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Chapter 1 [Unit 3 AOS 1] 
An introduction to microeconomics: the market system, resource allocation and 
government intervention  
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The Production Possibility Curve (PPC) 
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The basic economic questions 
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YOU BE THE ASSESSOR:  UNIT 3 AOS 1�
�
In this section, you are required to assess the responses presented for each of the questions.  You should award the responses a 
score (either full marks or less than full marks) and justify your decision.  Once complete, compare your assessment to that of 
the authors [provided at the rear of the Study Guide on page 128]. 
�
1.� A) Draw a fully labelled diagram below and show how an increase in the demand for king prawns at any given price is 

likely to be reflected in the diagram.           2 marks 
 

 
Justification_______________________________________________________________________________________________________________ 
 
__________________________________________________________________________________________________________________________ 
 
__________________________________________________________________________________________________________________________ 
 
__________________________________________________________________________________________________________________________ 
 

B)� Outline and justify two demand factors that would be expected to shift the demand curve for king prawns to the 
right and interpret how this is likely to influence the equilibrium price and quantity for king prawns.         4 marks 

Sample 1 
Two Demand factors that would be expected to shift the demand curve for king prawns to the right could be a decrease in income tax rates 
and an increase in immigration that boosts our population. Lower income taxes will increase disposable income, meaning they have more to 
spend and hence increases the quantity consumers wish to buy at any price, shifting the demand curve to the right. An increase in Australia’s 
population will also shift demand to the right at any given price. This shift in the demand curve will allow producers to increase their prices 
leading to an expansion in supply and demand at the new equilibrium where more king prawns (quantity rises) are sold at a higher price.  
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
Sample 2 
Two demand factors that would be expected to shift the demand curve for king prawns to the right could be lower income taxes increasing 
disposable incomes and an increase in Australia’s population brought about by higher immigration. As disposable income increases consumers 
have additional money available and their capacity to buy goods and services increases so a “normal” product like king prawns would be 
expected to see an increase in demand at any given price (ceteris paribus). Equally as Australia’s population increases (ceteris paribus) there 
will be more people to consume prawns at any given price shifting the demand curve to the right at any given price. At the original 
equilibrium price there will be an excess of demand or a shortage of supply. The producers will observe that they can increase their prices and 
sell more prawns which will increase the profits available. The higher prices and profits will see more resources allocated to supplying prawns 
so the supply of prawns will expand towards the equilibrium price. As the price rises the demand will contract along the new demand curve 
until demand is equal to supply and a new equilibrium with higher prices and quantities of king prawns sold.  
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
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YOU BE THE ASSESSOR:  UNIT 3 AOS 2�
�
In this section, you are required to assess the responses presented for each of the questions.  You should award the responses a score (either full 
marks or less than full marks) and justify your decision.  Once complete, compare your assessment to that of the authors [provided at the rear 
of the Study Guide on page 128]. 
�
1. Explain how relatively low wage growth can influence the achievement of full employment.         4 marks 
 

Sample 1 
Relatively low growth in wages will reduce the costs of production and the rate of inflation, which in turn increases Australia’s international 
competitiveness and lifts aggregate demand (AD).  This will result in the AD shifting to the right, leading to an increase in real GDP and 
economic growth.  With greater levels of national output, businesses will require more labour which adds to employment and reduces the rate 
of unemployment.  This means that the government is more likely to be successful in achieving its full employment goal. 
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
Sample 2 
Relatively low growth in wages helps to stimulate economic growth and contributes to the achievement of full employment, which occurs 
when the economy experiences the lowest unemployment rate possible before inflationary pressures become unmanageable (or the NAIRU 
rate of approximately 5% unemployment).  This is because low growth in wages helps to contain labour costs and decreases pressure on the 
costs of production.  Businesses will then be more willing to increase investment and expand capacity, which helps to boost production levels.  
This should lead to an increase in the demand for labour, raise employment levels and decrease the rate of unemployment towards the full 
employment level.  In addition, the lower price of labour provides an incentive for businesses to demand more labour relative to capital (an 
expansion along the demand curve in labour markets) which has an additional favourable impact on both jobs growth and the rate of 
unemployment. 

