VCE Economics Units 3&4
Complete Study Guide

Complete study guide - Units 3&4 -
Australia’s living standards and Managing
the economy - AceGuides

This guide follows the VCAA VCE Economics Study Design 2023—-2027 (version 1.1),
accredited for Units 1-4 from 1 January 2023. It covers every key knowledge dot point in Unit 3
(Australia's living standards) and Unit 4 (Managing the economy), with worked examples, model
paragraphs, practice questions and a full practice exam with solutions.

© AceGuides. For the purchaser's personal study only. Please don't share or resell.

About this guide

How to use this guide

Economics rewards two things: knowing the theory precisely, and applying it to what has
actually happened in the Australian economy. This guide gives you the theory in a form that will
stay correct for the life of the study design, and shows you how to link it to current data.

e Read each section once from start to finish, then come back to it with the "Check your
understanding" questions.

Learn the bold definitions word for word. Many exam marks are lost by vague definitions.
Draw every diagram yourself (PPF, demand and supply, the business cycle, the circular
flow). The guide describes each diagram in words so you can reproduce it.

e Build your own "data bank" of current statistics. Where this guide quotes data (cash rate,
inflation, unemployment, growth), the date is given. Update these figures from the RBA
(rba.gov.au), the ABS (abs.gov.au) and the Budget papers (budget.gov.au) before every
SAC and before the exam.

e Finish with the practice exam under timed conditions, then mark it against the worked
solutions.



Exam tip: The study design asks about "the past two years" for the macroeconomic goals,
the stance of monetary policy and the stance of budgetary policy. Examiners expect
evidence from the two years before your exam. Keep a one-page table of the latest figures
and the reasons behind them.

How VCE Economics Units 3&4 is assessed

Component What it covers Contribution to study score
Unit 3 School-assessed Outcome 1 (35 marks), 25%
Coursework (SACs) Outcome 2 (40 marks),
Outcome 3 (25 marks)
Unit 4 School-assessed Outcome 1 (60 marks), 25%
Coursework (SACs) Outcome 2 (40 marks)
End-of-year examination All key knowledge and key 50%

skills of Units 3 and 4

SAC task types are chosen by your school from: a folio of applied economics exercises, an
extended response, an essay, a report, a data analysis, a media analysis, a case study or
structured questions. At least two different task types are used in each unit.

The end-of-year examination is 2 hours of writing (plus reading time). Under the current
examination specifications, recent papers have had Section A: 15 multiple-choice questions (15
marks) and Section B: short-answer and extended-answer questions, many built around
stimulus data (65 marks), for 80 marks in total. Always check the latest specifications and
sample material on the VCAA Economics page, because VCAA can revise the format.

Study design status

The 2023-2027 study design is the one in force for 2026. If VCAA publishes a new or extended
study design, the core content of this guide (demand and supply, efficiency, market failure, the
macroeconomic goals, the balance of payments, monetary, budgetary and aggregate supply
policy) is standard economics that carries over to almost any future Australian course. Check
the dot points of any new design against the Contents below.

A 10-week revision plan

Week Focus Tasks

1 Section 1: scarcity, efficiency, ' Learn definitions; draw 10



10

Contents

Exam technique
Practice exam

9. Worked solutions
10. Glossary

11. One-page summary
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demand and supply

Section 1: elasticity, market
failure, intervention

Section 2: living standards,
circular flow, AD and AS

Section 2: growth,
employment, inflation
Section 3: trade, balance of

payments, exchange rate

Section 4: monetary policy

Section 5: budgetary policy

Section 6: aggregate supply
policies

Exam technique and
past-style questions

Practice exam and one-page
summary

demand/supply shifts

Elasticity calculations; one
case study per market failure

Draw the five-sector model;
list AD/AS factors

Labour force and CPI
calculations; update data
bank

BOP classification drill;
exchange rate chains

Draw the transmission
mechanism; current stance
paragraph

Budget calculations;
automatic vs discretionary
examples

One paragraph per policy
linking to AS and the goals

Timed short-answer sets;
6-mark evaluation responses

Full timed exam; mark it; fix
weak areas

Markets, resource allocation and government intervention (Unit 3, Area of Study 1)
Domestic macroeconomic goals (Unit 3, Area of Study 2)

