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Australian economy sets new records

2008 witnessed a number of significant changes in the Australian economy. These affected the 
government’s macroeconomic policy objectives. The country’s annual inflation rate reached 4.5%, 
the highest since 1995 and significantly above the country’s central bank’s 2–3% target range. In 
response the central bank, known as the Reserve Bank of Australia, raised its interest rate to a 
12 year high of 7.25%. Fig. 1 shows the interest rate and inflation rate in Australia between 2005 
and 2008.

Fig. 1 Australian interest and inflation rates 2005–2008
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Key:

It was thought that the central bank might have to raise the rate of interest again in 2009. This was 
despite an awareness that such a tightening of monetary policy might increase unemployment.

Unlike many other countries which in 2008 were suffering from inflationary pressure resulting from 
higher energy and food prices, Australia’s inflationary pressure was coming from its economic 
boom. The country’s aggregate demand was increasing, driven by rising consumption and 
investment, but other components were working in the opposite direction. The government had 
a budget surplus but was planning to cut rates of income tax in the next two years. The external 
account was negative, with the balance of trade in deficit to the tune of A$21.4bn. This was partly 
due to the strength of the Australian dollar (A$) which stood at a 24 year high in 2008. Despite 
this, the economy was operating at virtually full capacity and the 4.1% unemployment figure was 
a 34 year low.

Whilst high inflation can have a number of economic costs, it can also be associated with low 
unemployment. Fig. 2 shows the relationship between the unemployment rate and the inflation 
rate in a number of countries in 2008.
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Fig. 2 The relationship between the unemployment rate and inflation rate 
in selected countries in 2008
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The Australian government, like other governments, seeks to promote economic growth because 
of the benefits that can be gained. The Australian growth rate in 2008 was 2.7%. In the short run, 
economic growth may be stimulated by demand-side policies; but in the long run, supply-side 
policies may be more significant.
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Answer all questions.

1 Identify three government macroeconomic policy objectives.

1  .......................................................................................................................................................

 ..........................................................................................................................................................

2  .......................................................................................................................................................

 ..........................................................................................................................................................

3  .......................................................................................................................................................

 ..................................................................................................................................................... [3]

2 (a) Using Fig. 1, describe the changes in Australia’s interest rate and inflation rate between 2005 
and 2008.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [3]

 (b) Comment on the effectiveness of increasing the rate of interest to reduce inflation.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................
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 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [6]

3 Explain how a high value currency can result in a country having a trade deficit.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [4]
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4 (a) Using the information from the case study (lines 11–17), draw an aggregate demand and 
aggregate supply diagram to illustrate the state of the Australian economy in 2008.

 [4]
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 (b) Analyse how the proposed change in Australia’s income tax rates would be expected to 
influence aggregate demand.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [6]
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5 (a) State and explain two economic costs of inflation.

1  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

2  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [6]

 (b) Comment on whether Fig. 2 supports the view that high inflation is associated with low 
unemployment.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................
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 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [6]

6 State and explain two supply-side policies.

1  .......................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

2  .......................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [4]
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7 Discuss the extent to which economic growth may benefit an economy. [18]

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ................................................................................................................................................... [18]
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Additional pages. If you use these lined pages you must write the question number next to your 
answer.
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