 

Justification_______________________________________________________________________________________________________________________ 
 
_________________________________________________________________________________________________________________________________ 
 
2. Outline why long-term unemployment has increased in Australia over recent years.    2 marks 
 
Sample 1 
This has occurred because of technological change in the economy which has altered the structure of Australian industries and increased 
reliance on capital relative to labour.  This has resulted in higher levels of structural unemployment, with many of those structurally 
unemployed remaining so for more than one year. 
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
Sample 2 
A decrease in consumer confidence over recent years has had a negative effect on Australia’s unemployment rate.  As consumer confidence 
falls, the demand for goods and services in Australia decreases, meaning that firms become less willing and able to supply, shifting the nation’s 
aggregate supply curve to the left.  This results in higher costs of production and prices, which causes producers to decrease their demand for 
labour and increasing the rate of long term unemployment 
 
Justification_______________________________________________________________________________________________________________________ 
 
_________________________________________________________________________________________________________________________________ 
 
_________________________________________________________________________________________________________________________________ 
 
3.  Describe one cause and one effect of Australia’s low rate of inflation over the past two years.   4 marks 
 

Sample 1 
A low rate of inflation over the past two years has been caused by the slower rates of economic growth experienced by the USA, Europe and 
China.  This leads to slower growth in export demand and led to deflation in Australia.  These lower prices meant that the purchasing power 
of consumers or households improved, such that material living standards of Australian households will increase.�
�
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
�
Sample 2 
The relatively low rate of inflation over the past two years has been caused by a number of factors, including the slower rates of economic 
growth experienced by Australia’s trading partners.  Slower growth in the USA, Europe and China has reduced export demand and demand 
inflationary pressures in Australia.  Slower growth in export demand means that Australian exporting businesses experienced a reduction in 
sales, which led to excess capacity which, in itself, eased pressure on prices.  In addition, slower growth in export volumes or production meant 
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YOU BE THE ASSESSOR:  UNIT 3 AOS 3�
�
In this section, you are required to assess the responses presented for each of the questions.  You should award the responses a 
score (either full marks or less than full marks) and justify your decision.  Once complete, compare your assessment to that of 
the authors [provided at the rear of the Study Guide on page 128]. 
�
1. Outline what is meant by an exchange rate depreciation and explain how a fall in Australia’s terms of trade is likely to 
affect Australia’s exchange rate.                   4 marks 
 

Sample 1 
An exchange rate depreciation occurs when the value of a country’s currency (e.g. the value of the AUD) falls relative to the purchasing 
power it has over another country’s currency.  For example, if the value of the AUD falls from USD1.00 to USD0.75 it means that the AUD 
exchange rate depreciates and one hundred Australian dollars will only be able to purchase seventy five US dollars.  A fall in Australia’s terms 
of trade (average prices received for exports relative to the average prices paid for imports) is likely to contribute to an exchange rate 
depreciation given that many Australian exporters (e.g. iron ore and coal mining companies) are likely to be receiving lower (global) prices 
for their exported output.  This ultimately causes mining companies to receive less foreign currency for any given volume of exports, which 
negatively affects the total value of export receipts (price X quantity) and leads to a fall in the demand for AUD on foreign exchange 
markets and a lower AUD exchange rate 
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
Sample 2 
Exchange rate depreciation means that the value of the dollar has fallen.  It will tend to fall when our international competitiveness falls as a 
result of declining rates of productivity growth or rising rates of inflation which decreases our international competitiveness.  A fall in 
Australia’s terms of trade should lead to a decrease in the exchange rate because the value of exports will decline.  This reduction in the 
exchange rate will then help to increase competitiveness and AD as well as promote economic growth and reduce the current account deficit. 
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
�
2. Explain how a depreciation of the exchange rate is likely to impact on the current account deficit (CAD) and price 
stability.             5 marks 
�
Sample 1 
A depreciating exchange rate will increase the demand for Australian exports because foreigners will need to use less of their own currencies 
to purchase Australian exports.  This will contribute to an increase in the BOMT and reduce the size of both the CAD as well as the size of 
NFD, given that fewer funds (e.g. debt and equity) will need to be sourced from overseas in order to finance the CAD.  The lower exchange 
rate will also help to increase AD and economic growth, which makes it more likely that the government will achieve its goals for strong and 
sustainable rates of economic growth and full employment (i.e. the NAIRU – non-accelerating inflation rate of unemployment).  
However, the lower exchange rate will eventually cause inflation to rise over time because it causes the price of imports to rise, many of which 
are included in the consumer price index.  This means that prices will not be stable and price stability will not be achieved. 
 
