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ECS1601 TEST BANK 

Question 1 

In the goods market of the circular flow model, …. 

1) firms buy factors of production from consumers 
2) firms buy finished products from households 
3) consumers buy factors of production from firms 
4) firms sell factors of production to the government 
5) consumers buy finished products from firms The correct alternative is [5]. 

Explanation 

In the goods market of the circular flow model, consumers receive income in the 
form of salaries and wages, interest, rent and profit and use this income to purchase 
finished consumer goods and services. 
 
Question 2 
In the factor market, … . 

1) a student buys lunch at a local university cafeteria. 
2) the South African Defence Force buys machine guns from a weapons 

manufacturer 
3) a retirement fund buys shares in a major company 
4) a farmer buys farmland from a retiring farmer The correct alternative is [4]. 
5) a welder buys a personal computer from an electronics store 

 
Explanation 
A factor market is a market where factors of production such as labour, land and 
capital are traded. Therefore, in this case only the sale of land (i.e. farmland) will 
occur in a factor market. 
 
Question 3 
In the circular flow of income and spending, … . 

1) investment results in a decrease in the volume of the income flow 
2) taxes result in an increase in the volume of the income flow 
3) imports result in an increase in the volume of the income flow 
4) savings result in a decrease in the volume of the income flow The correct 

alternative is [4]. 
 
Explanation 
In the circular flow of income and spending, savings, taxes and imports are called 
leakages or withdrawals since they result in a decrease in the volume of the income 
flow, whereas investment spending and government expenditure and exports are all 
injections into the circular flow since they result to an increase in the volume of the 
income flow. 
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Question 4 
 

 
 
 
Which one of the following statements is correct? 

1) Flows (2) and (3) represent income. 
2) Flows (2) and (4) represent spending. 
3) Flows (1) and (2) represent spending. 
4) Flows (1) and (3) represent spending. The correct alternative is [4]. 

 
Explanation 
In the circular flow of income and spending, households supply factors of production 
to firms and in turn receive income which they spend on goods and services offered 
by firms (Flow 3). Their spending represents the income to firms. Firms spend some 
of their income to pay wages to households for their services, interest for the use of 
capital and rent for the use of their land (Flow 1). 
 
Question 5 

1) capital, wealth and income are stock variables, whereas investment and profit 
are flow variables 

2) capital, wealth and gold reserves are stock variables, whereas investment, 
profit and loss are flow variables The correct alternative is [2]. 

3) investment, income and profit are stock variables, whereas capital, wealth and 
natural resources are flow variables 

4) capital, wealth and population size are stock variables, as are investment, 
profit and savings 

 
Explanation 
Capital, wealth and gold reserves are stock variables since they have no time 
dimension and can only be measured at a specific moment. Whereas investment, 
profit and loss are flows since they have a time dimension and can only be 
measured over a period. 
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Question 6 
In the circular flow of income and spending, the main leakages are: 

a) the foreign sector, the financial sector and taxes 
b) imports, investments, bank withdrawals, off-shore shares and securities 
c) imports, savings and taxes 

 
1) a 
2) c The correct alternative is [2]. 
3) a and b 
4) b and c 
5) None of the above. 

 
Explanation 
Savings, taxes and imports are leakages in the circular flow of income. 
 
Question 7 
In a mixed economy, the economic decisions of what to produce, how to produce it, 
and who will receive it are made by … . 

1) the government 
2) consumers and firms 
3) banks and stock markets 
4) household, firms, government and the foreign sector The correct alternative 

is [4]. 
5) banks and the government 

 
Explanation 
In a mixed economy the households, firms, government and the foreign sector all 
participate in the production process. They all partake in production, income and 
spending since they contribute towards production, earn an income and spend their 
income. 
 
Question 8 
An example of a double coincidence of wants is … . 

1) a car dealer who wants a TV finding an electronics store owner who wants 
money 

2) a car mechanic who wants a TV finding an electronics store owner who wants 
a car repaired The correct alternative is [2]. 

3) an electronics store owner who wants car repairs finding a car mechanic who 
wants money 

4) All of the above. 
 
Explanation 
A double coincidence of wants is present where two individuals have exactly the 
same products available for exchange that the other person wants. In this case a car 
mechanic who needs a TV finds an electronic store owner who needs a car repaired. 
 
Question 9 
Money overcomes the problem of a double coincidence of wants through its function 
as a …  

1) medium of exchange The correct alternative is [1]. 
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2) unit of account 
3) standard of deferred payment 
4) store of value 

 
Explanation 
 
Money overcomes the problem of double coincidence of wants through its function 
as a medium of exchange – it lubricates the process of exchange. 
Question 10 
The demand for money curve is … because a lower interest rate ... . 

1) upward-sloping; increases the opportunity cost of holding money 
2) downward-sloping; increases the opportunity cost of holding money 
3) upward-sloping; decreases the opportunity cost of holding money  
4) downward-sloping; decreases the opportunity cost of holding money The 

correct alternative is [4]. 
Explanation 
Demand for money curve is downward-sloping since individual households and firms 
earn little interest on their money holdings when interest rates fall. At lower interest 
rates the opportunity cost of holding money is lower. 
 
Question 11 
A car-guard deposits his cash tips into his savings account. As a result of only this 
transaction, … . 

1) M2 increases 
2) M2 decreases 
3) M3 remains constant The correct alternative is [3]. 
4) None of the above. 

 
Explanation 
Overall M3 will remain unchanged since a reduction in coins and notes in circulation 
is offset by an increase in deposits with monetary institutions. 
 
Question 12 
Assuming the economy is in equilibrium, the central bank sells bonds by means of 
open-market transactions. How would this affect the equilibrium quantity of money 
and interest rates in the short run? 

1) Quantity of money will go up and interest rates will go up. 
2) Quantity of money will go up and interest rates will go down. 
3) Quantity of money will go down and interest rates will go up. The correct 

alternative is [3]. 
4) Quantity of money will go down and interest rates will go down. 

 
Explanation 
When the central bank undertakes open market operations, selling bonds to banks, 
households and firms, the interest rate will go up and the quantity of money will 
decrease. 
 
Question 13 
Suppose that Sandton Bank has excess reserves of R800 and the reserve ratio is 
20%. If Tshepo deposits R1 000 into his cheque account with Sandton Bank, and in 
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turn Sandton Bank lends R600 to Mary, what is the maximum that the bank can lend 
to Karabo? 

1) R200 
2) R800 
3) R1 000 The correct alternative is [3]. 
4) R2 400 

 
Explanation 
 
 
Original excess 
reserves R 800 

 
plus new reserves R 800 

(New deposit less the reserve ratio of 
20%: 

Total excess reserves 
R 1 
600 R1 000 – 200 = 800) 

less loan to Mary R 600 
 

New excess reserves 
R 1 
000 

    
 
Question 14 
Suppose the bank receives a cheque deposit of R300 and its excess reserves 
increase by R255, the required reserve ratio must be … . 

1) 5% 
2) 15% The correct alternative is [2]. 
3) 25% 
4) 65% 
5) 38% 

 
Explanation 
The reserve ratio (rr) can be calculated as follows: 

 

rr = 
(300−25)

300
 x 100 

 
= 0, 15 x 100 = 15% 
 
 
Question 16 
The …demand for money arises from the need to hold money as a medium of 
exchange. This demand for money is a function of … . 

1) precautionary; interest rates 
2) transaction; national income The correct alternative is [2]. 
3) speculative; interest rates 
4) precautionary; national income 
5) transaction; interest rates 

 
Explanation 
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The transactions motive of holding money arises out of its function as a medium of 
exchange and since the amount of money an individual must hold depends on the 
value of transactions concerned, the demand for money depends on the individual’s 
level of income. At an aggregate level, the transactions demand for money is a 
function of national income. 
 
Question 17 
If the economy is suffering from a recession, the SARB should apply … monetary 
policy by … interest rates. 

1) expansionary; decreasing The correct alternative is [1]. 
2) expansionary; increasing 
3) contractionary; decreasing 
4) contractionary; increasing 

 
Explanation 
When the central bank wishes to lift the economy from a recession, it will conduct an 
expansionary monetary policy by lowering interest rates. In South Africa the SARB 
make changes to the market interest rates through changes in the repo rate. 
 
Question 20 
If the SARB institutes a policy to reduce inflation, which of the following is most likely 
to increase? 

1) Taxes 
2) Investments 
3) government expenditure 
4) interest rates The correct alternative is [4]. 
5) real GDP 

 
Explanation 
 
The main instrument used by the SARB to control inflation is the repo rate, which is 
the interest rate at which SARB accommodates the financing needs of banks. 
Therefore, in order to institute a policy to reduce inflation, the SARB will make 
adjustments to the interest rates. 
 
Question 1 
An appropriate measure of government’s involvement in economic activity is 

1) the volume of government subsidies. 
2) total government spending. 
3) government’s share of total spending in the economy. The correct 

alternative is [3] 
4) the growth of government spending. 

 
Explanation 
Government’s involvement in economic activity is often measured by the share of 
government spending in total spending in the economy. 
 
Question 2 
Which of the following statements regarding fiscal policy and the budget are correct? 

a) Demand management only refers to fiscal policy. 
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b) If government spending should decrease and taxation should increase, a 
budget deficit is likely to occur. 

c) When government plans to stimulate economic activity, it can increase its 
spending or reduce taxes. 

 
1) a and c 
2) b and c 
3) a 
4) b 
5) c The correct alternative is [5] 

 
Explanation 
When the government plans to simulate economic activity it can increase its 
spending or reduce taxes. 
 
Question 3 
Which of the following statements regarding financing government expenditure are 
correct? 

a) The budget deficit is positively related to the interest on public debt. 
b) Government can finance its deficit by buying bonds from the public. 
c) Inflationary financing occurs when government borrows from the central bank. 

 
1) All the statements are correct. 
2) a and b 
3) a and c 
4) a 
5) c The correct alternative is [5] 

 
Explanation 
Inflationary financing occurs when government borrows from the central bank. 
 
Question 4 
Which of the following statements regarding taxes are correct? 

a) A tax is neutral if it has the minimum distortion effect on prices. 
b) Tax avoidance occurs when people do not pay the taxes they are supposed to 

pay. 
c) A gate fee at a private park is an example of user charges. 

 
1) a The correct alternative is [1] 
2) b 
3) c 
4) a and b 
5) All the statements are correct. 

 
Explanation 
A tax is neutral if it has minimum distortion effects on prices. 
 
Question 5 
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… takes a smaller proportion of income from high-income groups than from low-
income groups. 

1) Company tax 
2) Value-added tax The correct alternative is [2] 
3) Personal income tax 
4) Capital gains tax 

Explanation 
Value-added tax takes a smaller proportion of income from the high-income groups 
than from the low-income groups. 
 
Question 6 
Which one of the following statements regarding tax incidence is correct? 

1) The burden of a specific excise tax is smaller for consumers than for 
suppliers. 

2) The statutory incidence determines who ultimately bears the burden of the 
tax. 

3) The imposition of a specific excise tax increases the income of suppliers. 
4) The tax burden depends on the relative price elasticities of the demand curve 

and the supply curve. The correct alternative is [4] 
 
Explanation 
The tax burden depends on the relative price elasticities of the demand curve and 
the supply curve. 
 
Question 7 
According to Adam Smith, international trade mainly arises because of 

1) differences in foreign currencies. 
2) differences in factor endowment. The correct alternative is [2] 
3) trade barriers. 
4) trade agreements. 

 
Explanation 
According to Adam Smith, international trade mainly arises because of differences in 
factor endowment. 
 
Consider the following table, which shows the production possibilities of two 
countries, and answer questions 8 and 9. 
 

 Cocoa production 
(output of 50 people in 

tons) 

Tea production 
(output of 50 people in 

tons) 

Country A 90 60 

Country B 20 40 

 
 
Question 8 
Which one of the following statements is correct? 

1) Country A has an absolute advantage in the production of both tea and cocoa, 
and a comparative advantage in the production of tea. 
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2) Country A has an absolute advantage in the production of both tea and cocoa, 
and a comparative advantage in the production of cocoa. The correct 
alternative is [2] 

3) Country B has an absolute advantage in the production of tea, and a 
comparative advantage in the production of cocoa. 

4) Country B has an absolute advantage in the production of cocoa, and a 
comparative advantage in the production of tea. 

 
Explanation 
Country A has an absolute advantage in the production of both products. It produces 
90 tons of cocoa compared to the 20 tons in Country B or 60 tons of tea compared to 
40 tons. Remember, with absolute advantage the question is simply "who can 
produce more?” 
 
With comparative (or relative) advantage one wants to establish what is the 
opportunity cost of specialising in the production of a particular product. 
 
To produce 1 ton of cocoa, Country A has to sacrifice 2/3 tons of tea, whereas 
Country B sacrifices 2 tons of tea. Country A can produce cocoa "cheaper". Country 
A has a comparative advantage in the production of cocoa. 
 
To produce 1 ton of tea Country A must sacrifice 1½ tons of cocoa, while country B 
must sacrifice ½ ton. Country B can produce tea "cheaper"; it has a comparative 
advantage in the production of tea. 
 
Question 9 
It would be more efficient for country A to export 

1) both cocoa and tea. 
2) cocoa. The correct alternative is [2] 
3) tea. 

 
Explanation 
Since Country A has a comparative advantage in the production of cocoa, it would 
be more efficient for them to export cocoa. 
 
Question 10 
Which of the following statements regarding the balance of payments are correct? 

a) When South Africans export their financial and insurance services, this 
transaction is entered into the financial account. 

b) A current account surplus implies that exports exceed imports. 
c) An appreciation of the rand would worsen the deficit on the current account of 

the balance of payments. 
 

1) a and b 
2) a and c 
3) b and c The correct alternative is [3] 
4) b 
5) All the statements are correct. 

 
Explanation 



10 
 

b) A current account surplus implies that the exports exceed the imports. 
c) An appreciation of the rand will worsen the deficit on the current account of the 
balance of payments since exports become expensive and decline, while import 
prices will decrease increasing imports. 
 
Question 11 
Which one of the following would occur in the South African economy if the SARB 
reduced interest rates relative to the rates in the USA? 

1) More capital inflow → an increase in the supply of dollars → depreciation of 
the rand. 

2) More capital inflow → increase in the demand for dollars → appreciation of 
the rand. 

3) More capital outflow → decrease in the supply of dollars→ depreciation of the 
rand. The correct alternative is [3] 

4) More capital outflow → decrease in the demand for dollars → depreciation of 
the rand. 

 
Explanation 
If the SARB reduces the interest rates relative to the rates in the USA, capital will 
flow out of the country. In addition, as the interest rates are relatively lower, the 
supply of dollar will decrease; the rand will depreciate. 
 
Question 12 is based on the diagram below, which shows the foreign exchange 
market. 
 
 

 
 
Question 12 
Which of the following statements are correct? 

a) If South Africans should stop purchasing assets from the USA, the demand 
curve could shift from D to D1. 

b) If more South Africans should import goods from the USA, the demand curve 
could shift from D1 to D. 
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c) If the SARB should intervene in the foreign exchange market and buy US 
dollars, the demand curve will shift from D to D1. 

 
1) a 
2) b 
3) c The correct alternative is [3] 
4) a and b 
5) All the statements are correct. 

 
Explanation 
If the SARB intervenes in the foreign exchange market and buys the US dollars, the 
demand for dollar increases. The demand curve shifts to the right. 
 
Question 13 
Which of the following statements regarding exchange rates are correct? 

a) Fluctuations in exchange rate only affects export prices, not import prices. 
b) When the prices of South African exports fall relative to the prices of imports, 

the country's terms of trade improve. 
c) When the rand appreciates against the dollar, it does not necessarily 

appreciate against other currencies. 
 

1) All the statements are correct. 
2) a and c 
3) b and c 
4) b 
5) c The correct alternative is [5] 

 
Explanation 
When the rand appreciates against the dollar, it does not necessarily appreciate 
against other currencies as those currencies could have appreciated more against 
the dollar, i.e. the rand is relative worse off against those currencies. 
 
Question 14 
Which of the following are macroeconomic objectives? 

a) unemployment, economic growth and inflation 
b) external stability, full employment and economic growth 
c) an equitable distribution of income and price stability 

 
1) All the statements are correct. 
2) a and b 
3) b and c The correct alternative is [3] 
4) a and c 
5) None of the above statements. 

 
Explanation 
The macroeconomic objectives are economic growth, price stability, full employment, 
equitable distribution of income, and balance of payments (external) stability. 
 
Question 15 
GDP is defined as 
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1) the total value of goods and services produced in an economy in a particular 
year. 

2) the production of goods and services in an economy in one year. 
3) the total value of all final goods and services produced within the boundaries 

of a country in a particular year. The correct alternative is [3] 
4) the value of goods and services produced in a year. 

 
Explanation 
The correct definition of GDP should have all of the following aspects: total value, 
final, within the boundaries, time period (a year). Only statement [3] has all the 
aspects of the definition of GDP. 
 
Question 16 
The three ways of calculating GDP are: 

1) production, prices and income methods 
2) income, product and services methods 
3) expenditure, spending and production methods 
4) income, expenditure and production methods The correct alternative is [4] 

 
Explanation 
The statement has all the three methods of calculating GDP. 
 
Question 17 
Which one of the following is correct about the measurement of GDP? 

1) If subsidies on production were lower than taxes on production, GDP at factor 
costs would be higher than GDP at basic prices. 

2) If subsidies on products were higher than taxes on products, GDP at basic 
prices would be lower than GDP at market prices. 

