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CHAPTER 2:  NATURE AND OPERATION OF MONETARY POLICY 
�
Objectives�of�monetary�policy�and�the�role�of�the�Reserve�Bank�of�Australia�(RBA)�
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growth in the demand for housing, as lower mortgage rates worked to increase the availability of credit.  This is because lower interest rates 
have made it easier for borrowers to meet the repayment requirements of lenders, which then results in the provision of more housing loans 
(i.e. increased credit for housing) and an increased demand for and price of housing. Along with the lower cost of credit (i.e. the operation of 
the cost of credit channel), the lower interest rates resulted in large increases in housing prices, particularly in Sydney and Melbourne,  where 
these markets are generally considered to be in boom territory.  This has been a major factor behind the housing affordability crisis that is 
affecting younger Australians in particular. 
 
Justification________________________________________________________________________________________________________________________ 
 
____________________________________________________________________________________________________________________________________ 
 
_____________________________________________________________________________________________________________________________________ 
 

3.� Discuss the likely implications for both the budget outcome and the target cash rate (TCR) if Australia enters a 
recession in 2017-18.            5 marks 

 
Sample 1:  The budget outcome is likely to deteriorate and the TCR is likely to fall if the economy experiences two quarters of negative 
economic growth over the course of 2017-18.  
 
In relation to the budget outcome, the budget deficit is likely to rise due to the impact of both automatic and discretionary stabilisers.  
Negative growth will result in lower income tax revenue for the government as households and businesses earn less.  In addition, higher 
unemployment and/or underemployment will result in more government expenditure in the form of income support (e.g. unemployment 
benefits).  As a consequence, less revenue and more expenditure means that deficits will automatically increase. In addition, the government 
is also likely to implement discretionary changes to the budget, such as tax relief measures and additional infrastructure expenditure, further 
increasing the surplus in an effort to support economic growth and jobs.  
 
In relation to the TCR, it is likely to fall as the RBA will adopt a more expansionary monetary policy stance, by loosening policy via a further 
reduction in the TCR below the current 1.5%.  This is because negative economic growth for 6 months suggests that inflation becomes even less 
of a problem (in fact deflation becomes the risk) and the RBA will focus once more on stimulating economic growth and jobs in accordance 
with its charter.  The lower TCR therefore becomes the means by which the RBA reduces general interest rates, which in turn stimulates AD, 
boosts both economic and employment growth and therefore helps to stabilise the economy and protect against the negative effects of a 
recession. 
 
Justification________________________________________________________________________________________________________________________ 
 
____________________________________________________________________________________________________________________________________ 
 
_____________________________________________________________________________________________________________________________________ 
 

Sample 2:  if Australia enters a recession, then the most likely outcome is that the Commonwealth government will adopt a more 
expansionary budgetary policy stance in order to stimulate economic activity.  The government is likely to provide tax relief for businesses 
and households, which might include the delivery of more tax concessions as well as the provision of tax bonuses such as those provided to 
taxpayers during the global economic downturn of 2008-9.  In addition, the government is likely to increase government expenditure, 
including expenditure on infrastructure such as the additional spending on school buildings that was provided during the economic downturn 
of 2008 – 9.  The combined effect of a lower tax burden and an increase in stimulus spending will help to counter the effects of the recession, 
preventing economic growth from falling too far and helping to limit the rise in unemployment.  Interest rates are also likely to fall in the 
economy which will help to stimulate AD via a number of different mechanisms.  For example, householders will have more cash available 
given that their mortgages will be easier to service (this is the cash flow channel) which stimulates consumption.  In addition, households and 
businesses will be encouraged to borrow more money given that the cost of borrowing will be lower.  This further stimulates consumption and 
also leads to more Investment, lifting AD once more, increasing economic growth and helping to prevent a decrease in real GDP. 
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YOU BE THE ASSESSOR:  UNIT 4 AOS 2 
�
In this section, you are required to assess the two responses presented for each of the questions.  You should assess each response 
and determine which one is likely to receive full marks.  You should then justify your decision by annotating the responses, 
making it clear what was done well in the better response and what was deficient in the relatively poor response.  Once 
complete, compare your evaluation to that of the authors [provided at the rear of the Study Guide]. 
�
1.� Explain how a subsidy that is used to improve environmental outcomes might influence aggregate supply. 