Justification___________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
______________________________________________________________________________________________________________________________________ 
 
Sample 2 
 A depreciating exchange rate (i.e. a fall in the value of the AUD on foreign currency markets) is likely to reduce the size of the CAD but 
make it more difficult to achieve price stability.  This is because a lower AUD increases the international competitiveness of Australia’s 
tradables sector because the price of Australian exports effectively falls for foreigners and the price of imports rises for domestic consumers.  
This boosts the demand for Australian exports, as well raise the demand for goods and/or services produced by Australian import-competing 
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YOU BE THE ASSESSOR:  CORRECTIONS AND ANALYSIS (U3 AOS 1) 
�

Q1a  Draw a fully labelled diagram below and show how an increase in the demand for king prawns at any given price 
is likely to be reflected in the diagram.            2 marks 

 

 
Analysis (Sample 2 full marks) 
While Sample 1 actually has the (demand) curve shifting in the right direction, with an accurate depiction of the outcome for prices and 
quantity (i.e. both increase), it has too many errors and therefore is likely to score zero marks.  [Note that it is possible for Sample 1 to achieve 
1 mark given that it is superior to a ‘blank’ response.  However, this decision will ultimately be made by the Assessing Panel when determining 
the type of responses that fail to demonstrate the key skill ‘construct…demand and supply diagrams’.].  Response 2 makes no errors and 
clearly demonstrates that the student has acquired the key skill.  
 
Q1b  Outline and justify two demand factors that would be expected to shift the demand curve for king prawns to the 
right and interpret how this is likely to influence the equilibrium price and quantity for king prawns.         4 marks 

 
 
 
 
 
Sample 1 
Two Demand factors that would be expected to shift the demand curve for king prawns to the right could be a decrease in income tax rates 
and an increase in immigration that boosts our population. Lower income taxes will increase disposable income, meaning they have more to 
spend and hence increases the quantity consumers wish to buy at any price, shifting the demand curve to the right. An increase in Australia’s 
population will also shift demand to the right at any given price. This shift in the demand curve will allow producers to increase their prices 
leading to an expansion in supply and demand at the new equilibrium where more king prawns (quantity rises) are sold at a higher price.  
 
 
 
 
 
 
 
 
Sample 2 
Two demand factors that would be expected to shift the demand curve for king prawns to the right could be lower income taxes increasing 
disposable incomes and an increase in Australia’s population brought about by higher immigration. As disposable income increases consumers 
have additional money available and their capacity to buy goods and services increases so a “normal” product like king prawns would be 
expected to see an increase in demand at any given price (ceteris paribus). Equally as Australia’s population increases (ceteris paribus) there 
will be more people to consume prawns at any given price shifting the demand curve to the right at any given price. At the original 
equilibrium price there will be an excess of demand or a shortage of supply. The producers will observe that they can increase their prices and 
sell more prawns which will increase the profits available. The higher prices and profits will see more resources allocated to supplying prawns 
so the supply of prawns will expand towards the equilibrium price. As the price rises the demand will contract along the new demand curve 
until demand is equal to supply and a new equilibrium with higher prices and quantities of king prawns sold.  
 