3) If taxes on products were lower than subsidies on products, GDP at market 
prices would be lower than GDP at basic prices. The correct alternative is 
[3] 

4) If taxes on products were higher than subsidies on products, GDP at basic 
prices would be lower than GDP at factor costs. 

 
Explanation 
If subsidies on products are higher than taxes on products, then GDP at basic prices 
will be higher than GDP at market prices. 
 
Given the table below, answer question 18 
 

Year GDP at current prices 
(Rmillions) 

GDP at constant (2003) 
prices (R millions) 

2001 300 310 

2002 340 350 

2003 410 410 

2004 470 430 

 
Question 18 
Why are GDP at current prices and GDP at constant prices the same for the year 
2003? 
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a) 2003 is the base year. 
b) The same prices are used in both instances. 
c) There was no inflation in the year 2003. 

 
1) All the statements are correct. 
2) a 
3) b 
4) c 
5) a and b The correct alternative is [5] 

 
Explanation 
To convert GDP at current price into GDP at constant prices, all the goods and 
services produced in each year are valued at the prices ruling in the base year. In 
the base year, the GDP at current prices equals the GDP at constant prices since 
the same prices are used. 
 
Question 19 is based on the table below, which shows the GDP of country A at 
current prices for years 1 and 2. 
 

Year GDP at current prices 

1 100 

2 110 

 
Question 19 
Which of the following statements are correct? 

a) The increase in GDP from year 1 to year 2 can be the result of an increase in 
the general price level. 

b) The increase in GDP from year 1 to year 2 can be the result of an increase in 
production. 

c) It is impossible to tell from the given information whether the 10% increase in 
GDP from year 1 to year 2 represents economic growth. 

 
1) All the statements are correct. The correct alternative is [1] 
2) a and b 
3) a and c 
4) b and c 
5) a 

 
Question 20 
Which of the following are measurements of inequality? 

a) the Lorenz curve and the Gini coefficient 
b) the income ratio 
c) the quantile ratio 

 
1) a and b 
2) a and c The correct alternative is [2] 
3) b and c 
4) a 
5) All the statements are correct. 
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Explanation 
The measurements of income inequality are the Lorenz curve, the Gini coefficient 
and the Quantile ratio. 
 
Question 1 
The consumption function is based on the premise that as income increases, 
consumption expenditure will: 

1) Increase by the same amount. 
2) Increase by a smaller amount. The correct alternative is [2]. 
3) Increase by a larger amount. 
4) Remains constant since the consumption function does not shift. 

 
Explanation 
As income increases, so does spending, but the increase in spending (or 
consumption) is less than the increase in income. Make sure you understand this 
basic assumption as it is the foundation of the Keynesian model. 
 
Question 2 
Which of the following is likely to shift the consumption schedule upwards? 

1) Expectations of a fall in interest rates. 
2) Consumer prices are expected to fall. 
3) A currently large stock of durable goods in the possession of consumers. 
4) The expectation of a future rise in the consumer price index. The correct 

alternative is [4]. 
 
Explanation 
Before you attempt to pick the answer to a question out of the list of alternatives, try 
to work out what you expect to find amongst the alternatives. In this question, you 
would ask yourself: “What causes the consumption function to shift upwards?” The 
function is C = Co + cY and anything that increases Co will cause the curve to shift 
upwards. To finalise your answer, you need to look at the options and ask which one 
causes Co to increase. Expectations of lower prices will cause consumers to delay 
spending, as will decreases in interest rates. 
 
Question 3 
In the Keynesian consumption function, current consumption: 

1) depends upon current income. 
2) does not change from one period to another. 
3) fluctuates with the business cycle. 
4) Both [1] and [3] above are correct. The correct alternative is [4]. 

 
Explanation 
In the model, consumption depends on current consumption plus changes in income 
which may reflect the business cycle. 
 
Question 4 
In the aggregate expenditures model, the size of the MPC is assumed to be: 

1) less than zero. 
2) greater than one. 
3) greater than zero, but less than one. The correct alternative is [3]. 
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4) eater than one, less than two. 
 
Explanation 
Consumption increases as income increases, but slower than the increase in 
income. The marginal propensity to consume is the ratio between the change in 
consumption and the change in income. By definition this is greater than zero, but 
less than one. 
 
Question 5 
The equation C = 35 + 0,75Y, where C is consumption and Y is disposable income, 
tells us that: 

1) households will consume three-fourths of whatever level of disposable income 
they receive. 

2) households will consume R35 if their disposable income is zero and will 
consume three fourths of any increase in disposable income they receive. 
The correct alternative is [2]. 

3) households will save R35 if their disposable income is zero and will consume 
three-fourths of any increase in disposable income they receive. 

4) households earn R35 and spend three quarters of their income. 
 
Explanation 
The equation C = 35 + 0,75Y tells us that if income were zero (Y=0), households 
would consume R35’s worth of goods and services regardless. It also tells us that for 
every increase of R1, households will spend 75 cents (or ¾, three quarters). With 
this information, you can work out that option [2] must therefore be the correct 
alternative. The equation defines consumption, not savings, and in effect, at the 
income level of zero the household dissaves by R35. 
 
Question 6 
If aggregate desired expenditure is less than current output, it is likely that national 
income will ______________ and inventories will ________________ 

1) fall; rise The correct alternative is [1]. 
2) fall; fall 
3) rise; rise 
4) fall; remain unchanged 

 
Explanation 
If desired expenditure is less than current output, it means output is relatively “too 
high”. Firms will be accumulating inventories as more is produced than consumed. 
This is not a sustainable situation as there is no equilibrium. Incomes will fall and 
inventories will rise in order to reach equilibrium. 
 
Question 7 
With respect to the aggregate expenditure function, it is true that: 

1) at any point above the 45-degree line, it is likely that inventories must fall to 
reach equilibrium. 

2) at any point on the 45-degree line, the economy is in equilibrium. 
3) at any point below the 45-degree line, inventories must rise to reach 

equilibrium. 
4) at any point on the 45-degree line, inventories are zero. 
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Explanation 
Alternatives [1], [2] and [3] are correct – all students were credited with the marks 
for this question. 
 
Question 8 
As the marginal propensity to spend increases, the aggregate expenditure curve 
becomes 
___________ and the multiplier _____________. 

1) Flatter; decreases 
2) Flatter; remains the same 
3) Steeper; remains the same 
4) Steeper; increases The correct alternative is [4]. 

 
Explanation 
As the marginal propensity to spend (MPC) increases, the aggregate expenditure 
curve becomes steeper as a larger and larger proportion of each extra unit of income 
is spent. The multiplier is 1-c (1-MPC) in the denominator and therefore as c (the 
MPC) rises, so the multiplier will decrease. 
 
 
Question 9 
Consider the following diagram, which depicts the Keynesian model of an open economy 
with government 
 
 A 
 Y=A  
 A=C+I+G 
 
 
 A1 =C + I + G +(X –M) 
 
 

 
A1 

 
 
 
 
 
 

 
 
 
 
 Y 
 0 Y1 Y0 

Y0 represents 

1) the equilibrium level of income if the economy were closed. The correct 

alternative is [1]. 
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2) the equilibrium level of income if exports equal imports. 

3) a level of income less than aggregate expenditure. 

4) the level of income where exports equal imports. 

Explanation 

Y0 is where the aggregate expenditure curve without international trade intersects 
the 45 degree line and it is therefore where equilibrium in a closed economy exists. 
You can read that directly off the graph without any calculation. The equation 
includes C+I+G and does not include X and M and hence there is no international 
trade. All options referring to trade are therefore incorrect. 
 
Question 10 
Consider the following information: 
 
Marginal propensity to consume = 0.9 
Investment = R 200m 
Autonomous consumption = R 70m 
 
The equilibrium level of income is 

1) R 300m. 
2) R 2 000m. 
3) R 2 700m. The correct alternative is [3]. 
4) impossible to determine from the information provided. 

 
Explanation 
If marginal propensity to consume is 0.9, investment is R200m and autonomous 
consumption is R70m, then the equation will be Y0 = 70 + 0.9Y + 200. Solving the 
equation in Y gives an answer of R2 700. All that is required is to place the values 
provided in the standard equation for the Keynesian model. 
 
Question 11 
In the Keynesian model, unemployment can be reduced by 

1) decreasing the level of saving or decreasing consumption. 
2) decreasing the level of saving. The correct alternative is [2]. 
3) persuading households to reduce their consumption. 
4) raising the interest rate. 

 
Explanation 
In the Keynesian model, unemployment results from too little spending. The saying 
goes in the Keynesian model that demand creates its own supply. In order to 
increase job opportunities, demand has to increase so goods can be produced to 
service the demand. Any increase in savings will necessarily cause unemployment 
to increase. Households must be encouraged to consume (not save) and investment 
must be encouraged. Higher interest rates inhibit investment. 
 
Question 12 
An increase in taxes of a specific amount will have a smaller impact on the 
equilibrium GDP than will a decline in government spending of the same amount 
because: 



18 
 

1) the MPC is smaller in the private sector than it is in the public sector. 
2) disposable income will fall by some amount smaller than the tax increase. 
3) some of the tax increase will be paid out of income which would otherwise 

have been saved. The correct alternative is [3]. 
4) Government spending may be used to buy motor vehicles. 

 
Explanation 
 
An increase in taxes of a specific amount will have a smaller impact on the 
equilibrium GDP than will a decline in government spending of the same amount, 
because each unit of income removed through taxation has a smaller effect on 
output, as only a proportion of the unit would have been spent (MPC is less than 1). 
Government spending, on the other hand, has a direct and unadulterated effect on 
GDP. There is no leakage from the system as is the case with income which may 
have been spent or saved. 
 
Question 13 
Which one of the following will cause a movement down along an economy's 
consumption schedule? 

1) an increase in stock prices. 
2) a decrease in stock prices. 
3) an increase in consumer indebtedness. 
4) a decrease in disposable income. The correct alternative is [4]. 

 
Explanation 
The first three options ([1], [2] and [3]) will all cause the consumption function to shift. 
Only option [4] refers to a change that brings about a movement along a single 
consumption curve. As disposable income changes, there will be movement along 
the consumption curve. 
 
Question 14 
The multiplier effect means that: 

1) consumption is typically several times as large as saving. 
2) a small change in consumption can cause a much larger increase in 

investment. 
3) a small increase in investment can cause GDP to change by a larger amount. 

The correct alternative is [3]. 
4) a small decline in the MPC can cause equilibrium GDP to rise by several 

times that amount. 
 
Explanation 
The multiplier effect refers to the ratio between the eventual change in income and 
the initial change which brought about such change. A change in consumption does 
not necessarily impact on investment; they are two specific variables in the equation. 
Following from the definition of the multiplier, it is possible that a small increase in 
investment may have a greater impact on GDP as the multiplier effect works its way 
through the economy. 
 
Question 15 
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If net exports decline from zero to some negative amount, the aggregate 
expenditures schedule would: 

1) shift upward. 
2) shift downward. The correct alternative is [2]. 
3) not move (net exports do not affect aggregate expenditures). 
4) become steeper. 

 
Explanation 
What does it mean if net exports decrease? Either exports (X) fall or imports (Z) 
increase. Either way, X-Z in the question becomes more negative. This will cause 
the aggregate expenditure curve to shift downwards as imports exceed exports. 
Imports are a leakage or withdrawal from the circular flow of income and as they 
increase, so does the negative effect on the economy grow and the aggregate 
expenditure curve shift downwards. 
 
Question 16 
The MPC for an economy is: 

1) the slope of the consumption schedule or line. The correct alternative is [1]. 
2) the slope of the savings schedule or line. 
3) 1 divided by the slope of the consumption schedule or line. 
4) 1 divided by the slope of the savings schedule or line. 

 
Explanation 
Since the marginal propensity to consume is one of the most important ratios in 
macroeconomics it is vital that you understand its impact. In graphical terms, it is the 
slope of the consumption function. It is c in the Keynesian model equation. 
 
Question 17 
The multiplier is useful in determining the: 

1) full-employment unemployment rate. 
2) level of business inventories. 
3) rate of inflation. 
4) change in equilibrium GDP resulting from a change in spending. The correct 

alternative is [4]. 
 
Explanation 
Make sure you understand the process of multiple effects which work their way 
through an economy when aggregate demand changes. The multiplier does not 
determine the full-employment unemployment rate, the inflation rate or the level of 
business inventories. The multiplier effect may impact on all these variables, but the 
multiplier itself does not determine them. 
 
Question 18 
If the MPC is 0,70 and gross investment increases by R3 billion, the equilibrium GDP 
will: 

1) increase by R10 billion. The correct alternative is [1]. 
2) increase by R2.10 billion. 
3) decrease by R4.29 billion. 
4) increase by R4.29 billion. 
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Explanation 
To calculate the impact of the R3 billion increase in investment on equilibrium GDP, 
you first need to calculate the multiplier. If MPC = 0.7, then the multiplier is 1/(1-0.7) 
which equals 3.33. Then you multiply the result by the increase in investment to get 
an answer of R10 billion. Since investment increased, the resultant change in GDP 
must be an increase. 
 
Question 19 
If the multiplier in an economy is 5, a R20 billion increase in net exports will: 

1) increase GDP by R100 billion. The correct alternative is [1]. 
2) reduce GDP by R20 billion. 
3) decrease GDP by R100 billion. 
4) increase GDP by R20 billion. 

 
Explanation 
In this question you are provided with the value of the multiplier, you do not have to 
work it out. The process is the same as for question 3.18 once you have the value of 
the multiplier. If net exports increase by R20 billion, equilibrium income will increase 
by 5 x 20, which is 100. 
 
 
 
 
 
 

 
Question 20 
The above diagram shows consumption schedules for economies A and B with Ca 
the consumption line for economy A and Cb that for economy B. We can say that 
the: 
 

1) MPC is greater in B than in A. 
2) Investment at any given income level is greater in B than in A. 
3) MPC is greater in A than in B. The correct alternative is [3]. 
4) MPS is smaller in B than in A. 
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Explanation 
The slope of A is steeper thus the MPC is greater. 
 
Question 1 
Which one of the following statements is correct? 

1) The aggregate demand curve (AD curve) can be shifted by monetary as well 
as fiscal policy measures. The correct alternative is [1]. 

2) A restrictive fiscal policy will result in a rightward shift of the aggregate 
demand curve (AD curve). 

3) A general increase in wages in the economy will shift the aggregate supply 
curve downward (to the right). 

4) None of the above statements is correct. 
 
Explanation 
Statement [1] is correct, as the aggregate demand curve (AD curve) can be shifted 
by monetary as well as fiscal policy measures. Statement [2] is incorrect, as 
restrictive fiscal policy will result in a leftward shift of the aggregate demand curve. 
Statement [3] is also incorrect, as a general increase in wages in the economy will 
shift the aggregate supply curve upward (to the left). 
 
Question 2 
Which one of the following statements is incorrect? 

1) The aggregate AD-AS model seeks to explain the general price level and the 
aggregate production of goods and services. 

2) The aggregate demand curve shows the aggregate quantities that are 
demanded at different price levels. 

3) If aggregate supply falls, there will be an upward pressure on prices. 
4) In terms of the AD-AS model, if aggregate demand falls, with no change in 

aggregate supply, the money supply will increase. The correct alternative is 
[4]. 

 
Explanation 
Statement [4] is incorrect. In terms of the AD-AS model, if aggregate demand falls, 
with no change in aggregate supply, no noticeable money supply change will follow 
as a consequence. The other statements are correct. 
 
Consider the diagram below for questions 3 and 4. 
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Question 3 
The immediate effect of a decrease in government expenditure will be to 

1) move the AD curve to the left. The correct alternative is [1]. 
2) move the AD curve to the right. 
3) move the AS curve to the left. 
4) move the AS curve to the right. 

Explanation 
Statement [1] is correct, as the immediate effect of a decrease in government 
expenditure will be to move the AD curve to the left. 
 
Question 4 
If South Africa were to discover a plentiful supply of cheap oil, this would 

1) move the AD curve to the left. 
2) move the AD curve to the right. 
3) move the AS curve to the left. 
4) move the AS curve to the right. The correct alternative is [4]. 
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Explanation 
If South Africa were to discover a plentiful supply of cheap oil, this would move the 
AS curve to the right. Statement [4] is therefore correct. 
 
Question 5 
Which one of the following will give rise to an increase in aggregate demand? 

1) a deterioration in business confidence as a result of increased political 
violence 

2) a decrease in the repo rate. The correct alternative is [2]. 
3) an increase in the company tax rate 
4) a decrease in the international prices of the commodities that we export (e.g. 

gold, platinum, coal) 
 
Explanation 
Statement [2] is correct, as a decrease in the repo rate (a lower level of the repo 
rate) will give rise to an increase in aggregate demand, illustrated by a rightward shift 
of the AD curve. This is not the case with any of the other statements. 
 
Question 6 
Which one of the following is an example of an expansionary fiscal policy? 

1) a decrease in interest rates 
2) a decrease in government spending 
3) an increase in government spending The correct alternative is [3]. 
4) None of these statements is an example of expansionary fiscal policy. 

 
Explanation 
Statement [3] is correct, as an increase in government spending is an example of an 
expansionary fiscal policy. Statement [1] pertains to monetary policy and statement 
[2] is an example of contractionary fiscal policy. 
 
Question 7 
The monetary transmission mechanism: 

1) explains how banks create money. 
2) explains how the central bank transmits messages to other banks. 
3) describes the ways in which changes in the monetary sector are transmitted 

to the rest of the economy. The correct alternative is [3]. 
4) explains how developments in the economy affect the monetary sector, 

especially the banks. 
 