Australia and the international economy (Unit 3, Area of Study 3)

Monetary policy and the RBA (Unit 4, Area of Study 1)
Budgetary policy (Unit 4, Area of Study 1)

Aggregate supply policies (Unit 4, Area of Study 2)



1. Markets, resource allocation and
government intervention

This section covers Unit 3 Area of Study 1. The big question: how do markets decide what is
produced, how it is produced and who gets it, and when should government step in?

1.1 Relative scarcity and the basic economic
questions

Relative scarcity is the situation where society's needs and wants are unlimited but the
resources available to satisfy them are limited. Because of scarcity, every economy must make
choices.

e Needs are goods and services required for survival (food, shelter, basic health care).
Wants are goods and services that improve our lives but are not essential.

e Resources (factors of production) are the inputs used to produce goods and services:
land (natural resources), labour (human effort, physical and mental), capital
(man-made goods used to produce other goods, such as machinery and buildings) and
enterprise (the organising and risk-taking of entrepreneurs).

e Opportunity cost is the value of the next best alternative forgone when a choice is
made. If the government spends $1 billion on a new hospital, the opportunity cost might
be the school buildings that could have been built instead.

Every economy must answer three basic economic questions:

1. What and how much to produce? Which goods and services, and in what quantities.

2. How to produce? Which combination of resources and technology (for example
labour-intensive or capital-intensive methods).

3. For whom to produce? How the output is distributed among people.

In a market economy, these questions are answered mainly by prices. Consumers "vote" with
their dollars, so goods that people want more of become more profitable, and resources move
towards them.

1.2 The production possibility frontier (PPF)

The production possibility frontier shows the maximum combinations of two goods (or groups
of goods) an economy can produce when it uses all its resources fully and efficiently, with a
given state of technology.

How to draw it: put Good A on the vertical axis and Good B on the horizontal axis. Draw a curve
bowed outwards (concave to the origin) joining the two axes.



Point on the diagram Meaning

On the frontier All resources fully and efficiently employed
(productive efficiency)

Inside the frontier Under-utilisation of resources (for example
unemployment, idle factories)

Outside the frontier Unattainable with current resources and
technology
Moving along the frontier Producing more of one good means giving up

some of the other (opportunity cost)

Outward shift of the frontier Growth in productive capacity (more or better
resources, new technology)

The curve is bowed outwards because resources are not equally suited to producing both
goods. As the economy shifts more resources into Good B, it has to use resources that are less
and less suited to it, so the opportunity cost of each extra unit rises. This is called increasing
opportunity cost.

Worked example: opportunity cost from a PPF

An economy can produce the following combinations of wheat and computers.

Combination Wheat (million tonnes) Computers (thousand)
A 30 0

B 28 10

C 24 20

D 17 30

E 0 40

Moving from B to C: 10 000 more computers cost 4 million tonnes of wheat, so each extra 1 000
computers costs 0.4 million tonnes. Moving from D to E: 10 000 more computers cost 17 million
tonnes, so each extra 1 000 computers costs 1.7 million tonnes. The opportunity cost is rising,
which is why the PPF is bowed outwards.

1.3 Economic efficiency

Efficiency is about getting the most value for society from its scarce resources. The study design



names four types.

Allocative efficiency: resources are allocated to producing the goods and services that
society values most, so that it is not possible to make anyone better off by reallocating
resources without making someone else worse off. On the PPF, it is the one point on the
frontier that best matches society's preferences.

Productive (technical) efficiency: goods and services are produced at the lowest
possible cost per unit, with no waste. On the PPF, it means being on the frontier rather
than inside it.

