2013.

Automatic stabilisers are instruments inherent in the 

government’s budget that counterbalance economic activity. 

In a boom period, they decrease economic activity and, 

in a recession, they increase economic activity. The most 

common examples are transfer payments and a progressive 

tax system. 

Average propensity to consume (APC) is the proportion 

of total income that is spent on consumption. See also, 

marginal propensity to consume. 

Average propensity to save (APS) is the proportion 

of total income that is not spent, but is saved for future 

consumption. See also, marginal propensity to save.

Average rate of tax is the proportion of total income 

earned that is paid in the form of a tax. See also, marginal 

rate of tax.

Awards establish the minimum wage and working 

con ditions for employees depending on their industry, 

occupation or workplace. Restructured and streamlined 

awards are known as modern awards.

Balance of payments is the record of the transactions 

between Australia and the rest of the world during a given 

period, consisting of the current account and the capital and 

financial account.

Balanced budget is the budget outcome where the level of 

taxation revenue is equal to government spending. 

Bandwagon effect refers to a situation where individuals 

desire a good or service because of its popularity, that is, 

where demand for a good or service increases as it gains 

more users.

B
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Issues
By the end of Topic 2, you will  
be able to examine the following 
economic issues:
■     Assess the impact of recent changes in the 

global economy on Australia’s trade and 
financial flows

■    Examine the effects of changes in trade 
and financial flows on Australia’s economic 
performance

■  Analyse the effects of changes in the value 
of the Australian dollar on the Australian 
economy

■    Discuss the impact of free trade and 
protection policies on the quality of life in 
Australia

■    Propose likely changes to the structure 
of industry within Australia as a result of 
current trends in the global economy

    Skills
Topic 2 skills questions can ask  
you to:

■    Calculate the main components of Australia’s 
balance of payments

■    Analyse the relationship between the balance 
of the capital and financial account and the 
net income balance

■     Explain the relationship between the current 
account balance and the balance of the 
capital and financial account■    Use supply and demand diagrams to explain 

how the value of a currency is determined 
under different exchange rate systems■     Analyse the impact of changes in the 

components of the balance of payments on 
the value of the Australian dollar

  Focus
The focus of this topic is an examination 
of Australia’s place in the global economy 
and the effect of changes in the global 
economy on Australia.

AUSTRALIA’S  PLACE IN THE GLOBAL ECONOMY

222TOPIC
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This year’s edition also includes:

•	 analysis of the impact of COVID-19 on the 
Australian and global economies in two 
detailed summaries (chapters 3 and 7)

•	 review of the global economic impact of 
the war in Ukraine (chapter 3)

•	 economic collapse in Sri Lanka case 
study (chapter 3)

•	 a detailed analysis of the 2022 Budget.
7575

COVID-19 The economic dimensions of a global pandemic
Within months of the first identified case in the Chinese city of Wuhan in late 2019, the coronavirus had spread to every inhabited continent in the world and caused the greatest economic disruption since World War II. Governments scrambled to contain the spread of COVID-19, shutting international borders, implementing new health measures, and imposing unprecedented restrictions on social life in major cities, as case numbers soared into the tens of millions. Along with the significant health consequences of the pandemic, the COVID-19 pandemic is a case study of the power of external shocks in the era of globalisation.While the world has experienced international pandemics in previous centuries, the COVID-19 virus became a global pandemic faster because of globalisation and the integration of economies. By January 2020, at the precipice of the crisis, annual international travel movements had soared to 1.5 billion, the biggest on record, following several years of strong growth. Unsurprisingly, COVID-19 began spreading from major nodes for global production and trade (first in Wuhan, a hub city for central China, and then from northern Italy, a key manufacturing and trade hub for Europe).

By April, border controls had reduced air travel to levels not seen since the early 1970s. Border controls disrupted supply chains, while government-imposed lockdown reduced production and consumption in many sectors of economies. Businesses were forced to dramatically change their operations, or cease trading altogether.

The global economic consequences of COVID-19 and the government policy responses were severe and sudden. The International Monetary Fund’s assessment of the impact of COVID-19 (released in mid-2020) estimated:
• A 5 per cent fall in global GDP. Even with a projected recovery of 5.4 per cent in 2021, this would leave the world some 6.5 percentage points below pre-COVID-19 projections. Figure 1 highlights the reach of the economic consequences of COVID-19 across the world, with the vast majority of economies in recession in 2020.• The largest falls in economic growth were expected for advanced economies (−8 per cent in 2020), with some European economies expected to contract by almost 13 per cent.