Explanation 
The monetary transmission mechanism describes ways in which changes in the 
monetary sector are transmitted to the rest of the economy. Statement [3] is 
therefore correct. 
 
Question 8 
Inflation refers to: 

1) a sudden increase in prices 
2) a small increase in prices 
3) “too much money chasing too few goods” 
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4) a sustained increase in the general price level The correct alternative is [4]. 
 
Explanation 
Inflation refers to a sustained increase in the general price level. Statement [4] is 
therefore correct. 
 
Question 9 
If the consumer price index at the end of 2011 was 100 and at the end of 2012 was 
120, then the rate of inflation for 2012 was: 

1) 25% 
2) 20% The correct alternative is [2]. 
3) 16,66% 
4) 1,5% 

 
Explanation 
If the consumer price index at the end of 2011 was 100 and at the end of 2012 was 
120, then the rate of inflation for 2012 was 20%. Statement [2] is therefore correct. 
 
Use the data in the table below to answer question 10 (all amounts in rand) 
 

Year GDP at current 
prices 

GDP at constant 
2012 prices 

GDP deflator 

2011 400 000 600 000 A 

2012 500 000 B C 

 
Question 10 
In the table above, A, B and C are respectively equal to: 

1) 66,67, R500 000 and 100 The correct alternative is [1]. 
2) 133,33, R600 000 and 66,67 
3) 66,67, R600 000 and 1 
4) 133,33, R500 000 and 100 

 
Explanation 
In the table, A, B and C are equal to 66,67, R500 000 and 100, respectively. This 
implies that  statement [1] is correct. Please consult pages 478 and 479 for the 
calculations. Please note that 2012 values are given, therefore implying that GDP 
values in 2012 should be the same in nominal and real terms, and the index should 
accordingly be 100. 
 
Question 11 
If the real interest rate is negative, then 

1) the inflation rate is larger (higher) than the nominal interest rate. The correct 
alternative is [1]. 

2) the inflation rate is smaller than the nominal interest rate. 
3) lenders will gain. 
4) the real value of a loan will increase. 

 
Explanation 
If the real interest rate is negative, then the inflation rate is larger (higher) than the 
nominal interest rate. Statement [1] is therefore correct and statement [2] is incorrect. 
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Statement [3] is incorrect, as borrowers will gain. Statement [4] is incorrect, as the 
real value of a loan will decrease. 
 
Question 12 
If a country’s rate of unemployment increases then we can conclude that 

1) the country is experiencing jobless growth. 
2) no new jobs are being created. 
3) GDP growth must be falling. 
4) the proportion of people of working age who want employment but cannot find 

employment is increasing. The correct alternative is [4]. 
 
Explanation 
If a country’s rate of unemployment increases, then we can conclude that the 
proportion of people of working age who want employment and who cannot find 
employment is increasing. Statement [4] is therefore correct. On face value, 
statements [1] and [2] might seem correct. However, in the case of statement [1] (the 
country is experiencing jobless growth), it is incorrect to assume that the economy is 
growing, as this was not stated in the question. In the case of statement [2] (no new 
jobs are being created), new jobs might be created, but only to replace jobs that are 
no longer available, for example because businesses downscale or close. 
 
Question 13 
Which of the following situations describe structural unemployment? 

a) John is qualified as an economist, but cannot find employment because 
employers prefer to hire female economists. 

b) Jacob used to work in a gold mine and lost his job after the price of gold fell 
and the mine closed. 

c) Johanna is a typist and cannot find employment because she does not know 
how to use a computer. 

d) Jim can only find work as a tourist guide on the Cape Wine Route during the 
summer months. 

 
1) a, b and c The correct alternative is [1]. 
2) a, b, c and d 
3) b, c and d 
4) a and d 

 
Explanation 
The first three statements describe structural unemployment, in other words a 
situation where people cannot find employment owing to the structure of the 
economy. This includes employment practices, businesses closing and technological 
advances. Alternative [1] is therefore correct. The last statement is an example of 
seasonal unemployment. 
 
Question 14 
Reasons on the demand side of the labour market for increasing unemployment in 
South Africa could include 

a) an increase in population growth. 
b) an increase in the capital intensity of production. 
c) an increase in immigration. 
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d) a decrease in the production of goods and services. 
e) an increase in the cost of employing labour. 

 
1) a, b and d 
2) a, c and e 
3) b, d and e The correct alternative is [3]. 
4) b and d 

 
Explanation 
Alternative [3] is correct. The reasons on the demand side of the labour market for 
increasing unemployment in South Africa could include an increase in the capital 
intensity of production, a decrease in the production of goods and services and an 
increase in the cost of employing labour. The other two statements (an increase in 
population growth and an increase in immigration) pertain to the supply side of 
labour, not the demand side. 
 
Question 15 
A rightward shift of the Phillips curve 

1) indicates that the trade-off between inflation and unemployment has become 
less severe. 

2) indicates that every level of inflation is associated with more unemployment 
than before. The correct alternative is [2]. 

3) is associated with deflation. 
4) indicates an expansion in economic output. 

 
Explanation 
A rightward shift of the Phillips curve indicates that every level of inflation is 
associated with more unemployment than before. Statement [2] is therefore correct. 
 
Question 16 
Which one of the following should not form part of a strategy to combat 
unemployment in South Africa? 

1) steps to increase the capital intensity of production The correct alternative is 
[1]. 

2) steps to limit the supply of labour 
3) steps to stimulate the demand for labour 
4) steps to increase the labour intensity of production 

 
Explanation 
A strategy to combat unemployment in South Africa should not focus on any 
increase in the capital intensity of production. Increased capital intensity of 
production will result in increased unemployment, in other words capital will replace 
labour. Option [1] is therefore the appropriate choice. 
 
Question 17 
During a recession, cyclical unemployment will ________ and inflation will 
________. 

1) increase; decrease The correct alternative is [1]. 
2) decrease; decrease 
3) decrease; increase 
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4) increase; increase 
 
Explanation 
Option [1] is correct, as cyclical unemployment will increase and cyclical inflation will 
decrease during a recession. 
 
Question 18 
Import substitution involves 

1) the reduction of import tariffs so that an economy can export goods that were 
previously imported. 

2) the use of import tariffs to encourage the local production of goods that were 
previously imported. The correct alternative is [2]. 

3) the protection of industries in which an economy would traditionally have 
enjoyed comparative advantage. 

4) the substitution of local labour with imported capital to reduce the costs of 
production and ensure the competitiveness of strategic industries. 

 
Explanation 
Import substitution involves the use of import tariffs so as to encourage the local 
production of goods that were previously imported. Option [2] is therefore correct. 
 
Question 19 
Which one of the following statements is incorrect? 
Economic growth: 

1) may be measured as the annual rate of increase in GDP. 
2) may be measured as the annual rate of increase in GDP at constant prices. 
3) may be measured as the annual rate of increase in GDP at current prices. 

The correct alternative is [3]. 
4) should preferably be measured on a per capita basis. 

 
Explanation 
The correct alternative is [3], as this is the incorrect alternative. Economic growth 
may be measured as the annual rate of increase in GDP at constant prices, and not 
as the annual rate of increase in GDP at current prices, as is stated in alternative [3]. 
The other statements describe economic growth. 
 
Question 20 
The phase of the business cycle at which almost all available resources in the 
economy are in use is referred to as 

1) the recovery phase. 
2) the peak phase. The correct alternative is [2]. 
3) the expansion phase. 
4) the trough phase. 

 
Explanation 
The phase of the business cycle at which almost all available resources in the 
economy are in use is referred to as the peak phase. Statement [2] is therefore 
correct. 
 
Question 1 
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Which of the following statements are correct? 
a) A flow variable is measured over a specific period. 
b) Wealth, assets, liabilities and profit are all stock variables. 
c) Stocks can change as a result of flows. 

 
1) All the statements are correct. 
2) a and b 
3) a and c The correct alternative is (3). 
4) b and c 
5) a 

 
Explanation 
A flow variable is measured over a specific period. The level of water in a dam 
changes as a result of the inflow of water. 
 
The diagram below shows the circular flow of income and spending between 
households and firms. 
 

 
 
Question 2 
Which one of the following statements is correct? 

1) Flows (2) and (3) represent income. 
2) Flows (2) and (4) represent spending. 
3) Flows (1) and (2) represent spending. 
4) Flows (1) and (3) represent spending. The correct alternative is (4) 

 
Explanation 
Firms spend on the factor market (Flow 1), while households spend on the goods 
market (flow 3). 
 
Question 3 
In the circular flow of income and spending 

1) investment results in a decrease in the volume of the income flow. 
2) taxes result in an increase in the volume of the income flow. 
3) imports result in an increase in the volume of the income flow. 
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4) savings result in a decrease in the volume of the income flow. The correct 
alternative is (4) 

 
Explanation 
Savings, taxes and imports are leakages from the circular flow of income and 
spending and therefore result in a decrease in the volume of the income. Investment 
is an injection into the circular flow and results in an increase in the volume of the 
income flow. 
 
Question 4 is based on the following diagram. 
 

 
 
 
Question 4 
Which flows represent taxes? 

1) C and D 
2) E and F 
3) D and E The correct alternative is (3) 
4) A and B 

 
Explanation 
Taxes flow from households and firms to government, that is, flows D and E. 
 
Question 5 
Which of the following statements are correct? 

a) Investment is the most important form of saving in the economy. 
b) Financial institution acts as intermediary between those who save and those 

who wish to invest. 
c) Financial sector is the funnel through which investment is withdrawn from the 

circular flow of income and spending. 
 

1) All the statements are correct. 
2) a and b 
3) b The correct alternative is (3) 
4) a and c 
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5) None of the statements is correct. 
 
Question 6 
Which of the following constitute the government? 

1) national government 
2) local government 
3) provincial government 
4) All of the above The correct alternative is (4) 

 
Explanation 
The government includes the national government, regional (or provincial) 
government and the local government. 
 
Question 7 
Which of the following could be considered as examples of financial institutions in 
South Africa? 

1) Nedbank and Old Mutual Insurance Company. The correct alternative is (1) 
2) South African Revenue Service (SARS) and the Iscor Pension Fund. 
3) National Lottery and Coca Cola Mega Millions. 
4) National Treasury and JSE Securities Exchange. 

 
Explanation 
Financial institutions act as links between households and firms with surplus funds 
and other participants (eg firms) that required funds. 
 
Question 8 
Which one of the following is NOT a function of money? 

1) Money serves as a medium of exchange. 
2) Money serves as unit of account. 
3) Money serves as a store of value. 
4) Money serves as a stock and flow. The correct alternative is (4) 

 
Explanation 
Money is not a stock but a flow variable. Money serves as a medium of exchange, a 
unit of account and a store of value. 
 
Question 9 
The modern bank note’s value of exchange 

1) is equal to its intrinsic value. 
2) is undermined by its use as a store of value. 
3) is supported by gold that the SARB vaults. 
4) is based on confidence. The correct alternative is (4) 

 
Explanation 
The value of the modern banknote is solely based on the public’s confidence in the 
government or monetary authorities to control the supply of money in such a way 
that its purchasing power does not fall substantially. If too much money is created, 
the public will lose confidence in its purchasing power and the perceived value of the 
money may collapse. 
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Question 10 
The positive balance on your cheque account is 

1) an asset for you and a liability for your bank. The correct alternative is (1) 
2) a liability for you and an asset for your bank. 
3) an asset for both you and your bank. 
4) a liability for both you and your bank. 

 
Explanation 
When a deposit is made at the bank it becomes an asset for a person who deposited 
it and a liability for a bank, because they now owe the funds to the depositor. 
 
Question 11 
The South African Reserve Bank 

1) is responsible for the implementation of fiscal policy. 
2) is lender of last resort for those consumers who are unable to secure a loan 

from commercial banks. 
3) is co-responsible for tax collection. 
4) is responsible for the formulation of monetary policy. The correct alternative 

is (4) 
 
Explanation 
The South African Reserve Bank is responsible for, amongst others, the formulation 
and implementation of monetary policy. 
 
Question 12 
Which of the following statements are correct? 

a) Banks can create demand deposits by granting credit to their clients in the 
form of overdraft facilities. 

b) When a person deposits cash in a cheque account there is no immediate 
change in the quantity of money. 

c) When the cash reserve requirement increase, the credit multiplier increases. 
 

1) All the statements are correct. 
2) a and b The correct alternative is (2) 
3) a and c 
4) b and c 
5) c 

 
Question 13 
The quantity of money available will increase when 

1) a person deposits his or her money with a bank. 
2) banks keep their reserves with the reserve bank. 
3) banks make loans that result in additional deposits. The correct alternative 

is (3) 
4) the government keeps its funds with the reserve bank. 

 
Question 14 
If the required reserve ratio is increased, the money multiplier 

1) decreases. The correct alternative is (1) 
2) remains the same, as long as banks hold no excess reserves. 
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3) could either increase or decrease. 
4) increases. 

 
Explanation 
An increase in the cash reserve requirement of banks will reduce the credit 
multiplier. 
 
Question 15 
The demand for money 

1) for transaction purposes is determined by income and the interest rate. 
2) for precautionary purposes is determined by income and the interest rate. 
3) for speculation purposes is determined by the interest rate. The correct 

alternative is (3) 
 
Explanation 
The demand for money for transaction purposes and for precautionary purposes is 
determined by income, while the demand for speculation purposes is determined by 
the interest rate. 
Question 16 
The quantity of money demanded for precautionary purposes decreases if 

1) total output decreases. The correct alternative is [1] 
2) consumer incomes increase. 
3) the interest rate increases. 
4) the inflation rate increases. 

 
Explanation 
If production decreases it implies a decrease in income and therefore a decrease in 
the demand for precautionary balances. 
 
Question 17 
Which of the following statements are correct? 

a) The demand for money is a function of income and the interest rate. 
b) In general terms the liquidity preference may be expressed as L = f (Y, i). 
c) The supply of money is determined by demand for money and the interest 

rate. 
 

1) All the statements are correct. The correct alternative is (1) 
2) a 
3) b and c 
4) a and c 
5) None of the statements is correct. 

 
Explanation 

a) The demand for money is a function of income and interest rate. 
b) The Keynes liquidity preference of money demand can be expressed as L = f 

(Y,i) 

 Where: L = demand for money 

 Y = level of income 

 i = interest rate. 
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c) The supply of money is determined by the interaction of the interest rate (ie 
the cost of credit) and the money demand. 

 
Question 18 is based on the diagram below, which shows the money market. 
 

 
 
Question 18 
Which of the following statements are correct? 

a) A change in equilibrium from E1 to E0 could be as a result of an increase in 
interest rate. 

b) A change in equilibrium from E0 to E1 could be as a result of a decrease in 
income. 

c) A change in equilibrium from E0 to E2 could be as a result of an increase in 
income. 

 
1) All the statements are correct. 
2) a 
3) a and b 
4) a and c The correct alternative is (4) 
5) b and c 

 
Explanation 
An increase in the interest rate causes a movement along the money demand curve. 
In Economics 1A we made a distinction between a movement along the demand 
curve, as a result of a change in price, and a shift of the demand curve (as a result of 
a change in any of the other determinants of demand). The interest rate is the price 
of money, thus the movement along the demand curve. 
An increase in income leads to an increase in the demand for money. This can be 
illustrated by a rightward shift of the money demand curve. 
 
Question 19 
The reserve banks can use the open market operations to 

1) issue new currency notes. 
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2) control the money supply. The correct alternative is (2) 
3) sell foreign exchange. 
4) influence the flow of goods and services. 

 
Explanation 
 
The reserve bank uses open market operations, the purchase and sale of financial 
assets, to control the money supply. 
 
Question 20 
The purchase and sale of financial assets to and from the banks by the South 
African Reserve Bank is known as the 

1) accommodation policy. 
2) credit control policy. 
3) public debt management policy. 
4) open market policy. The correct alternative is (4) 

 
Explanation 
The purchase and sale of financial assets to and from the banks by the South Africa 
Reserve Bank is known as open market policy. 
 
Question 1 
Efficient resource allocation occurs when 

a) enough goods and services are produced. 
b) all resources are used to produce goods and services. 
c) it is possible to make one person better off without making another person 

worse off. 
d) resources are fully employed. 

 
1) a 
2) b and d 
3) c 
4) d The correct alternative is [4]. 

 
Explanation 
Efficient resource allocation occurs only when all resources are fully employed – 
when it is impossible to make one person better off without making another person 
worse off. 
Question 2 
Market failure occurs when 

a) market fails to produce enough goods and services. 
b) demand equals supply. 
c) the market is not in equilibrium. 
d) the market system is unable to allocate resources efficiently. 

 
1) None of the above statements is correct. 
2) a 
3) b 
4) c 
5) d The correct alternative is [5]. 
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Explanation 
In market failure, the market system is unable to achieve an efficient allocation of 
resources. 
 
Question 3 
Government spending in South Africa is financed through 

a) tax revenues collected from households and firms. 
b) borrowing from the central bank, domestic market and international market. 
c) income from partial and or full ownership in enterprises. 

 
1) All the statements are correct. The correct alternative is [1]. 
2) a 
3) b 
4) b and c 

 
Explanation 
Government spending in South Africa is financed through (1) tax revenues collected 
from households and firms, (2) borrowing from the central bank, domestic market 
and international market, and (3) income from partial and or full ownership in 
enterprises. 
 