Dynamic efficiency: the speed and flexibility with which resources are reallocated in
response to changes in demand, technology or costs. A dynamically efficient economy
moves quickly to new points on (and pushes out) the PPF.

Intertemporal efficiency: achieving the right balance between using resources today
and conserving them for the future, so that living standards are maximised over time, not
just now. Investing in capital and protecting the environment shifts the PPF outwards in
future.

Common mistake: Writing that "productive efficiency means producing lots of output". It
means producing at the lowest cost per unit with given resources. A firm can produce less
but still be productively efficient.

Common mistake: Confusing dynamic efficiency with intertemporal efficiency. Dynamic is
about speed of adjustment. Intertemporal is about present versus future.

1.4 The conditions for a free and perfectly competitive
market

A free market is one where prices are set by the forces of demand and supply with no
government interference. Perfect competition is a theoretical model with these conditions:

Many buyers and sellers, so no single participant can influence the price (everyone is a
price taker).

Homogeneous (identical) products.

Free entry and exit (no barriers to entering or leaving the market).

Perfect knowledge (buyers and sellers have full information about prices and quality).
Perfect mobility of resources (land, labour and capital can move freely between uses).
No government intervention.

Few real markets meet every condition, but some (fresh produce, wholesale financial markets,
some agricultural commodities) come close. The model is a benchmark: the closer a market is
to it, the more likely it is to be allocatively and productively efficient.

1.5 Demand



Demand is the quantity of a good or service that consumers are willing and able to buy at each
possible price, over a given period, other things held constant. The law of demand states that,
other things being equal, as the price of a good rises the quantity demanded falls, and as price
falls the quantity demanded rises (an inverse relationship).

The theory behind the law of demand:

e Income effect: when the price of a good falls, consumers' real income (purchasing
power) rises, so they can afford to buy more of it. When the price rises, real income falls
and they buy less.

e Substitution effect: when the price of a good rises, it becomes relatively more
expensive compared with substitutes, so consumers switch to the substitutes. When its
price falls, consumers switch towards it.

The demand curve slopes downwards from left to right. A change in the good's own price
causes a movement along the curve: an expansion (extension) in quantity demanded when
price falls, a contraction when price rises. A change in any non-price factor causes the whole
curve to shift: an increase in demand (shift right) or a decrease in demand (shift left).

Non-price factor Change Effect on demand (normal
good)
Disposable income Rises (for example after tax Increase (shift right)
cuts)
Price of a substitute Rises Increase (consumers switch
to this good)
Price of a complement Rises Decrease (the pair is now

dearer to use)
Preferences and tastes Move towards the good Increase
Interest rates Rise Decrease, especially for
goods bought on credit
(houses, cars)
Population and demographics ' Population grows or ageing Increase
raises demand for a product

(for example aged care)

Consumer confidence Falls Decrease (households save
more, delay purchases)

Common mistake: Writing "price rose so demand fell". A price change causes a change in



quantity demanded (a movement along the curve), not a change in demand. Use the words
"contraction in quantity demanded".

1.6 Supply

Supply is the quantity of a good or service that producers are willing and able to offer for sale at
each possible price, over a given period, other things held constant. The law of supply states
that, other things being equal, as price rises the quantity supplied rises (a direct relationship).

The theory behind the law of supply is the profit motive. A higher price, with costs unchanged,
raises the profit margin on each unit, so existing firms produce more and new firms are attracted
into the market. Higher output also usually raises the cost of each extra unit, so firms need a
higher price to supply more.

The supply curve slopes upwards. A change in the good's own price causes a movement along
the curve (expansion or contraction in quantity supplied). A change in a non-price factor shifts
the curve.

