
 

 

With reference to the Australian economy explain the causes and 

  

discuss the impacts of economic growth. 

 

 

Economic growth is an increase in the goods and services that an economy produces over a 

period of time, it is measured by the annual rate of change in real Gross Domestic Product 

(GDP). Economic growth is made up of aggregate demand (AD) and aggregate supply (AS). AD 

dictates economic growth in the short to medium term and AS dictates economic growth in the 

long term. Economic growth is vital for any market economy because it creates jobs, allows 

individuals to increase consumption and raises standards of living. Australia has enjoyed strong 

positive growth for the last 25 years with economic growth currently at 3.3% (5th October 2016). 

 

AD is given by the equation AD = C + I + G + X - M, and thus it can be inferred that any change 

in the right hand side of the equation will affect the level of AD in the economy. Household 

consumption is the largest component of aggregate demand at 58%, followed by Government 

spending and Investment both at 19%. The reason AD influences the level of economic activity 

is due to the multiplier effect by which any increase in expenditure - for example lower interest 

rates leading to increased business investment- leads to increased disposable income for 

individuals, who then consume more, further increasing expenditure Thus any change in the 

level of planned expenditure will have a multiplied effect on the level of AD. 

 

Household consumption  is influenced by three dominant factors; consumer expectations, the 

level of interest rates and the distribution of income. Expectations about future price rises and 

general availability of a good will influence consumers decisions to spend or save their income. 

For example if consumers are expecting a price increase in property in the future then they will 

look to buy. Interest rates determine the cost of money for consumers and therefore any 

increase in the general level of interest rates would discourage individuals from spending their 

money, the converse also holds true. The distribution of income influences household 

consumption due to trends in the average propensity to consume (APC) and save (APS). The 

more equitable the distribution of income the higher the rate of overall spending, and vice versa, 

this is because people on lower incomes tend to spend proportionately more of their income 

than those on higher incomes. Due to the current stagnation in real wage increases, only 0.4%, 

the RBA is, for the first time in two decades, targeting an increase in wage inflation in order to 

increase levels of disposable income in the economy. 

 

Investment is influenced by two factors, the cost of capital equipment and future business 

expectations. The cost of capital is influenced by changes in interest rates as this determines 

the cost of borrowing money for capital against possible gains by lending money to others. An 

increase in interest rates will not only make purchasing capital more expensive but also 

provides an incentive for firms to lend. Changes in government policies also influence the cost 

of capital as these control investment allowances and tax concessions. Furthermore any change 

in the price or productivity of labour will affect the relative cost of labour compared with labour 

and therefore, labour being a substitute for capital, affects business investment in capital.  



 

 

Business expectations also influence the level of investment. Any change in for expected 

demand for their products will influence firm's inclination to purchase capital. Any change in the 

general economic outlook will also influence business expectations as, if the outlook for the 

economy was one of growing prosperity, entrepreneurs would be more inclined to invest in 

capital due to a feeling of declining risk. Finally inflation leads to uncertainty about future prices 

and future costs of production and thus will cause a negative business expectation, in turn 

detracting from investment.  

 

Government spending and taxation plays an important role in the level of AD. If the government 

increases level of spending and/or reduced level of taxation this increases AD due an increase 

in the availability of funds in the economy, the converse also holds true. The most prevalent 

example of this in recent years was the government's response to the GFC of 2008; effectively 

giving every household $800, the government increased the amount of funds in the economy 

substantially and incentivised household consumption, the result was a decrease in the effect of 

the GFC on the Australian economy. 

 

Changes in the net value of exports and imports can have an impact on the level of aggregate 

demand. Australia’s trade balance is usually in a deficit and as such usually has a negative 

contribution to AD. Volumes of exports and imports are influenced by the levels of overseas and 

domestic income. When overseas income levels rise, exports tend to increase as well. The 

exchange rate has an inverse relationship with net exports; a weaker exchange rate means the 

relative cost to foreign purchasers decreases, resulting in increased exports whilst a stronger 

exchange rate leads to net exports decreasing. For example throughout the mining boom net 

trade accounts were at a positive as exports increased, leading to a 15% increase in GDP. 

 

While shifts in AD play the main role in determining the level of economic growth in the shorter 

term, AS comes into play in the long-term in influencing levels of economic growth. An 

economy’s AS is determined by the quantity and quality of the factors of production. An 

economy can grow faster when aggregate supply is increased as the economy has the capacity 

to produce more leading to an increase in total output (economic growth) and a reduction in the 

general price level. AS is increased by any increase in the quantity or improvement in quality of 

the factors of production such as population growth, discovery of new resources or increased 

capital. 

 

Whilst economic growth has long been the most important objective for economic management  

and it is essential to achieve many economic and social objectives, economic growth can also 

sometimes create problems. 

 

Faster economic growth results in an increase in real GDP per capita, meaning real wages can 

rise and households can enjoy a higher disposable income and therefore higher material living 

standard. The sustained growth in the Australian economy has resulted in a real increase in 

living standards (household income) of 54% since 1990. Furthermore economic growth creates 

jobs which reduces unemployment, countries with higher levels of economic growth tend to 

create more highly paid and highly skilled jobs.  



 

 

 

However higher levels of economic growth can result in price increases and larger wage claims 

which may lead to a wage-price spiral, contributing to a rise in the level of inflation. This 

particularly occurs if the level of AD is close to full capacity of AS as the AS curve is 

exponential. Stronger growth is also associated with increased consumer and business 

spending, leading to a higher proportion of income spend on imported goods and services and a 

rise in the current trade account deficit.  

 

Whilst it is generally assumed that economic growth contributes to higher living standards for 

everyone this is not necessarily so. Sometimes the benefits of economic growth flow mainly to a 

particular group rather than flowing more broadly to people through wage increases or improved 

public services. For example the benefits of the strong growth in Australia have led to 

significantly greater percentage increases for higher income earners than lowest income 

groups. This can be seen by the increase in the Gini coefficient, a measure of income 

distribution in an economy, over the past 20 years it has increased from 0.292 to 0.309, 

representing an increase in inequality.  

 

Economic growth can also potentially have a negative impact on the environment, if growth is 

pursued with little regard to its impact on the environment, it can result in pollution, depletion of 

nonrenewable energy sources and damage to the local environment. This has led to a shift to 

what is now referred to as “ecologically sustainable development”. For example the Australian 

government implemented the National Waste Policy in 2009, outlining the procedures to 

improve the use of resources in Australia. 

 

Ultimately whilst economic growth is imperative in helping solve the economic problem and 

leads to more jobs and higher standards of living, it is essential to maintain sustainable 

economic growth so as to avoid inflation, minimise environmental impacts, and ensure equitable 

income distribution. 

 

 