• Economic growth was expected to be negative in most emerging and developing economies (−3 per cent on average in 2020) but with significant variations across countries, ranging from 1 per cent growth in China to a 10 per cent fall in Mexico.• Unprecedented increases in unemployment, putting some 200 million people worldwide out of work.• Inflation down to record low levels – with almost no price movement in OECD economies, and just 4 per cent on average in developing countries. This reflects a combination of price increases due to supply chain disruptions, offset by deflation from lower demand and falling fuel prices.
Beyond these initial impacts, COVID-19 also threw the momentum for globalisation into reverse. World trade volumes were forecast to fall by 12 per cent, led by reductions in international services. In the months to May 2020, the World Trade Organisation recorded 59 new restrictions on imports around the world, taking the stock of import-restrictions to then affect over 10 per cent of imports amongst the world’s largest economies (those in the G20 group of nations). Earnings for multinational corporations, which account for over 20 per cent of global output and 70 per cent of total trade, were forecast to fall by over 30 per cent for 2020. While international financial markets recovered quickly from their initial slump in March 2020, foreign investment fell 40 per cent and some countries tightened their rules on foreign investment. International tourism numbers were projected to fall by close to 80 per cent, putting over 100 million jobs at risk. 

The crisis prompted an unprecedented economic policy response by national governments. In the short term, many governments stepped in to pay the wages of millions of private sector employees, in order to prevent permanent job losses. Government injected spending of around US$8 trillion to support economic growth roughly one-tenth the size of global income. Central banks dropped interest rates to below zero while also engaging in “unconventional” monetary policy such as the direct purchase of public and private sector debt. In the longer term, the changes to policy making could be even more profound. Governments were expected to face a significant challenge to balance the short-term needs of stimulating economies and supporting employment while repairing the enormous fiscal damage done to government budgets by the crisis. The IMF forecast that a second wave of COVID-19 in 
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2020 could cause government budget deficits to rise 

by 15 per cent of GDP in advanced economies and by 

10 per cent in emerging and developing economies. 

“Buy local” and “self-sufficiency” rhetoric grew, as some 

governments and some business groups argued that 

local production of medical supplies and other essential 

goods should be “on-shored” to mitigate against the 

risk of supply shortages during the crisis. COVID-19 highlighted the role of international 

institutions in responding to global economic 

challenges. The World Health Organisation (WHO) led 

the initial response, calling for swift closure of borders, 

social distancing and improved hygiene practices. It also 

jointly established  the COVAX Facility, a mechanism 

designed to guarantee fair and equitable access to 

COVID-19 vaccines worldwide. The International 

Monetary Fund (IMF) more than doubled its capacity to 

lend to debt-distressed countries, while the World Bank 

provided over US$160 billion to developing countries. 

But efforts to strengthen international cooperation were 

resisted by the Trump Administration in the US, which 

criticised the WHO for the spread of the virus and 

announced it would cut off funding to the organisation. 
While COVID-19’s impact was most immediately 

felt in advanced economies, it grew more slowly – but 

more devastatingly – in poorer and less globalised 

developing economies. With poorly resourced health 

systems and less capacity to enforce social distancing, 

disease control measures and working from home, their 

plight highlighted the consequences of global economic 

inequalities. The World Bank forecast that between 70 

and 100 million people would be pushed into extreme 

poverty in 2020 due to COVID-19. Almost half of the 

new poor will be in South Asia and more than a third 

in Sub-Saharan Africa. While a small decline in poverty 

is expected in 2021, projected impacts of COVID-19 

are likely to be long-lasting.  COVID-19 has impacted almost all dimensions of 

globalisation and the world economy. It has re-shaped 

the trajectory of globalisation for the 2020s, in ways 

that will not be fully clear for many years. 
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The share of economies in recession 1871–2021
Global recession

Figure 1 – The share of economies in recession, 1871–2021

“Even before the COVID-19 pandemic, globalisation was in trouble. The open system of trade that had dominated the world 

economy for decades had been damaged by the financial crash and the Sino-American trade war. Now it is reeling from 

its third body-blow in a dozen years as lockdowns have sealed borders and disrupted commerce … As economies reopen, 

activity will recover, but don’t expect a quick return to a carefree world of unfettered movement and free trade …

Poorer countries will find it harder to catch up and, in the rich world, life will be more expensive and less free. The way to 

make supply chains more resilient is not to domesticate them, which concentrates risk and forfeits economies of scale, but to 

diversify them. Moreover, a fractured world will make solving global problems harder, including finding a vaccine and securing 

an economic recovery. Wave goodbye to the greatest era of globalisation—and worry about what is going to take its place.”– The Economist, May 2020
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A unique feature of Australia in 
the Global Economy is its two 
appendices, located at the back 
of the book.