Question 4 
Which of the following statements are correct? 

a) The difference between government spending and borrowing is called the 
budget deficit. 

b) If government finances part of its spending from borrowing from the central 
bank, it is called inflationary financing. 

c) Expansionary fiscal policy implies that taxes must increase and government 
spending must be limited. 

 
1) All statements are correct. 
2) a and b The correct alternative is (2) 
3) b and c 
4) a 
5) b 

 
Explanation 

a) When government purchases of goods and services exceed the tax revenue 
received, it is said to have a budget deficit. 

b) Inflationary financing is when government borrows from the central bank to 
finance its spending. 

 
Question 5 
Which one of the following statements regarding taxes is correct? 

1) Taxes which distort relative prices are not neutral. The correct alternative is 
(1) 

2) The aim of taxes is to change the behaviour of people. 
3) Equity in the tax system ensures simplicity and neutrality. 
4) In a good tax system compliance costs are equal to administration costs. 
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Explanation 
Taxes which distort relative prices are not regarded as neutral. For taxes to be 
neutral they should have the minimum possible effect on relative prices - i.e. they 
should not distort the relative prices. 
 
Question 6 
A tax is 

1) regressive when everybody pays the same amount of tax. The correct 
alternative is (1) 

2) regressive when all taxpayers pay the same rate. 
3) proportional when everybody pays the same amount of tax. 
4) proportional when it is levied on goods and services at the same standard 

rate. 
 
Explanation 
It is important to remember that the distinction between the different tax systems is 
based on the ratio (or percentage) of tax paid to taxable income. It is not based on 
the (absolute) amount or the total amount paid in taxes. When everybody pays the 
same amount of tax, it means that the lower income groups pay a greater 
percentage of their taxable incomes than higher income groups, that is, the tax is 
regressive. 
 
Question 7 
Which of the following statements are correct? 

a) The statutory or legal incidence of a tax determines who ultimately bears the 
burden of the tax. 

b) The degree to which the burden of a tax can be shifted depends on the price 
elasticities of demand and supply of the good or service in question. 

c) The government prefers levying excise taxes on the consumption of goods 
with a high elasticity of demand. 

 
1) None of the statements is correct. 
2) a and b 
3) a 
4) b The correct alternative is (4) 
5) c 

 
Explanation 
If demand is relatively elastic, the greater share of the tax burden is borne by the 
seller. On the other hand, if demand is relatively inelastic, the burden of the tax falls 
on the buyer. 
 
Question 8 
Country A can produce 20 units of maize or 10 units of bananas. Country B can 
produce 30 units of maize or 20 units of bananas. Assuming constant opportunity 
costs, which of the following statements are correct? 

a) Country B has an absolute advantage in the production of maize. 
b) Country B has an absolute advantage in the production of bananas. 
c) Country A has a relative advantage in the production of bananas. 
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1) All the statements are correct. 
2) a and b The correct alternative is (2) 
3) a and c 
4) b and c 
5) c 

 
Explanation 

a) Country B produces 30 units of maize, while country A produces only 20 units 
of maize. 

b) Country B produces more bananas than country A – country B produces 20 
units compared to the 10 units produced by country A. 

 
Question 9 
The purpose for the introduction of an import tariff is to 

1) expose local production to international competition. 
2) reduce local production and increase imports. 
3) restrict the importation of harmful products. 
4) serve as a source of income for the government. The correct alternative is 

(4) 
 
Explanation 
Import tariffs can be used as a source of revenue for the government. In fact, one of 
the main arguments for tariff protection is to generate tariff revenue. 
 
Question 10 
An increase in the supply of dollars in the South African foreign exchange market 
can be caused by 

1) more South African firms purchasing capital goods from the United States. 
2) an increase in the gold price. The correct alternative is (2) 
3) a decrease in economic activity in the United States. 
4) more South African tourists visiting the United States 

 
Explanation 
Since the gold price is quoted in dollars, an increase in the price of gold means that 
more dollars will be earned – the supply of dollar increases. 
 
Question 11 
Which one of the following is most likely to increase the demand for US dollar on the 
South African foreign exchange market? 

1) A fall in the interest rates in the United States. 
2) An expected decline of the value of the rand relative to the dollar. The correct 

alternative is (2) 
3) A recession in South Africa. 
4) A decrease in international tourism. 

 
Explanation 
An expected decline of the value of the rand relative to the dollar will increase the 
demand for dollar. 
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Question 12 
When the rand/$ exchange rate changes from R7,10/$1 to R7,20/$1, the rand has 

1) appreciated against the dollar. 
2) gained against the dollar. 
3) depreciated against the dollar. The correct alternative is (3) 

 
Explanation 
When the rand/$ price changes from R7,10/$1 to R7,20/$, one has to pay more for a 
dollar. The value of the rand decreased against the dollar – it has depreciated 
against the dollar. 
 
Question 13 
A depreciation of the rand against the US dollar will lead to a decrease in 

1) the price of imported goods in South Africa. 
2) the price of South African products sold in the USA. The correct alternative 

is (2) 
3) the price of petrol in South Africa. 
4) the number of tourist from the USA visiting South Africa. 

 
Explanation 
When the rand depreciates against the dollar, South African products become less 
expensive in dollar terms. This leads to an increase in exports. Say a consumer in 
the United States wants to import a car from South Africa. The price of the car is R60 
000 in South Africa. At an exchange rate of $1,00 = R6,00, it will cost the American 
consumer $10 000 to import the car from South Africa. That is, R60 000/R6. If the 
rand depreciates to $1,00 = R10,00, the consumer will pay less in dollar terms, R60 
000/R10 = $6 000. Similarly, South African imports from the United States will 
decrease as South Africans have to pay more for a dollar. 
 
Question 14 
When the rand appreciates against the dollar 

1) export prices increase and import prices decrease. The correct alternative is 
(1) 

2) export prices decrease and import prices increase. 
3) export prices increase and import prices increase. 
4) export prices decrease and import prices decrease. 

 
Question 15 
Which of the following statements are correct? 

a) When calculating GDP, goods are counted when they are purchased as 
inputs and when they are sold as final goods. 

b) Only transactions that represent production of new goods and services are 
included in the GDP. 

c) When calculating GDP using the expenditure approach, both final goods and 
intermediate goods are included in order to avoid double counting. 

 
1) All statements are correct. 
2) a and b 
3) b The correct alternative is (3) 
4) b and c 
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5) a 
 
Explanation 
The GDP refers to the production of goods during a particular period. Only 
transactions that represent production of new goods and services are therefore 
included in the GDP. 
 
Question 16 
Which of the following statements are correct? 

a) When prices increase, nominal GDP increases even if the production of new 
goods and services does not increase. 

b) An increase in nominal GDP by 7% indicates that real output has increased 
by 7%. 

c) If nominal GDP increases by 5%, GDP at current prices will also increase by 
5%. 

 
1) All statements are correct. 
2) a and c The correct alternative is (2) 
3) b 
4) b and c 
5) None of the statements is correct. 

 
Explanation 
An increase in nominal GDP could be a result of increases in the general price level 
even if the production of new goods does not increase. Nominal GDP and GDP at 
current prices are synonyms. 
 
Question 17 
If there are 100 million people in the population, 50 million people are in the labour 
force and 10 million people are unemployed, then the unemployment rate is 

1) 5% 
2) 6,7% 
3) 10%. 
4) 20% The correct alternative is (4) 

 
Explanation 
The unemployment rate is obtained by expressing the number of unemployed as a 
percentage of the labour force: 
 

Unemployment rate = 
𝑁𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑

𝑇𝑜𝑡𝑎𝑙 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 x 100 

 

= 
10

50
 x 100 = 20% 

 
Question 18 is based on the following information. 

Year CPI 

2000 100 

2002 125 

2004 135 
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Question 18 
Consumer prices 

1) rose by 10% from 2002 to 2004. 
2) fell by 25% from 2000 to 2002. 
3) fell by 10% from 2002 to 2004. 
4) rose by 8% from 2002 to 2004. The correct alternative is (4) 

 
Explanation 
To calculate the change in prices the following formula is used: 
 

% change in prices = 
(𝐶𝑃𝐼 𝑖𝑛 𝑦𝑒𝑎𝑟 2−𝐶𝑃𝐼 𝑖𝑛 𝑦𝑒𝑎𝑟 1)

𝐶𝑃𝐼 𝑖𝑛 𝑦𝑒𝑎𝑟 1
 x 

100

1
 

 
Question 19 
Which of the following statements are correct? 

a) All transactions with the rest of the world are recorded in the balance of 
payments. 

b) When the value of imports exceeds the value of exports, the country has a 
trade surplus. 

c) The balance of payments is an important indicator of the state of an economy. 
 

1) a 
2) a and b 
3) a and c The correct alternative is (3) 
4) b and c 
5) None of the statements is correct. 

 
Question 20 
Which of the following statements are correct? 

a) The best measure of the distribution of income in a country is real GDP per 
capita. 

b) When constructing the Lorenz curve, the cumulative percentage of the 
population is plotted against the cumulative percentage of income. 

c) The higher the Gini coefficient, the higher the income inequality. 
 

1) All the statements are correct. 
2) a and b 
3) a and c 
4) b and c The correct alternative is (4) 
5) b 

 
Question 1 
Using the Keynesian macroeconomic models 

1) one can study the money market. 
2) one can predict the likely impact of fiscal policy on aggregate production and 

income. The correct alternative is (2). 
3) one can study inflation. 

 
Question 2 
Which of the following statements are correct? 
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a) Total income = total production = total spending in the national accounts as 
well as in macroeconomic theory. 

b) In macroeconomic theory, total production is synonymous with total income. 
c) According to Say, aggregate demand in the economy can never be 

insufficient because supply creates its own demand. 
1) All the statements are correct. 
2) a and b 
3) a and c 
4) b and c The correct alternative is (4) 
5) None of the statements is correct. 

 
Explanation 
Say's law states that supply will create its own demand. In other words, goods and 
services will always be demanded when produced. In macroeconomic theory, total 
production is synonymous with total income. 
 
Question 3 
Which of the following statements are correct? 

a) In the Keynesian model there will always be an automatic tendency towards 
full employment if the economy is operating at a level of production or income 
below full-employment. 

b) Macroeconomic theory deals with events that occurred in the past. 
c) Consumption spending can exceed income. 

 
1) All the statements are correct. 
2) a 
3) b 
4) c The correct alternative is (4) 
5) None of the statements is correct. 

 
Explanation 
Consumers can finance their spending by using past savings or credit. See for 
instance the discussion of autonomous consumption. When income is zero, 
consumption spending is positive. In other words, consumption spending can exceed 
income. 
 
Question 4 
Which of the following statements are correct? 

a) Induced consumption refers to the fixed part of consumption spending which 
does not change as the level of income changes. 

b) The slope of the consumption function is always greater than that of the 
aggregate spending curve. 

c) If the marginal propensity to save increases, the equilibrium level of income 
will increase. 

 
1) All the statements are correct. 
2) a and b 
3) b and c 
4) a and c 
5) None of the statements is correct. The correct alternative is (5) 
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Question 5 
An increase in autonomous consumption will result in 

1) a movement from left to right along the consumption function. 
2) a movement from right to left along the consumption function. 
3) an upward shift of the consumption function. The correct alternative is (3) 
4) an downward shift of the consumption function. 

 
Explanation 
 

 
 
An increase in autonomous consumption shifts the consumption function upwards. 
 
Question 6 
If the marginal propensity to consume increases 

1) there will be a movement from left to right along the consumption function. 
2) the consumption function will shift parallel upwards. 
3) the consumption function will shift parallel downwards. 
4) the slope of the consumption function will be steeper. The correct alternative 

is (4) 
 
Explanation 
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The slope of the C curve is determined by the marginal propensity to consume. If the 
marginal propensity to consume increases, the slope of the consumption function will 
also increase 
 
Question 7 is based on the following equation which refers to a closed economy with 
no government. 
 
C = 100 + 3/4Y 
Question 7 
Which of the following statements are correct? 

a) When income is zero, private savings are 100. 
b) The slope of the savings function is ¾. 
c) The savings function is given by S = 100 + 1/4Y 

 
1) None of the statements is correct. The correct alternative is (1) 
2) a and b 
3) b and c 
4) a and c 
5) All the statements are correct. 

 
Question 8 
If C = 50 + 0,9Y, then at an income level of 1000, savings are 

1) -100. 
2) -50. 
3) 50. The correct alternative is (3) 
4) 100. 
5) 900. 

 
Explanation 
If C = 50 + 0,9Y, the saving function is S = -50 + 0,1Y  
When income is 1 000, saving will be  
S = -50 + 0,1Y  
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= -50 + 0,1(1 000)  
= -50 + 100  
= 50 
 
Question 9 
Which of the following statements are correct? 

a) Investment is negatively related to the interest rate. 
b) If investment is dependent on the income level, it is regarded as autonomous 

and illustrated graphically by a horizontal line. 
c) Income is the most important determinant of the level of investment. 

 
1) a The correct alternative is (1) 
2) b 
3) c 
4) b and c 

 
Explanation 
According to the Keynesian theory, an increase in interest rate increases the cost of 
borrowing, which leads to a decrease in investment. Therefore, interest rate and 
investment are negatively related. 
 

 
 
 
 
Question 10 
Autonomous investment means that investment is independent of the 

1) cost of capital goods. 
2) level of income. The correct alternative is (2) 
3) interest rate. 
4) expected revenue to be earned from capital goods. 

 
Explanation 
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Autonomous investment means that investment is independent of the level of 
income. 
 
Question 11 
If total production is R180 billion and aggregate spending is R200 billion, firms 
inventories will 

1) stay constant and so will output. 
2) pile up and output will increase. 
3) pile up and output will decrease. 
4) run down and output will increase. 
5) run down and output will decrease. The correct alternative is (4) 

 
Explanation 
When aggregate spending (200) exceeds total production (180), producers will 
experience a decrease in inventories, which will encourage them to produce more in 
the following period. 
 
Question 12 is based on the following information, which refers to a closed economy 
without a government: 
 
Autonomous consumption = 200, investment spending = 400 and the marginal 
propensity to save is ¼. 
 
Question 12 
Which of the following statements are correct? 

a) The equilibrium level of income is 800. 
b) The equilibrium level of income is 2400 
c) The multiplier is 4. 

 
1) None of the statements is correct. 
2) a and b 
3) a and c 
4) b and c The correct alternative is (4) 
5) All the statements are correct. 

 
Question 13 
Which of the following statements are correct? 

a) The introduction of government spending increases the size of the multiplier. 
b) The introduction of taxes increases the size of the multiplier. 
c) The introduction of taxes reduces the slope of the consumption function. 

 
1) a 
2) b 
3) c The correct alternative is (3) 
4) None of the statements is correct. 

 
Explanation 
Taxes reduce disposable income. Consumption reduces at every level of income, 
the slope of the consumption function decreases. 
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Question 14 
Which one of the following will increase the size of the multiplier? 

1) An increase in the level of net exports. 
2) A reduction in the level of government spending. 
3) An increase in the tax rate. 
4) An increase in the marginal propensity to consume. The correct alternative 

is (4) 
5) An increase in the marginal propensity to save. 

 
Explanation 
An increase in the marginal propensity to consume means that more is respend in 
each round of spending. 
 
Question 15 
Which of the following statements are correct? 

a) If the marginal propensity to consume increases, the equilibrium level of 
income will increase. 

b) In an open economy with a government sector the sum of the marginal 
propensity to consume and the marginal propensity to save is always equal to 
1. 

c) If the tax rate decreases, the aggregate spending curve will shift parallel 
upwards. 

 
1) b 
2) a and b The correct alternative is (2) 
3) b and c 
4) a and c 
5) All the statements are correct. 

 
Explanation 

a) If a bigger proportion is respend, that is, if the marginal propensity to consume 
increases, more additional income is generated in each round of the spending 
process increasing the equilibrium level of income. 
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b) Although the introduction of the government and foreign sectors into the 
macroeconomic model changes the slope of the aggregate expenditure 
function, it does not affect the proportion of additional income that is 
consumed. That is, the marginal propensity to consume is not affected. 
Consequently, the sum of the marginal propensities to consume and save will 
always equal 1. 

 
Question 16 
Given the import function Z = 300 + 2/3Y, which of the following statements are 
incorrect? 

a) The marginal propensity to save is 1/3. 
b) The induced component is 300. 
c) 2/3 is the proportion of any increase in income that is spent on imports. 

 
1) a 
2) b 
3) c The correct alternative is (3) 
4) a and b 
5) b and c 

 
Explanation 
2/3 is the marginal propensity to import as correctly suggested in the statement. 
 
Question 17 
In the open economy Keynesian model with government and the foreign sector, If 
the marginal propensity to consume, c = 2/3, the tax rate, t = 5/8 and the marginal 
propensity to import, m = 1/2, then the multiplier is given by 

1) ¾ 
2) 4/5 The correct alternative is (2) 
3) 1 
4) 5/4 
5) 2 

 
Explanation 
 

α = 
1

1−𝑐(1−𝑡)+𝑚
 

 

= 
1

1−
2

3
(1−

5

8
)+ 

1

2

 

 

= 
1

1−
2

3
(

3

8
 )+ 

1

2

 

 

= 
1

1− 
1

4
+ 

1

2

 = 
4

5
 

 
Use the following information to answer questions 18 to 20. 
C = 400 + 9/10Yd 
Ī= 500 
Ḡ = 1 280 
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t = 1/3 
Ẋ = 900 
Ẑ = 600 + 1/10Y 
 
Question 18 
The equilibrium level of income is 

1) 2 080 
2) 2 480 
3) 4 960 The correct alternative is (3) 
4) 7 360 
5) None of the above alternatives is correct. 