 
 
 
Analysis (Sample 2 full marks) 
 
It is important when you are asked to outline two demand factors that you do more than just state two factors that will shift the demand 
curve. Equally, when asked to justify these two demand factors, two explanations should be provided. Merely stating that higher demand 
leads to higher prices is not a justification and an explanation of the impact of excess demand/shortage of supply on price and hence 
producers willingness to supply is also required.  Both answers correctly state the price and quantity increase but, in sample answer 1, there is 
limited explanation/interpretation of how a new equilibrium is achieved.  

Two demand factors are provided with a brief 
explanation (outline) of why lower taxes and higher 
immigration will influence the factors provided, but only 
one is justified with the link from lower taxes to higher 
consumption being mentioned but there is no justification 
of why a higher population will shift demand to the right.�

The shift in demand is linked to higher prices and a higher quantity sold but no explanation as to why producers 
can charge a higher price is provided nor is it explained how a new equilibrium is achieved via contracting demand 
along the new demand curve as prices rise

Sample answer 2 outlines two demand factors (disposable income 
and population) and makes explicit why demand at any given 
price will increase as a result of both factors not just one.�

An explanation is then provided of how a new equilibrium is achieved because at the original price a shortage/ 
excess demand occurs which creates an incentive to charge higher prices and make higher profits so supply will 
expand along the supply curve and the higher prices will contract demand. New equilibrium has higher quantity 
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Sample 2 
 
 
 
 
An unregulated market is a market free from any regulation and controls. A market is where buyer and sellers come together and in a 
competitive market where there are many buyers and sellers and easy entry and exit from the market producers will be forced to produce 
what is in demand or another firm will enter or increase their output to gain market share and higher profits. This occurs because as demand 
increases producers will observe shortages in the market and will increase their prices to increase their profits and make it worthwhile 
allocating more resources to its production. This raises relative price compared to alternative uses of resources and hence relative profit 
increases and more of this output will be created. Dynamic efficiency refers to how quickly resources can be allocated to satisfying consumer 
needs and the fear of competition and losing market share will mean that firms will quickly alter what and how much they produce to 
maximise their own profits by satisfying consumer sovereignty. A regulated market with controls and laws may be slow to respond to 
changing consumer needs for instance government regulation restricting where and how many houses or flats can be built  on land will force 
up prices and reduce the markets ability to satisfy consumer needs for more property. Thus an unregulated market will be best at satisfying 
consumer sovereignty due to improved dynamic efficiency. 
 
 
 
 
 
 
Analysis (Sample 1 full marks) 
 
[To evaluate means to explore an issue or topic and reach a conclusion and ideally provide a solution.  For evaluation questions, students 
should attempt to focus on factors such as ‘costs (disadv) versus benefits (adv)’, ‘short versus long run’ implications and the implications for 
various ‘stakeholders’ (e.g. consumers versus producers, current generations versus future generations).] The key to this question is recognising 
that resources are best allocated when they are used to maximise the needs and wants of society as a whole and not what individual 
consumers think is best for them. In other words, allocative efficiency is the most important form of efficiency and just satisfying consumer 
demands will lead to market failure (where resources are not allocated to best satisfy society’s needs and wants). This is the major reason why 
Sample 2 is deficient.  Dynamic efficiency is important in allocating resources but consumers do not always desire what is in their interest. For 
instance illicit drugs such as “ice” are rising in demand but the negative externalities of their consumption (misery, crime, poor health, death, 
violence etc) means whilst high profits may be available to producers the resources are not being used to best satisfy the needs and wants of 
society (market failure). Thus to prevent resources being allocated in a way that creates market failure it is important that governments 
intervene to regulate the use of some activities within the economy. Sample 1 adequately addresses the question and adds value by 
specifically exploring an example of a particular market failure (pollution as a negative externality in production) that makes unregulated 
markets problematic.  Note that students could equally choose other market failures, such as public goods or asymmetric information. 
 