              4 marks 
Sample 1 
A subsidy given to producers who commit to protecting the environment in some way will help to influence the nation’s aggregate supply 
levels.  As the environment improves, evidenced by cleaner air, less polluted rivers and oceans, more pristine roads and highways and/or less 
litter more generally, it will help to attract more tourists to Australia.  As a consequence, net exports will increase (X minus M), which acts as a 
net injection into the circular flow model of the economy, resulting in more aggregate demand for goods and services (AD= C+X+I+X-M) and 
a corresponding increase in real GDP.  As production increases in the economy, this effectively means that the supply of goods and services in 
total (i.e. aggregate supply) will also increase.  This highlights that a subsidy that is designed to improve environmental outcomes can 
influence aggregate supply in a positive way. 

Justification________________________________________________________________________________________________________________________ 
 
____________________________________________________________________________________________________________________________________ 
 
_____________________________________________________________________________________________________________________________________ 
 
Sample 2 
A subsidy is the provision of money or some other form of assistance to economic agents (e.g. a business) to encourage a particular form of 
economic activity to take place.  For example, the current government’s ‘Direct Action’ policy involves the provision of subsidies to businesses 
which undertake activities that help to reduce carbon emissions.  Providing a subsidy to businesses which invest in cleaner technologies (e.g 
away from coal fired electricity and towards more renewable energies) or which invest in programs that are designed to clean up the 
environment (e.g. the planting of trees as part of carbon farming initiatives) will help to reallocate resources towards production methods 
that are less damaging to the environment.  To the extent that this successfully mitigates the effects of climate change in the future, including 
the intensity and severity of natural disasters such as floods and cyclones, it will help to protect aggregate supply levels in the future. The 
willingness and ability of producers to supply goods and services in the future will be enhanced compared to the situation that would have 
evolved without government intervention because the negative supply shocks to the economy will be less intense.  In this respect,  the overall 
net effect on aggregate supply should be positive given that the long term benefits are expected to outweigh any short term costs in the form 
of  higher taxes (to pay for the subsidy) and the higher costs of energy more generally.  
 
Justification________________________________________________________________________________________________________________________ 
 
____________________________________________________________________________________________________________________________________ 
 
_____________________________________________________________________________________________________________________________________ 
 
2.� Describe how investment in government infrastructure might influence aggregate supply and the achievement of 

price stability           4 marks 
�

Sample 1 
Investment in government infrastructure (such as improved telecommunications networks) is likely to increase aggregate supply and assist 
with the achievement of price stability.  The government’s continuing investment in the rollout of the broadband network will increase 
aggregate supply and expand the nation’s productive capacity over time because the cost and speed of telecommunications for businesses 
and households will improve.  Faster broadband speeds will enable businesses to cut production costs as communications with clients, staff, 
suppliers, etc will be more efficient and/or the speed of downloads should fall significantly.  This leads to greater productivity levels over time 
and an increase in technical efficiency, resulting in businesses being able to produce more goods and services over any given time period  (i.e. 
increase in agregate supply/productive capacity) and/or reduce prices without suffering a drop in profit margins.  This exerts downward 
pressure on the rate of inflation in the economy and therefore makes it easier for the government (RBA) to achieve its goal of  2-3% growth 
in the CPI on average over time. 
 
Justification________________________________________________________________________________________________________________________ 
 
____________________________________________________________________________________________________________________________________ 
 
_____________________________________________________________________________________________________________________________________ 
 
Sample 2 
An increase in the government’s willingness to invest in infrastructure will lead to an increase in the G2 
component of aggregate demand (AD), which will increase the overall level of AD.  This could be shown by an 
increase to the right of the AD curve as shown in the diagram to the right. With more AD for goods and services, 
producers will respond by increasing their supply of goods and services to the marketplace. As shown in the 
diagram, the movement from equilibrium 1 (AS1) to equilibrium 2 (AS2) highlights this increase in supply and it 
shows that the nation’s aggregate supply has increased. As the diagram clearly shows, this increase in investment 
demand will lead to an increase in inflation, with prices increasing from P1 to P2 which means that price stability 
is less likely to be achieved in the economy. 
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�
YOU BE THE ASSESSOR:  CORRECTIONS AND ANALYSIS (U4 AOS 1) 
�

1.� Explain how the increase in the terms of trade over 2016-17 is expected to impact on the ability of the government to 
achieve its medium term fiscal strategy.         4 marks 

�
 
 
 