 
Explanation 
The equilibrium income = multiplier times total autonomous spending. 
The multiplier: 
 

α = 
1

1−𝑐(1−𝑡)+𝑚
 

 

= 
1

1− 
9

10
 (1− 

1

3
)+ 

1

10

 

 

= 
1

1−
9

10
(

2

3
)+ 

1

10
 
 

 

= 
1

1− 
3

5
+

1

10

 = 2 

 
Autonomous spending: 
 
Ā = C + I + G + X – Z 
= 400 + 500 + 1 280 + 900 – 600 
= 2 480 
 
The equilibrium income: 
 
Yo = α x Ā 
 
= 2 x 2 480  
= 4 960 
 
Question 19 
Autonomous aggregate spending at equilibrium is 

1) 2 080 
2) 2 480 The correct alternative is (2) 
3) 4 960 
4) 7 360 
5) None of the above alternatives is correct. 

 
Explanation 
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Autonomous aggregate spending at equilibrium is: 
 
Ā = C + I + G + X – Z 
= 400 + 500 + 1 280 + 900 - 600  
= 2 480 
 
Question 20 
Total aggregate demand at equilibrium is 

1) 2 080 
2) 2 480 
3) 4 960 The correct alternative is (3) 
4) 7 360 
5) None of the above alternatives is correct. 

 
Explanation 
At equilibrium total aggregate demand is equal to income which was calculated in 
question 18 to be 4 960. 
 
Question 1 
The four components of aggregate demand are 

1) investment, government expenditure, consumption spending and net exports. 
The correct alternative is (1) 

2) consumption spending, savings, capital formation and exports. 
3) consumption spending, investment, savings and government expenditure. 
4) investment, government expenditure, capital formation and imports. 

 
Explanation 
The four components of aggregate demand are investment, government 
expenditure, consumption spending and net exports. 
 
Question 2 
Which of the following statements are correct? 

a) AD and AS curves are simply summations of market demand and supply 
curves for different goods and services produced. 

b) The AD curve indicates the level of total expenditure at various price levels in 
the economy. 

c) The AS curve indicates the various levels of output which are supplied at 
constant prices. 

 
1) All the statements are correct. 
2) a and b 
3) a 
4) b The correct alternative is (4) 
5) c 

 
Explanation 
The AD curve indicates the level of total expenditure at various price levels in the 
economy. It also shows an inverse relationship between the price level and real 
GDP. 
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Question 3 
In the AD-AS model, 

1) an increase in productivity is shown by a shift of the aggregate supply curve to 
the left. 

2) a decrease in the interest rate is shown by a rightward shift of the aggregate 
demand curve. The correct alternative is (2) 

3) an increase in the interest rate is shown by a shift of the aggregate supply 
curve to the left. 

4) a decrease in imports is shown by a shift of the aggregate demand curve to 
the left. 

 
Explanation 
Question 3 deals with shifts of the aggregate demand and aggregate supply curves. 
 
Question 4 is based on the following diagram. 
 

 
 
 
Question 4 
Movement from point E0 to E1 must have been as a result of 

1) an increase in interest rate. The correct alternative is (1) 
2) a decrease in taxes. 
3) an increase in money supply. 

 
Explanation 
When the interest rate increases, investment will decrease due to the high cost of 
borrowing. A decrease in investment will lead to a decrease in aggregate demand, 
which will shift the AD curve to the left. 
 
Question 5 
If real GDP increases and price level remains stable, it is likely that 

1) both aggregate demand and aggregate supply have increased. The correct 
alternative is (1) 

2) aggregate demand has increased and aggregate supply has decreased. 



51 
 

3) aggregate supply has increased and aggregate demand has decreased. 
4) both aggregate demand and aggregate supply have decreased. 

 
Explanation 
The key to this question is to draw the indicated movements in the AD and AS 
curves. For example, in statement [1] both aggregate demand and aggregate supply 
increase: 
 

 
 
Question 6 
The monetary transmission mechanism 

1) starts with a change in investment. 
2) is not affected by the interest elasticity of investment demand. 
3) shows how changes in the monetary sector is transmitted to the financial 

sector. 
4) explains how changes in interest rates influence real variables in the 

economy. The correct alternative is (4) 
 
Explanation 
The monetary transmission mechanism describes how changes in the monetary 
sector are transmitted to the real sector of the economy. 
 
Question 7 
Which one of the following statements about lags is correct? 

1) The decision lag is shorter for fiscal policy than for monetary policy. 
2) The implementation lag is extremely short for fiscal policy and long for 

monetary policies. 
3) The recognition lag is the same for fiscal and monetary policy. The correct 

alternative is (3) 
4) The impact lag is shorter for monetary policy than for fiscal policy. 

 
Explanation 
The recognition lag is the same for fiscal and monetary policy. 
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Question 8 
Which of the following statements are correct? 

a) Inflation means buying less with your money now than before prices 
increased. 

b) Purchasing power of a consumer’s income is inversely related with inflation. 
c) Nominal values are obtained by dividing the real values by the price level. 

 
1) All the statements are correct. 
2) a and b The correct alternative is (2) 
3) a and c 
4) b and c 
5) c 

 
Explanation 

a) Inflation reduces the purchasing power of money. 
b) When prices increase, the purchasing power of a consumer’s income falls and 

when prices decrease, the consumer can afford more goods. 
 
Question 9 
Which of the following statements are correct? 

1) If the inflation rate is lower than the nominal interest rate, it is likely that wealth 
will be redistributed from the borrower to the lender. The correct alternative 
is (1) 

2) If individuals expect a further increase in inflation, they may tend to save more 
in traditional forms of saving. 

3) High inflation tends to stimulate productive activity at the expense of 
speculative activity. 

4) If inflation results in balance of payments problems it can be overcome by 
allowing the local currency to appreciate against other currencies. 

 
Explanation 
If the inflation rate is lower than the nominal interest rate, the real interest rate is 
positive and wealth will be redistributed from the borrower to the lender. 
 
Question 10 
During inflation, government realises increased revenue from taxation known as 

1) fiscal income. 
2) fiscal surplus. 
3) fiscal deficit. 
4) fiscal dividend. The correct alternative is (4) 

 
Explanation 
During inflation, government realises increased revenue from taxation known as 
fiscal dividend. 
 
Question 11 

a) The demand pull inflation is caused by excessive aggregate demand in 
relation to an economy’s production capacity. 

b) Cost-push inflation is caused by an increase in the cost of imported capital 
and intermediate goods. 
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c) Cost-push inflation can be combated by contractionary monetary and fiscal 
policies. 

 
1) a and c 
2) a and b The correct alternative is (2) 
3) c 
4) b and c 
5) All the statements are correct. 

 
Explanation 

a) Demand-pull inflation occurs when the aggregate demand for goods and 
services exceeds the aggregate supply. This type of inflation is often 
described as a case of “too much money chasing too few goods” and may be 
caused by expansionary fiscal and monetary policies. 

b) Cost-push inflation is triggered by increases in the cost of production. 
 
Question 12 
Stagflation refers to 

1) an increase in inflation and a decrease in unemployment. 
2) a decrease in inflation and an increase in employment 
3) an increase in the general price level and a decrease in the level of output. 

The correct alternative is (3) 
4) a decrease in the general price level and an increase in the level of output. 

 
Explanation 
Stagflation is when inflation is accompanied by unemployment. 
 
Question 13 
Unemployment 

1) includes everybody who are willing and able to work, but do not have a job. 
The correct alternative is (1) 

2) leads to human development as well as gaining of experience. 
3) is not always a loss to society provided present labour is saved for future use. 
4) can be reduced by the availability of unemployment benefits and other social 

welfare programmes. 
 
Question 14 
 
Suppose that the total labour force is 2 250 and the number of unemployed persons 
is 750. This gives the rate of unemployment of 

1) 0,33% 
2) 3% 
3) 33% The correct alternative is (3) 
4) 2% 
5) 25% 

 
Explanation 
 

Unemployment rate = 
𝑛𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑝𝑒𝑟𝑠𝑜𝑛𝑠

𝑡𝑜𝑡𝑎𝑙 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 x 100 
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= 
750

2250
 𝑥 100 

 
= 33% 
 
Question 15 
Which of the following statements are correct? 

a) To combat unemployment steps must be taken to stimulate the demand for 
labour. 

b) Stricter immigration control could help to combat the unemployment problem 
in South Africa. 

c) Efforts to increase the demand for exports do not influence the domestic 
demand for labour. 

 
1) All the statements are correct. 
2) a and b The correct alternative is (2) 
3) a and c 
4) b and c 
5) c 

 
Explanation 

a) When the demand for labour is stimulated, additional employment 
opportunities are created. As this happens more people are employed 
resulting in a reduction of unemployment. 

b) Since rapid population increases can cause unemployment, stricter 
immigration control could cut down the rate at which unemployed workers 
from other countries enter South Africa and add to the existing unemployment 
statistics. 

 
Use the figure below which shows the trade-off between inflation and unemployment, 
to answer question 16 
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Question 16 
A movement from point a to b might be caused by 

1) a decrease in aggregate supply. 
2) an increase in aggregate supply. 
3) a decrease in aggregate demand. The correct alternative is (3). 
4) an increase in aggregate demand. 

 
Explanation 
The Phillips curve relates the unemployment rate to the inflation rate. The movement 
from point A to point B shows a decrease in inflation while unemployment increased. 
A decrease in aggregate demand (shown by a leftward shift of the aggregate 
demand curve), decreases the price level and the level of production. The demand 
for labour will therefore decrease, that is, unemployment will increase. 
 

 
 
Question 17 
Which of the following statements are correct? 

a) Real GDP is obtained by adjusting nominal GDP for inflation. 
b) GDP per capita is calculated by dividing GDP by the number of people in the 

population. 
c) In measuring economic growth, the production or income should be 

expressed in nominal terms. 
 

1) All the statements are correct. 
2) a and b The correct alternative is (2) 
3) a and c 
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4) b and c 
5) a 

 
Explanation 

a) Real GDP is obtained by adjusting nominal GDP for inflation. 
b) GDP per capita is calculated by dividing GDP by the number of people in the 

population. 
 
Question 18 
Suppose that the real GDP for 2004 is 600 and 580 for 2003. Economic growth in 
2004 is approximately 

1) 0,036% 
2) 2% 
3) 3,6% The correct alternative is (3) 
4) 20% 
5) 36% 

 
Explanation 

% change in GDP = 
600−580

580
 X 

100

1
 

 

= 
20

580
 X 

100

1
 

 
= 3, 448% 
 
Question 19 is based on the following diagram. 
 

 
 
 
 Question 19 
A complete business cycle is represented by movement from 

1) A to B. 
2) B to C. 
3) A to C. The correct alternative is (3) 
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Explanation 
Business cycle refers to the expansions and contractions in the economy over a 
period. A complete cycle consists of a trough, an expansion, a peak and a 
downswing. 
 
Question 20 
Which one of the following factors could cause an expansion in production capacity? 

1) domestic demand. 
2) export demand. 
3) import substitution. 
4) capital deepening. The correct alternative is (4) 

 
Explanation 
"Production capacity" refers to the supply side of the economy. The first three 
options are all demand factors. Capital deepening is when the production process 
becomes more capital intensive. 
 
Question 1 
Which of the following statements are correct about the three major flows in the economy? 

a) The circular flow of production, income and spending is a continuous process. 

b) Spending generates income. 

c) Production creates income. 

 

1) All the statements are correct. The correct alternative is (1) 

2) a and b 

3) a and c 

4) c 

5) None of the above statements. 

 

Explanation 

a) The circular flow of production, income and spending is a continuous flow. 

b) Firms’ spending generates income for the households and households’ spending generates 

income for the firms. 

c) When production occurs, income is earned by the factors of production. 
 

Question 2 

Which one of the following statements explains the difference between stocks and flows? 

1) Stocks have a time dimension and flows are measured at a point in time. 

2) There is no clear difference between stocks and flows. 

3) Flows have a time dimension and stocks are measured at a point in time. The correct alternative 

is (3) 

 

Explanation 

Stocks do not have a time dimension; they are measured at a point in time while flows are 

measured over a period of time. 

 

Question 3 
Which of the following statements are correct? 

a) The factor market is where capital goods and labour are bought and sold. 

b) Households are engaged primarily in production. 

c) Investment is the act of purchasing capital goods. 

 

1) a 

2) a and c The correct alternative is (2) 

3) b 
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4) b and c 

5) c 

 

Explanation 

Factor market is where the factors of production are exchanged. Investment is the purchase of 

capital goods by firms. Remember, when households put some of their income in an account at a 

bank, it represents saving and not investment. In economics the term "investment" is reserved to 

indicate the production or purchase of capital goods. 

 

Question 4 
In a circular flow of income and spending 

a) the flow of income is in the same direction as the flow of spending. 

b) the firms' spending represents the expenditure of the households. 

c) the firms supply goods in the factor market and households buy these goods in the goods market. 

 

1) None of the above statements The correct alternative is (1) 

2) a 

3) b 

4) c 

5) All the statements are correct. 

 

Explanation 

 

The firms’ spending represents the income of the households. When households spend on goods 

and services, the firms receive payment, representing income to the firms. The firms supply 

goods in the goods market and not in the factor market. 

 

Question 5 
Given the government in the circular flow of income and spending, which of the following is a withdrawal? 

a) Income taxes. 

b) Government expenditure. 

c) Transfer payments. 

 

1) a The correct alternative is (1) 

2) b 

3) c 

4) a and c 

5) a and b 

 

Explanation 

Taxes represent a leakage from the flow. 

 

Question 6 
Which of the following statements are correct? 

a) South Africa has an open economy as the volume of the country's imports exceed the volume of 

exports. 

b) Imports constitute a leakage while exports constitute a withdrawal from the circular flow of income and 

spending. 

c) Payment for exports constitutes an addition and payment for imports constitutes an injection into the 

circular flow of income and spending. 

 

1) a and b 

2) b and c 

3) a 

4) c 

5) None of the statements is correct. The correct alternative is (5) 

 

Explanation 
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A country that has strong links with the rest of the world in terms of imports and exports is 

regarded as open. The relative size of imports versus exports is not the issue. The terms leakage 

and withdrawal mean the same thing. Exports constitute an injection and not a withdrawal. The 

terms addition and injection mean the same thing. Imports constitute a withdrawal (leakage) and 

not an injection. 

 

Question 7 
Which of the following statements are correct? 

a) Financial institution acts as intermediary between those who save and those who wish to invest. 

b) Financial sector is the funnel through which saving is channeled back into the circular flow in the form 

of investment. 

c) Investment is the most important form of saving in the circular flow of income and spending. 

 

1) All the statements are correct. 

2) a and b The correct alternative is (2) 

3) a and c 

4) b and c 

5) c 

 

Question 8 

Total spending in the economy consists of spending by 

a) firms and households. 

b) government and foreign sector. 

c) government and financial sector. 

 

1) All the statements are correct. 

2) a and b The correct alternative is (2) 

3) a and c 

4) b and c 

5) c 

 

Explanation 

Total spending in the economy consists of spending by the following sectors: households, firms, 

government and the foreign sector. The financial sector is not one of the components of total 

spending. 

 

Question 9 
The three important injections into the circular flow of income and spending are 

1) investment spending, government spending and imports. 

2) exports, taxes and savings. 

3) exports, investment and government spending. The correct alternative is (3) 
4) savings, import and consumption. 

 

Explanation 

Exports, investment and government spending are injections because they add to the production 

capacity. 

 

Question 10 
When economists say that money is a store of value they imply that 

1) money has a greater value than other assets. 

2) the value of money is not affected by inflation. 

3) money can be used to measure the value of other commodities. 

4) money is a way of saving purchasing power to be used when needed. The correct alternative is 

(4) 

 

Explanation 

Money as a store of value implies is a way of saving purchasing power to be used when needed. 
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Question 11 
If product prices in South Africa were stated in terms of litres of milk (instead of rands and cents), then milk 

would be functioning primarily as 

1) a store of value. 

2) a unit of account. The correct alternative is (2) 
3) a medium of exchange. 

 

Explanation 

The answer to this question is found in the words “If product prices” were stated in terms of litres 

of milk”. A unit of account is an agreed measure of stating the prices of goods and services. In 

this example, a litre of milk is an agreed measure. 

 

Question 12 
Which of the following statements are correct about money? 

a) Credit cards are a form of money because they can be used to make purchases. 

b) Demand deposits are immediately available as a medium of exchange. 

c) M3 relates to the function of money as a store of value. 

 

1) b 

2) a and b 

3) a and c 

4) b and c The correct alternative is (4) 

5) All the statements are correct. 

 

Explanation 

Demand deposits may be withdrawn at any time. Moving from M1 to M2 to M3, the emphasis on 

the medium of exchange function decreases, while the emphasis on the store of value function 

increases. 

 

Question 13 
Which of the following statements are correct? 

a) Banks can create demand deposits by granting credit to their clients in the form of overdraft facilities. 

b) When a person deposits cash in a cheque account there is no immediate change in the quantity of 

money. 

c) When the cash reserve requirement increases, the credit multiplier increases. 
 