Appendix A: Key Economic Skills gives you the 
opportunity to master the 23 skills outlined in the Year 
12 Economics syllabus. The appendix covers three main 
areas: drawing and interpreting economic diagrams, 
equations and calculations, and interpreting economic data 
and information. By working through this material you will 
develop and reinforce the key economic skills.

Appendix B: Advanced Economic Analysis provides 
extension material beyond the Year 12 Economics Syllabus  
for students seeking an extra challenge.
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 B B.2 Income-expenditure diagram

In sections 7.2 and 7.3, we examined the conditions 

for equilibrium in the economy, the components of 

aggregate demand and supply, and the multiplier 

process through which changes in aggregate 

demand cause the economy to grow. In this section 

we examine these economic principles through the 

income-expenditure diagram.

The income-expenditure diagram is shown in 

figure B.4. It has income (Y) on the x-axis and 

expenditure (E) on the y-axis. And on the income-

expenditure diagram there are two lines – the line 

of equilibrium and the line of aggregate demand.

First, the line of equilibrium. When expenditure 

(aggregate demand) is equal to income (aggregate 

supply), the economy is in equilibrium. This means 

that whenever the economy is on a point on the 

Y = E line, that is the 45-degree diagonal line, 

the economy’s injections equal its leakages, and the 

economy is in equilibrium.

Another relationship between income and 

expenditure is shown in the aggregate demand 

line. When there is a change in income, there is 

a change in expenditure by individuals across the 

economy. 

In section 7.2, we looked at a simple version of the 

aggregate demand equation:

AD = C + I + G + (X – M)

So, what is the relationship between aggregate 

demand and income? In our most simple model, 

investment, government spending, and net exports 

are considered independent of income (that is, they 

do not rise or fall when income changes). Therefore, 

it is via consumption that income and expenditure 

are related. When income increases so too does 

consumption, and hence, overall expenditure in the 

economy. However, not all additional income is spent 

on consumption; some is leaked into savings. And 

even when income is very low, individuals will still 

spend a small amount on necessities, paid for out of 

their savings, or by borrowing money. Consumption 

is equal to this “autonomous consumption”, C0, plus 

the proportion of income that is spent on “induced 

consumption”, calculated as the marginal propensity 

to consume multiplied by income. 

C = C0 + mpcY

Therefore, 

AD = C0 + mpcY + I + G + (X – M)

Putting these three factors together, the aggregate 

demand line is upward sloping (because higher 

income means higher expenditure), flatter than 45 

degrees (because of the savings leakage) and cuts 

the y-axis above the origin (because investment, 

government spending, net exports and autonomous 

consumption are independent of income). Figure 

B.4 shows the income-expenditure diagram. Where 

the aggregate demand line cuts the 45 degree line, 

the economy is in equilibrium, at Y1.

Expenditure

Y

Y = E

AD = C + I + G + (X – M)

Income

1

45

Figure B.4 – Income-expenditure diagram 

If there is a change in any of the components of 

aggregate demand (for a reason other than a change 

in income), the AD line will move upwards or 

downwards. 

• A rise in consumption, investment, government 

spending, exports (or a fall in imports) will shift 

the AD line upwards. 

• A fall in consumption, investment, government 

spending, exports (or a rise in imports) will shift 

the AD line downwards. 

Also note that the AD line will become steeper 

if there is a rise in the marginal propensity to 

consume and flatter if there is a decrease in the 

marginal propensity to consume.
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Figure A.3 – Trading blocs may increase subsidies 
and depress global price levels

Analyse the relationship between the 
balance of the capital and financial  
account and the net income balance

If a nation experiences a current account deficit 
(CAD), it must be offset by a capital and financial 
account (KAFA) surplus if it has a floating 
exchange rate system (because the supply and 
demand for currency must always be equal). In 
simple terms, the financial inflow on the KAFA 
must either come from overseas borrowing, which 
adds to the foreign debt, or through the sale of 
assets to overseas investors, which adds to foreign 
equity. Either way, a build up of debt and equity 
(together known as foreign liabilities) must be 
serviced through either interest repayments or 
dividend payments on the primary income account 
of the CAD. If a nation continues down this path, 
it can result in the “debt-trap” cycle, which can 
be difficult to break because further borrowing is 
required just to service past borrowings.