YOU BE THE ASSESSOR:  CORRECTIONS AND ANALYSIS (U3 AOS 2) 
 
1. Explain how relatively low wage growth can influence the achievement of full employment.         4 marks 
 
 
 
Sample 1 
Sample answer:  Relatively low growth in wages will reduce the costs of production and the rate of inflation, which in turn increases 
Australia’s international competitiveness and lifts aggregate demand (AD).  This will result in the AD shifting to the right, leading to an 
increase in real GDP and economic growth.  With greater levels of national output, businesses will require more labour which adds to 
employment and reduces the rate of unemployment.  This means that the government is more likely to be successful in achieving its full 
employment goal. 
 
 
 
 
 
 
Sample 2 
Sample answer:  Relatively low growth in wages helps to stimulate economic growth and contributes to the achievement of full 
employment, which occurs when the economy experiences the lowest unemployment rate possible before inflationary pressures become 
unmanageable (or the NAIRU rate of approximately 5% unemployment).  This is because low growth in wages helps to contain labour costs 
and decreases pressure on the costs of production.  Businesses will then be more willing to increase investment and expand capacity, which 
helps to boost production levels.  This should lead to an increase in the demand for labour, raise employment levels and decrease the rate of 
unemployment towards the full employment level.  In addition, the lower price of labour provides an incentive for businesses to demand 
more labour relative to capital (an expansion along the demand curve in labour markets) which has an additional favourable impact on 
both jobs growth and the rate of unemployment. 
 
 
 
 
 
 
 

A clear explanation of what is meant 
by an unregulated market�

A clear explanation of why unregulated markets 
will alter resource use to satisfy consumer 
preferences based on relative price and profit.

Dynamic efficiency is defined and is related to how 
efficiently resources are being used and why 
unregulated competitive markets will respond 
quickly due changes in demand.

The impact of regulation on how quickly resources can be reallocated is then shown to potentially reduce dynamic efficiency with a good example and 
linked back to why a regulated market could then be slow to satisfy consumer demand which is then linked to why unregulated markets are more 
effective at satisfying consumer sovereignty.�BUT no discussion of what allocative efficiency means or why satisfying consumer needs alone can and does 
lead to market failure so the evaluation has led to a false conclusion and therefore should not receive full marks�

An effective supply side explanation is required for how lower wages 
growth (as a supply factor) can reduce the UE rate.  �

While it is true that low wages growth ‘can’ reduce the effective costs of production and inflation, much 
more is required from the student on how this occurs.  Instead, the student launches into a demand side 
explanation without consideration of the ‘supply side’ impact.�

Student has not demonstrated an understanding of 
the FE goal, which is a key part of the question�

Student effectively ‘signposts’ their response (let’s the 
assessor know how where the response is heading�

Student demonstrates an understanding of the FE goal.  Reference to 
NAIRU not required but adds value to the quality of the response�

Final sentence adds value and leaves the assessor in no doubt that the 
student understands how low wages growth helps to create more jobs  �
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Analysis (Sample 2 full marks) 
 
Sample 2 is the superior response because it demonstrates an understanding of the key terms (productivity and participation rate), while 
Sample 2 has made errors that make it difficult for assessors to award full marks even though definitions of these terms is not specifically 
required in the question.  In addition, Sample 2 elaborates on each of the key links that help to explain why higher productivity and PRs are 
likely to simulate real GDP.  Sample 1 makes basic errors or omissions when attempting to elaborate on the links that prevent the student 
from achieving full marks.   
 
YOU BE THE ASSESSOR:  CORRECTIONS AND ANALYSIS (U3 AOS 3) 
 
1. Outline what is meant by an exchange rate depreciation and explain how a fall in Australia’s terms of trade is likely to 
affect Australia’s exchange rate.                   4 marks 
 
 
 
Sample 1 
An exchange rate depreciation occurs when the value of a country’s currency (e.g. the value of the AUD) falls relative to the purchasing 
power it has over another country’s currency.  For example, if the value of the AUD falls from USD1.00 to USD0.75 it means that the AUD 
exchange rate depreciates and one hundred Australian dollars will only be able to purchase seventy five US dollars.  A fall in Australia’s terms 
of trade (average prices received for exports relative to the average prices paid for imports) is likely to contribute to an exchange rate 
depreciation given that many Australian exporters (e.g. iron ore and coal mining companies) are likely to be receiving lower (global) prices 
for their exported output.  This ultimately causes mining companies to receive less foreign currency for any given volume of exports, which 
negatively affects the total value of export receipts (price X quantity) and leads to a fall in the demand for AUD on foreign exchange 
markets and a lower AUD exchange rate. 
 