1) All the statements are correct. 
2) a and b The correct alternative is (2) 

3) a and c 
4) b and c 
5) c 

 

Explanation 

a) When a bank advances an overdraft facility to a client the money may be immediately put 

in a deposit account or used by the client to buy goods and services but even then, it will 

finally end up being deposited in the bank creating more demand deposits. For example if 

James uses his overdraft facility to buy goods sold by Peter and if Peter put this money in 

his bank, a deposit  

 

b) Cash that is deposited in the bank by the non-banking public will not immediately 

increase total money supply in the economy. To illustrate this assume Mpho deposits 

R500 into her cheque account. C (cash in the hands of the public) decreases by R500, 

while D (balance in the cheque account) increases by R500. Thus, there is no change in 

the quantity of money. That is the change in account will be created. 
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M = - R500 + R500 = 0 

Question 14 

When the entire banking system makes use of excess reserves to grant new loans in the form of deposits, 

1) the credit multiplier decreases. 
2) the credit multiplier increases. 

3) the credit multiplier remains unchanged. The correct alternative is (3) 
Explanation 

In banking system the simple credit multiplier is determined by the cash reserves that banks are 

required to keep with the reserve bank for each and every deposit made. Excess reserves do not 

affect the credit multiplier but when they are loaned out they affect the level of money supply by 

increasing. 

 

Question 15 
The South African Reserve Bank 

1) is responsible for the implementation of fiscal policy. 

2) is lender of last resort for those consumers who are unable to secure a loan from commercial banks. 

3) is co-responsible for tax collection. 

4) is responsible for the formulation of monetary policy. The correct alternative is (4) 
 

Explanation 

Monetary policy in South Africa is formulated and implemented by the South African Reserve 

Bank (SARB). Monetary policy decisions are made by the Monetary Policy Committee of the 

SARB. 

 

Question 16 
Which one of the following regarding the demand for money is correct? 

1) The speculative demand for money is a function of the income level and the interest rate. 

2) The transactions demand for money is inversely related to the interest rate. 

3) The position of the money demand curve is determined by the income level. The correct 

alternative is (3) 

4) An increase in interest rate will result in a decrease in the precautionary demand for money. 

 

Explanation 

The position of the money demand curve is determined by the demand for active balances, which 

is determined by the income level. 

 

Question 17 
The quantity of money demanded for precautionary purposes decreases if 

1) total output decreases. The correct alternative is (1) 

2) consumer incomes increase. 

3) the interest rate increases. 

4) the inflation rate increases. 

 

Explanation 

 Production and income are two sides of the same coin. If production decreases it implies a 

decrease in income and therefore a decrease in the demand for precautionary balances. 

 
Question 18  is based on the diagram below, which shows the money market. 
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Question 18 
Which of the following statements are correct? 

a) A change in equilibrium from E1 to E0 could be as a result of an increase in interest rate. 

b) A change in equilibrium from E0 to E1 could be as a result of a decrease in income. 

c) A change in equilibrium from E0 to E2 could be as a result of an increase in income. 
 

1) All the statements are correct. 
2) a 
3) a and b 
4) a and c The correct alternative is (4) 
5) b and c 

 

Explanation 

A change in the interest rate (the price of money), results in a movement along the money 

demand curve. 

A change in income increases or decreases the demand for money. It will either shift to the left or 

right. 

 

Question 19 
The South African Reserve Bank can use the open market operations to 

1) issue new currency notes. 

2) control the money supply. The correct alternative is (2) 
3) sell foreign exchange. 
4) influence the flow of goods and services. 

 

Explanation 

Open market transactions as an instrument of monetary policy consist of the sale or purchase of 

domestic financial assets (mainly treasury bills and government bonds). 

 

Question 20 
The South African Reserve Bank feels that the South African economy is overheated. To correct the problem 

the SARB could 

1) sell bonds on the open market. The correct alternative is [1] 
2) increase tax rates. 
3) decrease government spending. 
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4) lower the reserve requirement. 
 

Explanation 

If the economy is overheating that means there is too much money chasing too few goods and to 

control that, the Reserve Bank should sell bonds to the open market. By so doing, the cash 

reserves of banks decreases reducing the availability of money. 

 

Question 1 
An appropriate measure of government’s involvement in economic activity is 

1) the volume of government subsidies. 
2) the total government spending. 

3) the share of government spending in total spending in the economy The correct alternative is (3) 
4) the growth of government spending. 

 

Explanation 

Government’s involvement in economic activity is often measured by the share of government 

spending in total spending in the economy. 

 

Question 2 
Which of the following statements regarding fiscal policy and the budget are correct? 

a) Demand management only refers to fiscal policy. 

b) A budget deficit is likely to occur when government spending is falling and taxation is increasing. 
c) When the government plans to simulate economic activity it can increase its pending or reduce taxes. 

 

1) a and c 
2) b and c 
3) a 
4) b 
5) c The correct alternative is (5) 

 

Explanation 

When the government plans to simulate economic activity it can increase its spending or reduce 

taxes. 

 

Question 3 
Which of the following statements regarding financing of government expenditure are correct? 

a) The budget deficit is positively related to the interest on public debt. 
b) The government can finance its deficit by buying bonds from the public. 
c) Inflationary financing occurs when government borrows from the central bank. 

 

1) All the statements are correct. 
2) a and b 
3) a and c 
4) a 
5) c The correct alternative is (5) 

 

Explanation 

Inflationary financing occurs when government borrows from the central bank. 

 

Question 4 
Which of the following statements regarding taxes are correct? 

a) A tax is neutral if it has minimum distortion effects on prices. 
b) Tax avoidance occurs when people do not pay the taxes they are supposed to pay. 
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c) A gate fee at a private park is an example of user charges. 
 

1) a The correct alternative is (1) 
2) b 
3) c 
4) a and b 
5) All the statements are correct. 

 

Explanation 

A tax is neutral if it has minimum distortion effects on prices. 

 

Question 5 
__________ takes a smaller proportion of income from the high-income groups than from the low income 

groups? 

1) Company tax 
2) Value-added tax The correct alternative is (2) 
3) Personal income tax 
4) Capital gains tax 

 

Explanation 

 

Value-added tax takes a smaller proportion of income from the high-income groups than from the 

low-income groups. 

 

Question 6 
Which one of the following statements regarding tax incidence is correct? 

1) The burden of a specific excise tax is smaller for the consumers than for the suppliers. 
2) The statutory incidence determines who ultimately bears the burden of the tax. 
3) An imposition of a specific excise tax increases the income of the suppliers. 

4) Tax burden depends on the relative price elasticities of the demand curve and the supply curve. The 

correct alternative is (4) 
 

Explanation 

The tax burden depends on the relative price elasticities of the demand curve and the supply 

curve. 

 

Question 7 
According to Adam Smith, international trade mainly arises because of 

1) differences in foreign currencies. 

2) differences in factor endowment. The correct alternative is (2) 
3) trade barriers. 
4) trade agreements. 

 

Explanation 

According to Adam Smith, international trade mainly arises because of differences in factor 

endowment. 
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Consider the following table, which shows the production possibilities of two countries, and answer questions 8 

and 9. 

 

 Cocoa production 

(Output of 50 men in tons) 

Tea production 

(Output of 50 men in tons) 

Country A 90 60 

Country B 20 40 

 

Question 8 

Which one of the following statements is correct? 

1) Country A has an absolute advantage in the production of both tea and cocoa, and a comparative 

advantage in the production of tea. 

2) Country A has an absolute advantage in the production of both tea and cocoa, and a comparative 

advantage in the production of cocoa. The correct alternative is (2) 

3) Country B has an absolute advantage in the production of tea, and a comparative in the production of 

cocoa. 

4) Country B has an absolute advantage in the production of cocoa, and a comparative advantage in the 

production of tea. 

 

Explanation 

Country A has an absolute advantage in the production of both products. It produces 90 tons of 

cocoa compared to the 20 tons in Country B or 60 tons of tea compared to 40 tons. Remember, 

with absolute advantage the question is simply "who can produce more?". 

 

With comparitive (or relative) advantage one wants to establish what is the opportunity cost of 

specialising in the production of a particular product. 

 

To produce 1 ton of cocoa, Country A has to sacrifice 2/3 tons of tea, whereas Country B 

sacrifices 2 tons of tea. Country A can produce cocoa "cheaper". Country A has a comparitive 

advantage in the production of cocoa. 

 

To produce 1 ton of tea Country A must sacrifice 1½ tons of cocoa, while country B must 

sacrifice ½ ton. Country B can produce tea "cheaper"; it has a comparitive advantage in the 

production of tea. 

 

Question 9 
It would be more efficient for country A to export 

1) both cocoa and tea. 

2) cocoa. The correct alternative is (2) 

3) tea. 

 

Explanation 

Since Country A has a comparitive advantage in the production of cocoa, it would be more 

efficient for them to export cocoa. 

 

Question 10 
 

Which of the following statements regarding the balance of payments are correct? 

a) When the South Africans export their financial and insurance services, this transaction is entered in the 

financial account. 

b) A current account surplus implies that the exports exceed the imports. 

c) An appreciation of the rand will worsen the deficit on the current account of the balance of payments. 

 

1) a and b 

2) a and c 

3) b and c The correct alternative is (3) 

4) b 
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5) All the statements are correct. 

 

Explanation 

 A current account surplus implies that the exports exceed the imports. 

 An appreciation of the rand will worsen the deficit on the current account of the balance 

of payments since exports become expensive and decline, while import prices will 

decrease increasing imports. 
 

Question 11 

Which one of the following will occur in the South African economy if the SARB reduces the interest rates 

relative to the rates in the USA? 

1) More capital inflow → increase in the supply of dollar → depreciation of the rand. 

2) More capital inflow → increase in the demand for dollar → appreciation of the rand. 

3) More capital outflow → decrease in the supply of dollar → depreciation of the rand. The correct 

alternative is (3) 

4) More capital outflow → decrease in the demand for dollar → depreciation of the rand. 

 

Explanation 

If the SARB reduces the interest rates relative to the rates in the USA, capital will flow out of the 

country. In addition, as the interest rates are relatively lower, the supply of dollar will decrease; 

the rand will depreciate. 

 
Question 12 is based on the diagram below, which shows the foreign exchange market. 

 

 
 

Question 12 

Which of the following statements are correct? 

a) The shift of the demand curve from D to D1 could result when South African’s stop purchasing assets 

from the USA. 

b) The shift of the demand curve D1 to D could result when more South African import goods from the 

USA. 

c) If the SARB intervenes in the foreign exchange market and buys the US dollars, the demand curve will 

shift from D to D1. 
 

1) a 

2) b 

3) c The correct alternative is (3) 

4) a and b 
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5) All the statements are correct. 

 

Explanation 

If the SARB intervenes in the foreign exchange market and buys the US dollars, the demand for 

dollar increases. The demand curve shifts to the right. 

 

Question 13 
Which of the following statements regarding the exchange rates are correct? 

a) Fluctuations in exchange rate only affects export prices and not import prices. 

b) When the prices of South Africa’s exports are falling relative to the prices of imports, then South 

Africa’s terms of trade improve. 

c) When the rand appreciates against the dollar, it does not necessarily appreciate against other currencies. 

 

1) All the statements are correct. 

2) a and c 

3) b and c 

4) b 

5) c The correct alternative is (5) 

 

Explanation 

When the rand appreciates against the dollar, it does not necessarily appreciate against other 

currencies as those currencies could have appreciated more against the dollar, i.e. the rand is 

relative worse off against those currencies. 

 

Question 14 
Which of the following are macroeconomic objectives? 

a) Unemployment, economic growth and inflation. 

b) External stability, full employment and economic growth. 

c) Equitable distribution of income and price stability. 

 

1) All the statements are correct. 

2) a and b 

3) b and c The correct alternative is (3) 

4) a and c 

5) None of the above statements. 

 

Explanation 

The macroeconomic objectives are economic growth, price stability, full employment, equitable 

distribution of income, and balance of payments (external) stability. 

 

Question 15 
GDP is defined as 

1) the total value of goods and services produced in an economy in a particular year. 

2) the production of goods and services produced within an economy in one year. 

3) the total value of all final goods and services produced within the boundaries of a country in a 

particular year. The correct alternative is (3) 

4) the value of goods and services produced in a year. 

 

Explanation 

The correct definition of GDP should have all of the following aspects: total value, final, within 

the boundaries, time period (a year). Only statement [3] has all the aspects of the definition of 

GDP. 

 

Question 16 
The three ways of calculating GDP are 

1) production, prices and income methods. 

2) income, product and services methods. 
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3) expenditure, spending and production methods. 

4) income, expenditure and production methods. The correct alternative is (4) 
 

Explanation 

The statement has all the three methods of calculating GDP. 

 

Question 17 
Which one of the following is correct about the measurement of GDP? 

1) If subsidies on production are lower than taxes on production, then GDP at factor costs will be higher 

than GDP at basic prices. 

2) If subsidies on products are higher than taxes on products, then GDP at basic prices will be lower than 

GDP at market prices. 

3) If taxes on products are lower than subsidies on products, then GDP at market prices will be lower than 

GDP at basic prices. The correct alternative is (3) 

4) If taxes on products are higher than subsidies on products, then GDP at basic prices is lower than GDP 

at factor costs. 

 

Explanation 

If subsidies on products are higher than taxes on products, then GDP at basic prices will be higher 

than GDP at market prices. 

 
Given the table below to answer question 18 

 

Year GDP at current prices 

(R millions) 

GDP at constant 

(2003) prices 

(R millions) 

2001 300 310 

2002 340 350 

2003 410 410 

2004 470 430 

 

Question 18 

Why is GDP at current prices and constant prices the same for the year 2003? 

a) 2003 is the base year. 

b) Same prices are used in both instances. 

c) There was no inflation in year 2003. 

 

1) All the statements are correct. 

2) a 

3) b 

4) c 

5) a and b The correct alternative is (5) 

 

Explanation 

To convert GDP at current price into GDP at constant prices, all the goods and services produced 

in each year are valued at the prices ruling in the base year. 

In the base year, the GDP at current prices equals the GDP at constant prices since the same 

prices are used. 

 
Question 19 is based on the table below which shows the GDP at current prices of country A for the years 1 and 

2. 

 

Year GDP at current prices 

1 100 

2 110 

 

 

Question 19 
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Which of the following statements are correct? 

a) The increase in GDP from year 1 to year 2 can be the result of an increase in the general price level. 

b) The increase in GDP from year 1 to year 2 can be the result of an increase in production. 

c) From the given information it is impossible to tell whether the 10% increase in GDP from year 1 to 

year 2 represents economic growth. 

 

1) All the statements are correct. The correct alternative is (1) 

2) a and b 

3) a and c 

4) b and c 

5) a 

 

Question 20 

Which of the following are measurements of inequality? 

a) Lorenz curve and Gini coefficient 

b) Income ratio 

c) Quantile ratio 

 

1) a and b 

2) a and c The correct alternative is (2) 

3) b and c 

4) a 

5) All the statements are correct. 

 

Explanation 

The measurements of income inequality are the Lorenz curve, the Gini coefficient and the 

Quantile ratio. 

 

Question 1 
Given the Keynesian macroeconomic model, total spending is made up of 

1) investment spending and government spending. 

2) government spending and foreign spending. 

3) consumption spending and investment spending. 

4) foreign spending and consumption spending. The correct alternative is (3) 

 

Explanation 

According to the assumptions of the simple Keynesian model, the economy only consists of the 

two sectors; households and firms. 

 

Question 2 
In macroeconomic theory 

1) total spending during any particular period is always equal to total production. 

2) total spending may be equal to, greater than or less than total income. The correct alternative is 

(2) 

3) equality between total spending and total income is guaranteed. 

 

Explanation 

In macroeconomic theory, total spending is not always equal to total production. Total spending 

may be greater than, less than or equal to total production. 

 

Question 3 
According to Say’s law 

a) spending can be insufficient to achieve full employment. 

b) all leakages automatically find their way back into the circular flow of income and spending. 

c) total spending will always be equal to total income. 

 

1) a 

2) b 
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3) c 

4) b and c The correct alternative is (4) 

5) a and c  

 

Explanation 

Say’s law states that supply creates its own demand; hence there can never be insufficient 

spending to achieve full employment. This is consistent with the belief that all leakages will 

automatically find their way back into the circular flow of income and spending. 

 

Question 4 
Which of the following statements are correct concerning consumption function? 

a) There is a positive relationship between consumption spending and interest rate. 

b) Consumption is positive even when income is zero. 

c) As income increases, consumption increases but less than increase in income. 

 

1) All the statements are correct. 

2) a and b 

3) b and c The correct alternative is (3)  

4) a and c 

5) a 

 

Explanation 

Due to other non-income determinants of consumption spending, consumption is positive even 

when income is zero.  

As income increases, part of the additional income is saved hence the increase in consumption 

will be smaller than the increase in income. 

 

Question 5 
Marginal propensity to consume is 

1) the proportion of an increase in income that will be used for consumption. The correct alternative 

is (1) 
2) the ratio of the change in income to the change in consumption. 
3) induced consumption less the autonomous consumption. 
4) the proportion of an increase in consumption through dissaving. 

 

Explanation 

Marginal propensity to consume indicates the proportion of additional income that will be used 

for consumption. 

 
Questions 6 and 7 are based on the diagram below. 
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Question 6 

The shift in the investment function from I0 to I1 is as a result of 

a) an increase in repo rate. 

b) a decline in lending rate. 

c) an improvement in profit expectations. 

 

1) a 

2) b 

3) c The correct alternative is (3) 

4) b and c 

5) None of the statements is correct. 

 

Explanation 

 

The shift of the investment function is caused by other factors other than the interest rate. Such 

factors include improvement in profit expectations or business sentiment. 

When the profit expectations improve, the level of investment at each interest rate will increase. 

This is indicated by the rightward shift of the investment function. 