Figure A.4 – The “debt-trap” cycle

Use supply and demand diagrams to explain 
how the value of a currency is determined 
under different exchange rate systems

Supply and demand diagrams can be used to show 
how the value of a currency is determined. In 
the case of a floating exchange rate mechanism, 
the factors affecting the supply and demand for 
a currency, such as interest rates, international 
competitiveness, inflation rates, economic condi-
tions and the sentiment of foreign exchange market 
speculators, will determine the value of the currency. 
Changes in these factors can be shown by shifts to 
the right or left of either the supply or demand 
curves, which will cause either an appreciation or 
depreciation of the currency.

Exchange rate: 
Price of A$ in terms of US$

Qe
D

S

90c

0 Quantity of A$

Figure A.5 – Exchange rate determination under a 
floating exchange rate system

A fixed exchange rate system can be explained 
using a similar diagram (see figure A.6). For this 
exchange rate mechanism, the fixed rate is drawn 
above or below the exchange rate that would 
prevail under a floating system, known as the 
“market rate”. The government or central bank 
need to buy the excess currency (Q1Q2) if the fixed 
rate is above the market rate, or sell currency if the 
fixed rate is below the market rate.

Exchange rate: 
Price of A$ in terms of US$

Quantity A$

D

D

S

S

0

75c

80c

Q1 Q2

fixed rate

market rate

Figure A.6 – Exchange rate determination  
under a fixed exchange rate system
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Pearson Economics 12: Australia in the Global Economy Workbook 
Eleventh Edition 
The accompanying workbook Australia in the Global Economy Workbook  
Eleventh Edition is a great resource to further help you in your study of  
Year 12 Economics. 

This year we have added enhanced answers to the workbook answers, 
including worked solutions for answers that require calculations and 
additional explanations for answers that require you to demonstrate a 
deeper understanding of key concepts and knowledge. These will allow 
you to not only confirm whether you arrived at the right or wrong  
answer, but to understand why.

How to access answers to the Workbook 

You can download the answers to all multiple choice questions and 
example responses to short answer questions by following these  
simple steps:
1. Go to www.pearsonplaces.com.au
2. Activate your code to access Australia in the Global Economy 2023 Edition eBook
3. Click on the ‘Explore resources’ tab in your eBook.
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Trade in the   
Global Economy

Multiple Choice
1 D
2 D*
3 B
4 C
5 B*

6 D*
7 B*
8 B
9 A*
10 A*

11 C*
12 B
13 B
14 D
15 C*

16 B*
17 D
18 B*
19 A*
20 A

*Indicates that an enhanced answer has been provided in the section below.Enhanced Answers
 2 D Bilateral trade agreements, instead of increasing overall trade, can lead to the diversion of 

trade from other countries to the members of the agreement. These agreements can create 

new non-tariff barriers and preferential arrangements that result in economies increasing trade 

with economies that are not the most efficient producers of a good.
 5 B Free trade world price for the good is $12. After the tariff the price increases to $24. Therefore, 

the tariff is $12, being the difference between the new increased price of $24 and the original 

world price of $12.
 6 D Before the tariff the free trade price was $12. At this price, 1000 units were demanded 

(intersection of demand curve and price of $12). Two hundred units were supplied domestically 

at this price (intersection of the supply curve and price of $200). The difference between 

demand of 1000 units and domestic supply of 200 units must be made up of imported goods, 

which is equal to 800 units (1000 − 200). 7 B The tariff is $12 on imported goods (see answer to question 5). At the higher price of $24 local 

producers supply 400 units. However 800 units are demanded. The shortfall is made up of 400 

units of imports (800 − 400 = 400). Each import has a $12 tariff. So 400 × $12 = $4800.

 9 A Free trade takes advantage of the comparative advantages different economies have. 

Countries will specialise in the area of their greatest comparative advantage and allocate more 

resources into this area, meaning the production of these goods becomes more efficient. The 

main advantage of free trade is the ability for economies to specialise, which best promotes 

the efficient allocation of scare resources.  10 A Equilibrium price before subsidy is $10. Equilibrium price after subsidy is $7. $10 − $7 = $3.