 
 
 
Sample 2 
Exchange rate depreciation means that the value of the dollar has fallen.  It will tend to fall when our international competitiveness falls as a 
result of declining rates of productivity growth or rising rates of inflation which decreases our international competitiveness.  A fall in 
Australia’s terms of trade should lead to a decrease in the exchange rate because the value of exports will decline.  This reduction in the 
exchange rate will then help to increase competitiveness and AD as well as promote economic growth and reduce the current account deficit. 
 
 
 
 
Analysis (Sample 1 full marks) 
 
Sample 1 accurately outlines what is meant by an exchange rate depreciation without the inclusion of irrelevant information and then 
provides a thorough explanation for how a lower TOT leads to a depreciation of the exchange rate.  Sample 2 provides an accurate but 
shallow/brief outline that requires the student to add a little more depth to achieve the full marks for this part of the question.  An example 
(like Sample 1) would add significant value to the quality of the response.  Sample 2 also includes irrelevant information (e.g. referring to the 
possible causes of a depreciation) that does not enhance the quality of the response.  In relation to the impact of a fall in the TOT, Sample 2 
provides the correct direction (i.e. a lower TOT causes a depreciation), it does not adequately explain the reason. While it is true that a fall in 
the TOT typically causes the value of exports to fall, there is not attempt to explain why this occurs, nor why it leads to a lower exchange rate.  
Instead, it launches into an unnecessary discussion of the effects of a depreciating exchange rate.     
 
2. Explain how a depreciation of the exchange rate is likely to impact on the current account deficit (CAD) and price 
stability.             5 marks 
 
 
 
 
Sample 1  
A depreciating exchange rate will increase the demand for Australian exports because foreigners will need to use less of their own currencies 
to purchase Australian exports.  This will contribute to an increase in the BOMT and reduce the size of both the CAD as well as the size of 
NFD, given that fewer funds (e.g. debt and equity) will need to be sourced from overseas in order to finance the CAD.  The lower exchange 
rate will also help to increase AD and economic growth, which makes it more likely that the government will achieve its goals for strong and 
sustainable rates of economic growth and full employment (i.e. the NAIRU – non-accelerating inflation rate of unemployment).  
However, the lower exchange rate will eventually cause inflation to rise over time because it causes the price of imports to rise, many of which 
are included in the consumer price index.  This means that prices will not be stable and price stability will not be achieved.   
 
 
 
  

An accurate outline/definition is provided� An example provided to leave the assessor in no doubt that the 
student understands what is meant by a depreciating exchange rate�

Student demonstrates an 
understanding of the terms of trade� Student clarifies the exchange 

rate impact of a falling TOT�
Student explains how exporters 
receive lower prices with a focus 
on mining companies

Student connects lower prices to lower 
values received and then accurately 
connects this to a lower demand for and 
value of the AUD�

Correct outline but too brief� Providing (accurate) reasons for 
the depreciation is IRRELEVANT� Correct but too brief Providing (accurate) effects of 

the depreciation is IRRELEVANT�

Brief/limited explanation of the impact on the CAD.  The focus is too narrow, 
ignoring the impact on import competing producers within Australia

More could be done within the BOP (e.g. 
reference to BOGS/debits/credits)

Unnecessary reference 
to the NFD

Unnecessary reference to 
the goals of SSEG and FE

Accurate, but limited, explanation of the impact on inflation.  
Student should have at least elaborated on the supply side impact

Student does not demonstrate an 
adequate understanding of the PS goal
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