
We assume an upward sloping supply curve  ER and SAUD 

are positively related. 

 

 

 

 

 

 

 

 

Reason for upward slope: 

- If ER rises, the AUD buys more FC and hence foreign g & s & a become cheaper for Australiana to buy  i.e. 

Imports are cheaper. 

o Therefore, Australians increase their purchase of foreign items. 

- To buy foreign items, they require more FC  They must sell/supply their AUD to the FEM in order to 

receive the FC they need. 

- The higher ER leads to foreign items being substituted for domestic items, ceteris paribus. 

- As ER changes, we move ALONG the S curve, up or down. 

 

- Note: 

o The upward sloping curve only exists if: 

 There is sufficient time for substitution (long run) 

 Substitution is possible 

 Price-elasticities are high enough 

 

 

Elasticity 

 

 

 

 

 

 

 

 

 

 

 

 

Income Elasticity of demand =   Percentage change in quantity demanded 

  Percentage change in Income 

Note: Positive and negative signs matter in this case 

Cross Price Elasticity of demand =   Percentage change in quantity demanded of Good 1 

       Percentage change in Price of Good 2 

Note: Positive and negative signs matter in this case 

Price Elasticity of supply =   Percentage change in quantity supplied 

       Percentage change in Price  

 



Equilibrium- A situation in which supply and demand have been brought into balance; If no external forces act upon 

the market, it will remain at equilibrium. 

Equilibrium Price (Market-clearing price) 

- The price that balances quantity supplied and the quantity demanded. 

- On the graph, it is the price at which the supply and demand curves intersect. 

Equilibrium quantity 

- Both the quantity supplied and the quantity demanded at equilibrium price. 

- On the graph, it is the quantity at which the supply and demand curves intersect. 

 

MARKETS NOT IN EQUILIBRIUM 

SURPLUS (Excess supply) 

- Occurs when the market price is higher than the equilibrium price 

- The quantity supplied is larger than the quantity demanded. 

- Suppliers will lower the price to increase sales, thereby moving towards equilibrium. 

SHORTAGE (Excess demand) 

- Occurs when the market price is lower than the equilibrium price. 

- The quantity supplied is smaller than the quantity demanded. 

- Suppliers raise the price due to too many buyers chasing few goods, thereby moving towards equilibrium. 

 

 

 

 

 

 

Stimulatory/ Expansionary FP and AD 

- Implemented when the economy is in recession or growing too slowly. 

- The government can respond by increasing government spending (G) or by lowering tax rates. 

 

- Increasing Government Spending (G) 

o This will directly affect the production of goods and services (increase). 

o G AD Y  N ,  C (and possibly inflation)  economic growth 

 

- Decreasing Tax Rates (T) 

o If the government lowers personal income tax rates, this directly increases the disposable income of 

households. 

o However, this only affects AD if it leads to more consumption expenditure on goods and services. 

 If households use the increased disposable income on savings or to pay existing debts, AD 

will not be affected. 

o Personal tax rate  Y disposable  C  AD  Y  N  (and possibly inflation)  growth  

o Similarly, decreases in company tax rates will encourage higher Investment (I) and AD. 

 