 
 
Sample 1 
The increase in the terms of trade (prices received for exports relative to the prices paid for imports) over 2016-17 has helped the government 
in its attempts to achieve its medium term fiscal strategy for a budget surplus on average over the economic cycle.  In particular, the higher 
prices received for commodities like iron ore and coal should be helping to raise mining company revenue (and profits) as miners receive 
more for any given quantity of mineral exports.  This should help to boost wages and national income which ultimately lead to an increase in 
government tax revenue as well is a possible reduction in government expenditure as income/welfare support is likely to fall as the economy 
improves.  This leads to a cyclical improvement in the budget outcome, with the underlying cash deficit falling over time which helps to 
return the budget to surplus and make the medium term fiscal strategy more achievable. 

 

 

 

 

Sample 2 
 

 

 

  
The increase in the terms of trade is likely to reduce the budget deficit and/or increase the surplus.  This occurs because commodity exporters 
will be making more money and therefore paying more company tax to the government.  As the government receives more taxation 
revenue it is likely that existing government expenditure would be more easily covered by government revenue which allows the deficit to 
decrease.  As the deficit decreases over time this means that the government will be more likely to achieve success in achieving its medium 
term fiscal strategy.  In addition, the government will be in a better position to introduce discretionary stabilisers that further help to reduce 
the size of the budget deficit. This might include higher tax rates or the introduction of new levies (such as the new bank levy announced in 
the 2017-18 Budget) and/or decreases in government expenditure. 

 

 

 

Analysis (Sample 1 full marks) 
 
Sample 1 has an excellent structure in that the student demonstrates an understanding of the key terms in the question nice and early in the 
piece.  The assessor is left in no doubt that the student understands what is meant by the terms of trade as well as the government’s medium 
term fiscal strategy. In addition, the student provides an outline of how the higher terms of trade impacts on the ability to achieve the fiscal 
strategy. All of this is done in the 1st line.  In contrast, Sample 2 neither demonstrates an understanding of the terms of trade or the medium 
term strategy - this is costly.  While the student does get the direction of the relationship correct (i.e. higher terms of trade reducing the 
deficit), the assessor is likely to be left wondering whether the student understands why this occurs.  Reference to ‘exporters making more 
money’ is rather vague and in no way clarifies that the additional money made has occurred because of higher prices (rather than higher 
volumes).  Sample 1 on the other hand makes it clear why the deficit falls, making accurate reference to the income side of the budget as 
well is adding value by referring to the possible expenditure side impact.   

Sample 2 does not finish well.  The student merely asserts that the lower deficit will assist with the medium-term fiscal strategy (without 
highlighting what the strategy is) before going on to add information about discretionary stabilisers that is not that relevant to the question 
[as the question is really about the operation of automatic rather than discretionary stabilisers].  In contrast, Sample 1 does an excellent job of 
closing out the response in the last line by making it clear that the improvement in the budget outcome is due to the operation of automatic 
stabilisers (i.e. by referring to the cyclical improvement in the budget outcome) before linking it back to the greater likelihood of achieving 
the medium term fiscal strategy. 

 

 

Demonstrating an understanding 
of the terms of trade�

Demonstrating an understanding of the 
government's medium term fiscal strategy�

Demonstrating an understanding of 
the causes of the improved TOT �

Highlighting why revenue increases.� Linking higher revenue/wages 
to tax revenue.�

Adding value by linking to 
government expenditure.

Referring back to the impact on the budget 
outcome and the medium term strategy.

Failure to demonstrate an understanding 
of the key terms in the question (TOT and 
medium term fiscal strategy).�

Reference to exporters making more money is vague as assessors 
will be looking for students to demonstrate an understanding 
that exporters make more money because of higher prices 
received for exports (rather than higher volumes sold).�

While this is okay, the failure to make reference 
to personal income tax as well as the possible 
automatic decrease in expenditure is not ideal.�

This sentence adds little value and 
potentially robs the student the 
opportunity to add more meaningful value 
to other parts of the response or the 
examination paper.�

Again, little value add.  It merely asserts that 
the lower deficit will assist with the medium-
term fiscal strategy (without highlighting what 
the strategy is).�

While not untrue, it is not directly related to the question 
as the student should be focusing on the cyclical, rather 
than discretionary, impact.  Reference to an initiative 
from the current budget is a nice touch but not entirely 
relevant in the context of the question.�
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