 

Question 7 
A movement from point b to a is due to 

a) an increase in interest rate. 

b) an increase in investment spending. 

c) an increase in income. 

 

1) c 

2) b 

3) a  The correct alternative is (3) 

4) a and b 

5) a and c 

 

Explanation 

Movement from b to a represents a decrease in investment spending. Since investment is 

negatively related to interest rate, such a decrease in investment spending could have been due to 

an increase in interest rate. 

A movement from b to a is due to an increase in interest rate. 
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Question 8 
If the consumption function is 50 + 3/4Y and aggregate spending function is 500 + 3/4Y, then 

a) the marginal propensity to consume is ¼. 
b) the investment spending is 450. 
c) the multiplier is 4. 

 

1) a and b 
2) a 
3) a and c 
4) b and c The correct alternative is (4) 
5) c 

 

Explanation 

 

Aggregate spending = C + Ī, where C is the consumption spending and Ī is the investment 

spending. Thus, if A = 500 + 3/4Y and Č = 50, then 

Ī = 500 – 50 

= 450 

 

The multiplier is: 

 

α = 
1

1−𝑐
     Where c is the marginal propensity to consume 

 

= 
1

1− 
3

4

  

 

= 
1
1

4

 

 

= 4 

 

Question 9 
Given that A = R20 million + 2/3Y + R10 million, then 

a) the equilibrium level of income Y0 = R90 million. 
b) the multiplier is 3. 
c) c = 2/3. 

 

1) All the statements are correct. The correct alternative is (1) 
2) a 
3) b 
4) c 
5) None of the statements is correct. 

 

Explanation 

Since A = Č + cY+ Ī, then from the given function, A = 20 + 2/3Y + 10, Ā = 30 and c = 2/3. 

 

The equilibrium income = multiplier times total autonomous spending. 

 

We first have to calculate the multiplier: 
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α = 
1

1−𝑐
 

 

= 
1

1− 
2

3

 

 

= 
1
1

3

 

 

= 3 
 

And autonomous spending Ā = 30 

 

Yo = α x Ā 

 

= 3 x 30 = 90 

 

Question 10 
Which of the following statements are correct regarding the multiplier? 

a) The multiplier is the ratio between the change in income and the change in autonomous total spending. 

b) The size of the multiplier depends on the marginal propensity to consume. 

c) The greater the multiplier the greater the marginal propensity to consume. 

 

1) All the statements are correct. 

2) a and b The correct alternative is (2) 

3) a 

4) b 

5) b and c 

 

Explanation 

a) The multiplier is the ratio between the eventual change in income and the autonomous 

total spending. 

b) The greater the marginal propensity to consume, the greater the multiplier will be. 
 

Question 11 

A decrease in leakages from the circular flow of income and spending leads to _________ in the multiplier. 

1) a decrease 

2) no change 

3) an increase The correct alternative is (3) 

 

Explanation 

A decrease in the leakages such as taxes causes an increase in the multiplier. Consider the 

following example: 

The formula for the multiplier with taxes is: 

 

α = 
1

1−  𝑐(1−𝑡)
 

 

Suppose c = 2/3; t1 = 1/2 and t2 = 1/4; where t1 and t2 are different tax rates. 
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When the tax rate is 1/2, the multiplier is: 

 

α = 
1

1−𝑐(1−𝑡)
 

 

= 
1

1−
2

3
(1−  

1

2
)
 

 

= 
1

1−
2

3
(

1

2
)
 

 

= 
3

2
 = 1, 5 

 
But, when a tax rate decreased to 1/4, the multiplier increases to: 

 

α = 
1

1−  𝑐(1−𝑡)
 

 

= 
1

1−
2

3
(1−

1

4
 )
 

 

= 
1

1−  
2

3
(

3

4
)
 

 

= 2 

 

Question 12 

What does the assumption of exogenous interest rates in the Keynesian models mean? 

1) Interest rates are ignored. 

2) The model cannot explain changes in interest rates. The correct alternative is (2) 
3) Interest rates explain total income which in turn is explained by the model. 
4) Interest rates are dependent on changes in the model and it is determined by investment. 

 

Explanation  
The assumption of exogenous interest rates does not imply that the interest rate is ignored. The 

assumption only means that the model cannot be used to explain how interest rates increase or 

decrease. 

 

Question 13 
The introduction of government spending 

a) increases the level of aggregate spending. 
b) decreases the multiplier. 
c) decreases the equilibrium level of income. 
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1) All the statements are correct. 
2) a and c 
3) c 
4) b 

5) a The correct alternative is (5) 
 

Explanation 
Government spending is added to the other components of aggregate spending. This leads to an 

increase in aggregate spending. 

 

Question 14 
There is ______________ relationship between government spending and total income. 

1) a positive 

2) no systematic The correct alternative is (2) 
3) a negative 

 

Explanation 
Government spending is assumed to be exogenous. This implies that there is no systematic 

relationship between government spending and total income. 

 

Question 15 
Which of the following statements are correct about the Keynesian model including the government? 

a) Government spending is largely financed by taxes and taxes are thus an injection into the circular flow 

of income and spending. 

b) Disposable income is simply the income that households have available after they have saved. 

c) The introduction of a proportional income tax increases the size of the multiplier. 

 

1) All the statements are correct. 

2) a 

3) b 

4) c 

5) None of the statements is correct. The correct alternative is (5) 

 

Explanation 

 Taxes are withdrawals from the circular flow of income and spending. 

 Disposable income is the income available to the households after tax deductions. 

 The introduction of the proportional income tax reduces the multiplier. 
 

Question 16 

The introduction of a proportional income tax is shown by 

1) an upward shift of the aggregate spending curve. 

2) a downward shift of the consumption function. 

3) a downward swivel of the consumption function. The correct alternative is (3) 

4) an upward swivel of the aggregate spending curve. 

 

Explanation 

The introduction of tax in the Keynesian model reduces the income of consumers, that is, 

disposable income decreases. This means that consumers have less available to spent; less is put 

back into the economy (which negatively affects the multiplier). Thus, the consumption function 

swivels downwards. This also causes the aggregate spending function to swivel downwards. 
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Questions 17 to 20 are based on the following information about an open economy with a government sector: 

 

Autonomous consumption R 100 million 

Investment spending R 300 million 

Government spending R 200 million 

Exports R 150 million 

Autonomous imports R 100 million 

Marginal propensity to consume 2/3 

Tax rate 1/10 

Marginal propensity to import 1/10 

Yf - Full employment R 2 150 million 

 

Question 17 
The multiplier is equal to 

1) 2 The correct alternative is (1) 

2) 2½ 

3) 3 

4) 3⅓ 

 

Explanation 

 

α = 
1

1−𝑐(1−𝑡)+𝑚
 

 

= 
1

1−
2

3
(1 − 

1

10
)+ 

1

10

 

 

= 
1

1−
2

3
(

9

10
 )+ 

1

10

 

 

= 
1

1−
3

5
 + 

1

10

 

 

= 
1
5

10 

 = 2 

 

Question 18 
The equilibrium level of income is 

1) R1 300 million. The correct alternative is (1) 
2) R1 625 million. 
3) R1 950 million. 
4) R2 145 million. 

 

Explanation 
Total autonomous spending A = C + I + G + (X _ Z) 



77 
 

= 100 + 300 + 200 + (150 - 100) million 

= R650m 

 

Yo = α x Ā 

= 2 x R650m 

= R1 300m 

 

Question 19 
The budget surplus at the equilibrium level of income is 

1) -R50 million. 

2) -R70 million. The correct alternative is (2) 
3) -R130 million. 
4) -R170 million. 

 

Explanation 
The government spending: R200m 

The tax revenue at equilibrium level of income: tY 

 

= 
1

10 
 𝑥 𝑅1 300𝑚 

 

= R130m 

 

Tax revenue minus government spending: R130m – R200m = - R70m 

Hence the government is running a budget deficit of R70 million. 

 

Question 20 
The full employment income level can be reached by 

1) increasing government spending by R200 million.  
2) increasing exports by R175 million. 
3) increasing imports by R175 million. 

4) increasing investment spending by R425 million. The correct alternative is (4) 
5) increasing government spending by R525 million. 

 

Explanation 
The equilibrium level of income (Y0) is below the full-employment level of income (Yf ). 

Autonomous spending must increase by: 

Yf = R2 150m (given) 

Y0 = R1 300m (calculated in 18) 

α = 2 (calculated in 17) 

 

∆Ā = 
∆𝑌

𝛼
 

 

= 
2150−1300

2
 

 

= 
850

2
 

 

= R425m 

 

Only increasing investment spending by R425m will have the desired effect. 
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Question 1 
Which of the following statements regarding the AD-AS model are correct? 

a) In the AD-AS model, spending is the driving force that determines the level of economic activity. 

b) The AD-AS model deals with the total production of goods and services while the Keynesian model 

deals with particular goods and services. 

c) The AD curve is simply a summation of the market demand curves for different goods and services 

produced. 
 

1) All the statements are correct. 
2) b 
3) c 
4) a and b 

5) None of the statements is correct. The correct alternative is (5) 
 

Explanation 

 The level of economic activity is determined by the interaction of aggregate supply and 

aggregate demand. 

 Both the models deal with the total production of goods and services. The study of the 

production of a particular good is a micro-economic issue. 

 AD and AS are not simply summations of market demand and supply for different goods 

and services produced in the economy. The AD-AS model relates real output (real GDP) 

to the average price level. 

 

Question 2 
Which one of the following statements are correct? 

1) An increase in government spending will be accompanied by a decrease in price level and an increase 

in total production. 

2) The aggregate demand curve is determined by the costs of production. 

3) A decrease in interest rate will lead to a fall in total production and an increase in the price level. 

4) Along the vertical part of the aggregate supply curve, an increase in aggregate demand will result only 

in an increase in the price level. The correct alternative is (4) 
 

Question 3 

Which of the following statements regarding the monetary transmission mechanism are 

correct? 

a) Using symbols the monetary transmission mechanism can be summarized as:           

Δi →ΔI → ΔA → ΔAD → ΔP and ΔY. 
b) The effectiveness of the monetary transmission mechanism is determined by the sensitivity of 

investment to taxes. 

c) The size of the multiplier has no effect on the monetary transmission mechanism. 
 

1) b and c 
2) a and c 
3) b 
4) a The correct alternative is (4) 
5) All the statements are correct. 

 

Question 4 
An expansionary monetary policy is less effective if 

1) the interest elasticity of investment demand is smaller and the AS curve is flatter. 
2) the interest elasticity of investment demand is bigger and the AS curve is steeper. 
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3) the interest elasticity of investment demand is smaller and the AS curve is steeper. The correct 

alternative is (3) 
4) the interest elasticity of investment demand is bigger and the AS curve is flatter. 

 

Explanation 
If investment demand is interest inelastic, a change in the interest rate will not have any real 

impact on investment spending and the transmission mechanism breaks down. 

 

 
If, on the other hand, investment demand is very interest elastic, a change in the interest rate will 

have a large impact on investment spending. Total expenditure will increase; aggregate demand 

will increase, leading to an increase in the price level and the level of production and income. 

 

 
 
For a given increase in aggregate demand, the steeper the AS curve, the less effective is monetary 

policy. 

 



80 
 

 
 

Question 5 
A simultaneous decrease in aggregate supply and an increase in aggregate demand will always 

1) increase the production level. 
2) reduce the production level. 
3) increase the price level. The correct alternative is (3) 
4) leave the price level unchanged. 

 

Explanation 
A decrease in aggregate supply will increase the price level and decrease production. A decrease 

in aggregate demand decreases the price level and the level of production decreases. We can 

conclude that the level of production will definitively fall, but the effect on the price level cannot 

be predicted (it depends on the relative sizes of the changes in aggregate demand and aggregate 

supply). 

 

Question 6 
Suppose an economy is experiencing an increase in unemployment. Which policy reaction is most appropriate? 

a) Encourage households to save a larger proportion of their income. 
b) Limit the credit availability by increasing the interest rate. 
c) Raise the demand for domestically produced goods and services and reduce imports. 

 

1) All the statements are correct. 
2) None of the statements is correct. 
3) a and b 
4) b 
5) c The correct alternative is (5) 

 

Explanation 
Raising the demand for domestically produced goods and services and reducing imports will lead 

to an increase in domestic production. Hence unemployment decreases. 

 

Question 7 
Which of the following statements regarding definition and measurement of inflation are correct? 

a) Inflation exists when there is a considerable increase in the prices of all goods and services. 
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b) Suppose the CPI is 110 for 2005 and 121 for 2006, then inflation rate in 2006 is 11%. 
c) Stagflation is a situation where increases in the price level are accompanied by decreases in the level of 

output. 
 

1) All the statements are correct. 
2) a and c 
3) b and c 
4) b 
5) c The correct alternative is (5) 

 

Explanation 
Stagflation is a situation where increases in the price level are accompanied by decreases in the 

level of output. 

 

Question 8 
Which one of the following statements regarding the effects of inflation is correct? 

1) Inflation decreases the costs of export industries and enhances export competitiveness. 
2) Inflation encourages people to save more and to take out life insurance. 
3) The poor members of the society benefit during inflation since income is redistributed from 

government to the society. 

4) People with fixed mortgage bonds benefit from inflation. The correct alternative is (4) 
 

Explanation 
People with fixed mortgage bonds benefit from inflation because the real value of their loans 

decreases as prices increase. 

 

Question 9 
Which of the following statements regarding the causes of inflation are correct? 

a) Demand-pull inflation is accompanied by decreases in production and income. 
b) Increases in the interest rate is an important contributer to cost-push inflation. 
c) Demand-pull inflation is often caused by decreases in the cost of credit. 

 

1) b 
2) c The correct alternative is (2) 
3) a and c 
4) a and b 
5) All the statements are correct. 

 

Explanation 

 Decreases in the cost of credit (the interest rate), increase investment spending. An 

increase in investment spending increases aggregate demand, which shifts the AD curve 

to the right and leads to a simultaneous increase in the price level and the level of output. 

 

 An increase in interest rate will shift the AD curve and not the AS curve to the left. When 

the interest rate increases, investment will decrease due to the high cost of borrowing. A 

decrease in investment will lead to a decrease in aggregate demand, which will shift the 

AD curve to the left. 

 

 Demand-pull inflation refers to inflation that occurs when the aggregate demand for 

goods and services exceeds the aggregate supply. Demand-pull inflation is usually 

accompanied by a simultaneous increase in the general price level and output level. 
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Question 10 
Which one of the following statements is correct? 

1) Cheaper availability of credit → rightward shift of the AD curve → decrease in general price level. 
2) Increased export earnings → rightward shift of the AS curve → increase in the general price level. 

3) Decreased productivity → leftward shift of the AS curve  → increase in the general price level. The 

correct alternative is (3) 

4) Drought → leftward shift of the AS curve → decrease in the general price level. 

 

Explanation 

 A decrease in productivity increases the input costs of production, which is shown by a 

shift of the AS curve to the left. The price level increases. 

 Exports is a component of aggregate demand, the AD curve (not the AS curve) will shift 

to the right. 

 A drought will reduce the level of production, the AS curve shifts to the left, increasing 

the price level. 

 
Question 11 is based on the diagram below. 

 

 
Question 11 
Which one of the following statements is correct? 

1) Increased investment spending is shown by a shift of the aggregate supply curve from AS to AS1. 

2) Increased profit margins is shown by a shift of the aggregate supply curve from AS1 to AS. 

3) A decrease in the cost of imported capital is shown by a shift of the aggregate supply curve from AS1 to 

AS. The correct alternative is (3) 

4) A restrictive fiscal policy is shown by a shift of the aggregate supply curve from AS1 to AS. 
 

Explanation 

A decrease in the cost of imported capital decreases the input costs of production, which is shown 

by a shift of the AS curve to the right. 

 

Question 12 
If an economy has a total population of 800 000, out of which 80 000 are unemployed and 160 000 constitute 

the labour force, then the rate of unemployment is 

1) 10% 
2) 20% 
3) 40% 
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4) 50% The correct alternative is (4) 
 

Explanation 

 

Unemployment rate = 
𝑛𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑝𝑒𝑟𝑠𝑜𝑛𝑠

𝑡𝑜𝑡𝑎𝑙 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 𝑥 

100

1
 

 

 

= 
80 000

160 000
 𝑥 

100

1
 

 

= 50% 

 

Question 13 
Which one of the following statements is an example of structural unemployment? 

1) Some workers are retrenched when a state-owned enterprise becomes privatized. The correct 

alternative is (1) 
2) Thabo, a mine worker in Johannesburg leaves his job to look for a better one. 
3) A bakery laid-off some of its workers as the demand for its products declined. 
4) Lilly spends the rest of the year unemployed because she is an office assistant for winter classes only. 

 

Explanation 
Workers who lose their jobs as a result of privatisation are structurally unemployed. 

 

Question 14 
Which one of the following can stimulate the demand for labour? 

1) Increase in taxes. 
2) Increase in interest rates. 
3) Increase in the demand for exports. The correct alternative is (3) 
4) Increase in population. 

 

Explanation 
Increased demand for exports will increase aggregate demand and production. Thus stimulating 

the demand for labour. 

 

Question 15 
Which of the following statements are correct about unemployment in the Keynesian and AD-AS models? 

a) An increase in real production is not sufficient condition for reducing unemployment. 
b) The slope of the production function increases as employment increases. 
c) The production function shows the link between the level of real production and the level of 

employment. 
 

1) b 
2) c 

3) a and c The correct alternative is (3) 
4) b and c 
5) All the statements are correct. 