Non-price factor Change Effect on supply

Costs of production (wages, Rise Decrease (shift left)
raw materials, energy, rent)

Number of suppliers More firms enter Increase (shift right)
Technology Improves Increase

Productivity (output per unit Rises Increase

of input)

Climatic conditions Drought, floods, cyclones Decrease (especially

agriculture)

1.7 Market equilibrium and changes in demand and
supply

Equilibrium occurs at the price where quantity demanded equals quantity supplied. At this price
the market "clears": there is no shortage and no surplus.

e |[f price is above equilibrium there is excess supply (a surplus). Sellers cut prices to
clear stock, quantity demanded expands, quantity supplied contracts, until equilibrium is
reached.

e |If price is below equilibrium there is excess demand (a shortage). Buyers compete for
the good, sellers raise prices, quantity supplied expands and quantity demanded
contracts.



Change Equilibrium price Equilibrium quantity traded

Increase in demand Rises Rises
Decrease in demand Falls Falls
Increase in supply Falls Rises
Decrease in supply Rises Falls
Demand and supply both Uncertain (depends on size Rises
increase of shifts)

Demand increases, supply Rises Uncertain
decreases

Worked example: a market analysis paragraph

Question: Explain the likely effect of a severe drought on the market for beef. (4 marks)

Model answer: A severe drought reduces the availability of pasture and water and raises feed
costs for cattle producers, which is a non-price factor affecting supply (climatic conditions and
costs of production). The supply curve for beef shifts to the left. At the original price there is now
excess demand, so buyers compete for the limited supply and the price rises. As price rises, the
quantity demanded contracts as consumers switch to substitutes such as chicken and lamb,
until a new equilibrium is reached at a higher price and a lower quantity traded.

Exam tip: In any demand and supply question, follow the chain: identify the factor — say
which curve shifts and which way — describe the shortage or surplus at the old price —
describe the price change — describe the movement along the other curve — state the new
equilibrium price and quantity.

1.8 Price elasticity of demand and supply

Price elasticity of demand (PED) measures the responsiveness of quantity demanded to a
change in price.

PED = % change in quantity demanded + % change in price

Because of the law of demand, PED is negative; economists usually look at its absolute value.

Value of PED Description Meaning Effect of a price rise
(absolute) on total revenue



Greater than 1 Price elastic Quantity demanded Total revenue falls

changes by a larger
% than price

Less than 1 Price inelastic Quantity demanded Total revenue rises

changes by a smaller
% than price

Equal to 1 Unit elastic Same % change Total revenue

unchanged

Factors affecting PED:

Degree of necessity: necessities (petrol, basic food, medicines) are inelastic; luxuries
are more elastic.

Availability of substitutes: the more close substitutes, the more elastic. Demand for
one brand of cola is elastic; demand for soft drink as a whole is less so.

Proportion of income: goods that take a large share of income (cars, overseas
holidays) are more elastic than cheap items (salt, matches).

Time: demand becomes more elastic over time as consumers find substitutes (for
example switching to an electric car after a long period of high petrol prices).

Price elasticity of supply (PES) measures the responsiveness of quantity supplied to a
change in price.

PES = % change in quantity supplied + % change in price

Factors affecting PES:

Spare capacity: firms with idle machinery and workers can raise output quickly, so
supply is elastic. Firms at full capacity have inelastic supply.

Production period: products that take a long time to produce (wine, beef, new housing,
mines) have inelastic supply in the short run.

Durability of goods: durable goods can be stored and released onto the market when
prices rise, so supply is more elastic. Perishable goods (fresh fish, cut flowers) must be
sold quickly, so supply is less elastic.

Worked example: calculating PED

A café raises the price of a coffee from $4.00 to $5.00. Weekly sales fall from 1 000 to 900 cups.

% change in quantity demanded = (900 — 1 000) + 1 000 x 100 = -10%

% change in price = (5.00 - 4.00) + 4.00 x 100 = +25%

PED = -10 + 25 = -0.4, so demand is price inelastic (absolute value less than 1).

Total revenue before = $4.00 x 1 000 = $4 000. After = $5.00 x 900 = $4 500. Revenue
rose by $500, as expected for inelastic demand.



End of free sample

This is 10 of 67 pages.
Get the full guide at the AceGuides shop on the KB Ventures site.
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