11 C The size of a subsidy is the vertical distance between the two supply curves. In this case the 

distance between S ($13) and S1 ($7). $13 − $7 = $6. So, the subsidy is $6 per unit. To 

calculate the total cost to the government, the cost per unit of the subsidy ($6) must be 

multiplied by the quantity supplied (400). In this case $6 × 400 = $2400.
15 C AANZFTA – The ASEAN-Australia-New Zealand Free Trade Agreement – is a multilateral trade 

agreement between Australia, New Zealand and the 10 South-East Asian nations that 

comprise ASEAN. Answer A is a bilateral trade agreement. Answer B is an economic forum. 

Answer D is a defence treaty.
© Pearson Australia | www.pearsonplaces.com.au   9780655702979 
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We really hope that this text makes your study of economics more enjoyable and 
rewarding. The book is revised and updated each year to ensure it stays sharp 
and up to the minute – and to save you from having to spend time chasing down 
information when you should be focusing on understanding the content and 
developing your skills as an economist.
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Throughout the text, you will find references to 
useful websites relevant to that area of study. 

Chapter 7: Economic Growth
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expected to fall from 3.1 per cent in the past four decades to 2.8 per cent in the next four 

decades. This outlook underscores the significance of policy measures to lift productivity 

growth and participation in the longer term. The Treasury calculated in 2010 that for 

every additional 0.1 percentage point increase in average annual productivity growth 

over the next 40 years, Australians will enjoy an average increase in living standards of 

$4500 per year.

1  Outline the recent economic growth performance of the Australian economy.

2 Discuss the effect of the mining boom on Australia’s past and future economic 

growth.
3 Compare the growth performance of the Australian economy to other 

high-income economies during the recent growth cycle.

reviewquestions

7.8  Policies to sustain economic 
growth

A major aim of economic management is to sustain a high rate of economic growth to 

allow national wealth to grow and individuals to experience a higher standard of living. The 

government is able to use macroeconomic policies to influence the rate of economic 

growth. The main role of macroeconomic policy is to influence economic growth in the 

short term with the primary aim of smoothing volatile fluctuations in the business cycle. 

These policies will have only a limited impact on the level of long-run growth rate. 

Fiscal policy involves the use of the Commonwealth Government’s Budget in order to 

achieve economic objectives. Government expenditure in the Budget represents an injection 

into the economy, whereas government revenue (taxation) is a leakage from the economy. 

By adjusting its expenditure and revenue, the Government is able to influence the level of 

aggregate demand and therefore the level of economic growth. If the Government wants 

to increase the level of economic growth, it can reduce taxation, increase expenditure or 

For further information on the recent economic growth performance of the Australian economy, visit the recent speeches and publications sections of: www.treasury.gov.au and www.rba.gov.au, the Australian Bureau of Statistics site: www.abs.gov.au, or the economics section of any of the major Australian banks such as www.anz.com.
Australia’s growth and economic outcomes since 1983

–8.0

–6.0

–4.0

–2.0

2.0

4.0

6.0

8.0

10.0

12.0

14.0

%

0.0

20
01

20
10

19
83

19
86

19
89

19
92

19
95

19
98

20
04

20
07

20
13

20
16

20
19

Sources: ABS cat. nos. 5206, 6401, 6202, 5306, 5302 

20
20

ECONOMIC GROWTHAustralia experienced the longest 
unbroken run of growth in the world 
from 1991–2019. Economic growth 
averaged 2.9 per cent a year, boosting 
employment and living standards. But 
the rate of economic growth slowed in 
the 2010s prior to the COVID-19 recession.

INFLATIONInflation averaged around the mid-point of the 2–3 per cent inflation 
target since its introduction in the early 
1990s. Monetary policy has been focused on containing price pressures 
because of the economic instability 
that can result during periods of high 
inflation. The low level of wages growth in the past decade has contributed to sustained low inflation. 

UNEMPLOYMENTAfter unemployment spiked in the early 
1980s and early 1990s, Australia achieved a 
sustained reduction in unemployment over 
time. Unemployment edged up after the 
global financial crisis in 2008 and gradually 
fell during the 2010s, but underemployment 
rose, with around one in four part-time 
workers wanting more work. Following the 
surge in unemployment during the 
COVID-19 recession, Australia now faces a 
major challenge in reducing joblessness to 
pre-COVID-19 levels.

CURRENT ACCOUNT Australia has experienced a trend 
improvement in its current account after 
several decades of persistently high 
deficits. While the balance on goods 
and services has varied with the economic cycle, increased mining 
export volumes have resulted in trade 
surpluses, while low global interest 
rates have constrained growth in debt 
servicing costs.

$

$

SOURCES: ABS cat. nos. 5206, 6401, 6202, 5306, 2018–19 Budget forecasts NOTES: 2018–19 financial year  
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