 

Explanation 

 An increase in real production (i.e. economic growth) is a necessary but not sufficient 

condition for reducing unemployment. 
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 The production function shows the link between the level of real production and the level 

of employment. 

 The slope of the production function decreases as employment increases. 

 
Use the diagram below, which represents Phillips curves to answer question 16. 

 

 
 

Question 16 
A simultaneous increase in inflation and unemployment from points A to B results in 

1) hyperinflation. 
2) stagflation. The correct alternative is (2) 
3) cyclical unemployment. 
4) seasonal unemployment. 

 

Explanation 

Stagflation is an economic situation in which economic stagnation (which increases 

unemployment) and inflation occur simultaneously 

 

Question 17 
Which one of the following statements regarding measurement of economic growth is correct? 

1) When the population is growing at a faster rate than the total real production, a positive real production 

results. 

2) If the net primary income payments is positive the GDP will be greater than GNI. The correct 

alternative is (2) 

3) One of the problems associated with the measurement of GDP is that it takes negative externalities into 

account. 

4) In practise, economic growth is measured by determining the annual growth in current income. 
 

Explanation 

GNI = GDP – net primary payments 

 

Question 18 
Which of the following statements regarding the business cycle are correct? 

a) The business cycle describes a pattern of fluctuations around the short-term. 
b) The business cycle indicates that economic growth is not a smooth process. 
c) The downswing comes to an end when the economy reaches a peak. 
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1) b The correct alternative is (1) 

2) c 

3) a and b 

4) a and c 

5) All the statements are correct. 

 

Explanation 

The business cycle is the pattern of upswings and downswings that can be discerned in economic 

activity over a number of years. It describes a pattern of fluctuation around a long term trend. 

 
Question 19 is based on the table below which relates to supply-side sources of economic growth. 

 

Year Change in labour 

(%) 

Change in capital (%) 

2005 18 20 

2006 20 19 

2007 22 22 

 

Question 19 

Which of the following statements are correct? 

a) Changes in labour and capital in 2005 represent capital deepening. 

b) Changes in labour and capital in 2007 represent capital widening. 

c) There was a decrease in the capital intensity of production in 2006. 

 

1) a 

2) c 

3) a and b 

4) b and c 

5) All the statements are correct. The correct alternative is (5) 

 

Explanation 

 Capital deepening is when the growth in stock of capital (20%) is greater than the growth 

in the number of workers (18%). 

 Capital widening occurs when the capital stock is increased to accommodate an 

increasing labour force. That is, the stock of capital increases by the same percentage 

(22%) as the increase in the labour force. 

 Capital intensity is when the growth the growth in stock of capital is greater than the 

growth in the number of workers. In 2006 the capital intensity decreased (the growth in 

the labour force (20%) exceeded the growth in stock of capital (19%). 
 

Question 20 

Which one of the following will not stimulate economic growth? 

1) Increase in consumption. 

2) Decrease in interest rate. 

3) Decrease in government spending. The correct alternative is (3) 

4) Import substitution. 

 

Explanation 

A decrease in government spending is an example of contractionary fiscal policy; it reduces 

aggregate spending and aggregate demand and production. 

 

Question 1 

The distinction between a flow and a stock is that a flow measures 
1) a quantity per unit of time, while a stock measures a quantity at a point in time. 

The correct alternative is [1] 
2) liquid products, while a stock measures solid products. 
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3) an account on a weekly basis, while a stock measures it on a monthly basis. 
4) something that can move, while a stock measures those things that are 

immovable. 
5) a value in nominal terms, while a stock measures it in real terms. 

 

Explanation 

 A stock has no time dimension and can only be measured at a specific moment. 
Example: the balance on the current account of the balance of payments. 

 A flow has a time dimension and can only be measured over a period of time. 
Example: imports and exports. 

 

Question 2 

Which one of the following is not a flow variable? 
1) Liabilities. The correct alternative is [1] 
2) Profit. 
3) Income. 
4) Investment. 
5) Savings. 

 

Explanation 

Liabilities are a stock; they are measured at a specific moment. 
 
Question 3 
The three major flows in an economy are 

1) total production, total profit and total spending. 
2) total wages, total investment and total income. 
3) total interest, total wages and total rent. 
4) total production, total income and total spending. The correct alternative is [4] 

5) total production, total spending and total savings. 
 

Explanation 

The three major flows in the economy are total production, total income and total 
spending. 
 
Question 4 
Which of the following statements are correct? 

a) Consumers are rational, in other words they will always try to maximise their 
satisfaction given the means at their disposal. 

b) Households are the owners of the factors of production which they sell to the 
firms on the factor markets. 

c) The spending by households represents an income for the firms. 
 

1) All the statements are correct. The correct alternative is [1] 
2) a and b 
3) a and c 
4) b and c 
5) a 

 
Explanation 

 Consumers are rational beings who always try to maximise their satisfaction 
given the means at their disposal. 

 Households are the owners of the factors of production which they sell to the 
firms on the factor markets. 
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 Households spend on the market for goods and services, and their spending 
becomes the income of the firms. 

 
Question 5 
Which of the following statements are correct? 

a) The major flows associated with the government are government spending, taxes 
and transfer payments. 

b) The government is a seller of labour on the factor market. 
c) Government spending and taxes are leakages from the circular flow of income. 

 
1) All the statements are correct. 
2) a and b 
3) a The correct alternative is [3] 
4) a and c 
5) None of the statements is correct. 

 
Explanation 
The major flows associated with government are spending, taxes and transfer payments. 
 
Question 6 
Which of the following statements are correct? 

a) An open economy is an economy in which there is no government intervention. 
b) The foreign sector is linked to the domestic flow of income and spending through 

imports and exports. 
c) Exports are a leakage from the circular flow of income and spending while 

imports are an injection into this flow. 
 

1) a and c 
2) b and c 
3) b The correct alternative is [3] 
4) c 
5) None of the statements is correct. 

 
Explanation 
The foreign sector is linked to the domestic flow of income and spending through imports 
and exports. 
 
Question 7 
In the circular flow of income and spending 

1) investment results in a decrease in the volume of the income flow. 
2) taxes result in an increase in the volume of the income flow. 
3) imports result in an increase in the volume of the income flow. 
4) savings result in a decrease in the volume of the income flow. The correct 

alternative is [4] 
 
Explanation 
Savings result in a decrease in the volume of income flow. Saving is that part of income 
that is not spent. An increase in savings by households will decrease the flow of income 
since households spend less on consumption. 
 
Question 8 
Which of the following statements are correct? 
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a) Investment is the most important form of saving in the economy. 
b) Financial institutions act as intermediaries between those who save and those 

who wish to invest. 
c) Financial sector is the funnel through which investment is withdrawn from the 

circular flow of income and spending. 
 

1) All the statements are correct. 
2) a and b 
3) b The correct alternative is [3] 
4) a and c 
5) None of the statements is correct. 

 
Explanation 
Financial institutions act as intermediaries between those who save and those who wish 
to invest. 
 
Question 9 
Money is 

1) the same as income. 
2) anything that is generally accepted as a medium of exchange. The correct 

alternative is [2] 
3) the value of all coins and currency in circulation at any time. 
4) the same as wealth. 

 
Question 10 
To say money is a store of value, we mean that 

a) the value of money is not affected by inflation. 
b) it facilitates purchase and sales. 
c) it is a way of saving purchasing power to be used when needed. 

 
1) a 
2) b 
3) c The correct alternative is [3] 
4) None of the above statements is correct. 

 
Explanation 
Money is regarded as a store of value, because it is almost indestructible and has 
relatively constant value. It represents value and retains its value over comparatively 
long periods of time. The advantage of using money as a store of value lies in the fact 
that it is usually more convenient and can be used immediately in exchange for other 
assets. The store of value function also implies that money serves as a standard of 
deferred payment. This means that money is the measure of value for future payments. 
If you borrow money to buy a car, your future commitment will be agreed to in rands and 
cents. In times of inflation money loses its purchasing power and ceases to be a store of 
value. A person who keeps all her wealth in the form of money will soon realise that with 
inflation her wealth is not retaining its value. 
 
Question 11 
The positive balance on your cheque account is 

1) an asset for you and a liability for your bank. The correct alternative is [1] 
2) a liability for you and an asset for your bank. 
3) an asset for both you and your bank. 



89 
 

4) a liability for both you and your bank. 
 
Explanation 
When a deposit is made at the bank it becomes an asset for a person who deposited it 
and a liability for a bank, because they now owe the funds to the depositor. 
 
Question 12 
The quantity of money available will increase when 

1) a person deposits his or her money with a bank. 
2) banks keep their reserves with the reserve bank. 
3) banks make loans that result in additional deposits. The correct alternative is 

[3] 
4) the government keeps its funds with the reserve bank. 

 
Question 13 
In terms of the demand for money, the interest rate represents 

1) the price of borrowing money. 
2) the return on money that is saved for the future. 
3) the rate at which current consumption can be exchanged for future consumption. 
4) the opportunity cost of holding money. The correct alternative is [4] 

 
Explanation 
In terms of the demand for money, the interest rate represents the opportunity cost of 
holding any money balance. This is the interest that is foregone by not holding bonds. 
This is because interest is earned on bonds while little or no interest is earned by money 
held. 
 
Question 14 
Which one of the following statements about demand for money is incorrect? 

1) The amount of money that people hold is negatively related to the interest rate. 
2) As the level of national income rises, the amount of money balances that 

individuals hold increases. 
3) Both the level of national income and interest rate affect the demand for money 

balances. 
4) An increase in the real interest rate reduces the demand for real money 

balances. The correct option is [4] 
 
Question 15 
Banks can create money 

a) by printing additional bank notes. 
b) by paying interest to their depositors. 
c) by making loans that result in additional deposits. 
d) by offering financial services such as money market accounts. 

 
1) a 
2) b and c 
3) b 
4) c The correct alternative is [4] 
5) d 

 
Questions 16 to 20 were taken from previous exam papers and should give you a good 
idea of the kind of question you can expect in Section B of the exam paper. 
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Question 16 is based on the following diagram which shows the circular flow of income 
and spending between households and firms. 
 
 

 
 
Question 16 
Which one of the following statements is correct? 

1) Flows (2) and (3) represent income. 
2) Flows (2) and (4) represent spending. 
3) Flows (1) and (2) represent spending. 
4) Flows (1) and (3) represent spending. The correct alternative is [4] 

 
Explanation 
Firms spend on the factor market (Flow 1), while households spend on the goods market 
(flow 3). 
 
Question 17 
In the circular flow of income and spending 

1) investment results in a decrease in the volume of the income flow. 
2) taxes result in an increase in the volume of the income flow. 
3) imports result in an increase in the volume of the income flow. 
4) savings result in a decrease in the volume of the income flow. The correct 

alternative is [4] 
 
Explanation 
Savings, taxes and imports are leakages from the circular flow of income and spending 
and therefore result in a decrease in the volume of the income. Investment is an 
injection into the circular flow and results in an increase in the volume of the income 
flow. 
 
Question 18 
An rightward shift in the demand for money curve will lead to 

1) a lower interest rate and the same quantity of money. 
2) a higher interest rate and the same quantity of money. 
3) a higher quantity of money but lower interest rates. 
4) a higher quantity of money but the same interest rate. The correct alternative is 

[4] 
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Explanation 
 
A rightward shift of the money demand curve is an indication that the demand for active 
balances has increased. 
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Question 19 

If the Reserve Bank wants to pursue a contractionary monetary policy, the bank should 
1) raise interest rates and sell securities. The correct alternative is [1] 

2) lower interest rates and sell securities. 

3) raise interest rates and buy securities. 
4) lower interest rates and buy securities. 

 

Explanation 

By raising the interest rate the quantity of money demanded will decrease. If the 
Reserve Bank sells securities it reduces the cash reserves of bank and the money 
supply decreases. 
 
Question 20 
If the cash reserve ratio is increased, the credit multiplier 

1) will decrease. The correct alternative is [1] 

2) will decrease, as long as banks hold no excess reserves. 

3) could either increase or decrease. 
4) will increase. 

 

Explanation 

An increase in the cash reserve requirement of banks will reduce the credit multiplier. 
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Question 1 
Which one of the following statements regarding taxes is correct? 

1) Taxes which distort relative prices are not neutral. The correct alternative is [1] 

2) The aim of taxes is to change the behaviour of people. 

3) Equity in the tax system ensures simplicity and neutrality. 
4) In a good tax system compliance costs are equal to administration costs. 

 

Explanation 

Taxation should have the minimum possible effect on relative prices, which are the 
signals on which the various market participants base their decisions. Taxes should 
therefore be as neutral as possible. 
 
Question 2 
A tax is 

1) regressive when everybody pays the same amount of tax. The correct 
alternative is [1] 

2) regressive when all taxpayers pay the same rate. 

3) proportional when everybody pays the same amount of tax. 
4) proportional when it is levied on goods and services at the same standard rate. 

 

Explanation 

It is important to remember that the distinction between the different tax systems is 
based on the ratio (or percentage) of tax paid to taxable income. It is not based on the 
(absolute) amount or the total amount paid in taxes. A tax is regressive if the ratio 
between tax paid and taxable income decreases, as taxable income increases. A good 
example is Value Added Tax (VAT) which is levied at a standard rate of 14%, in other 
words it takes the same amount of tax from all taxpayers regardless of income. This 
means the tax will place a heavier financial burden on a low income earner, relative to a 
high income earner, when they both buy the same product. 
 
Question 3 
Which of the following statements are correct? 

a) The statutory or legal incidence of a tax determines who ultimately bears the 
burden of the tax. 

b) The degree to which the burden of a tax can be shifted depends on the price 
elasticities of demand and supply of the good or service in question. 

c) The government prefers levying excise taxes on the consumption of goods with a 
high elasticity of demand. 

 

1) None of the statements is correct. 

2) a and b 
3) a 
4) b The correct alternative is [4] 

5) c 
 

Explanation 

Companies will always try to shift the burden of the tax (away from their shareholders 
and employees) to their consumers by increasing the prices of the goods and services 
they produce. The extent to which they can do this is, however, limited by the structure 
of the relevant market and the features of the demand and supply (including price 
elasticities) of the goods concerned. 
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Question 4 
Which one of the following statements on nationalisation and privatization is correct? 

1) Nationalisation is the transfer of ownership from public sector to the private 
sector. 

2) Privatisation is the transfer of ownership from private enterprise to government. 
3) One of the arguments in favour of privatisation is that the privatised firm may 

attract foreign direct investment. The correct alternative is [3] 
4) Commercialization is the same as privatisation. 

 
Explanation 
Privatisation refers to the transfer of ownership of assets from the public to the private 
sector (ie the sale of state-owned assets to the private sector). The privatised firm may 
attract foreign direct investment (FDI), which will also augment the country’s foreign 
exchange reserves. FDI includes all transactions where the purpose of the foreign 
investor is to gain control of or have a meaningful say in the management of the 
enterprise in which the investment is made. 
 
Question 5 
Country A can produce 20 units of maize or 10 units of bananas. Country B can produce 
30 units of maize or 20 units of bananas. Assuming constant opportunity costs, which of 
the following statements are correct? 

a) Country B has an absolute advantage in the production of maize. 
b) Country B has an absolute advantage in the production of bananas. 
c) Country A has a relative advantage in the production of bananas. 

 
1) All the statements are correct. 
2) a and b The correct alternative is [2] 
3) a and c 
4) b and c 
5) c 

 
Explanation 
 

 Maize Bananas 

Country A 20 10 

Country B 30 20 

 

 Country B can produce more units of maize than Country A. (ie 30 (B) vs 20 (A)). 

 Country B can produce more units of bananas than Country A. (ie 20 (B) vs 10 
(A)). 

 
Question 6 
One of the purposes for the introduction of an import tariff is to 

1) expose local production to international competition. 
2) reduce local production and increase imports. 
3) restrict the importation of harmful products. 
4) serve as a source of income for the government. The correct alternative is [4] 

 
Explanation 
Import tariffs are duties or taxes imposed on products imported into a country. They are 
used to protect domestic firms against competition from imports (protective tariff) or to 
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raise government revenue (revenue tariffs). Revenue tariffs are usually imposed on 
items that are not produced in the domestic economy. 
 
Question 7 
A country’s balance of payments 

1) records all the economic activities which take place within the boundaries of the 
country. 

2) will show a deficit on the current account if the value of exports exceeds the value 
of imports. 

3) can afford a deficit on the current account if there is a positive balance on the 
financial account. The correct alternative is [3] 

4) records all the transactions in the rest of world. 
 
Explanation 
A county’s balance of payments records all transactions relating to the flow of goods, 
services and funds across national boundaries. If a country can obtain the necessary 
finance in the form of a sustained surplus on the financial account of the balance of 
payments, it can afford to keep running a deficit on the current account. 
 
Question 8 
An increase in the supply of dollars in the South African foreign exchange market can be 
caused by 

1) more South African firms purchasing capital goods from the United States. 
2) an increase in the gold price. The correct alternative is [2] 
3) a decrease in economic activity in the United States. 
4) more South African tourists visiting the United States 

 
Explanation 
The gold price is quoted in dollar terms. Thus, if the price of gold increases, more dollars 
will be supplied on the South African foreign exchange market. 
 
Question 9 
Which one of the following is most likely to increase the demand for US dollar on the 
South African foreign exchange market? 

1) A fall in the interest rates in the United States. 
2) An expected decline of the value of the rand relative to the dollar. The correct 

alternative is [2] 
3) A recession in South Africa. 
4) A decrease in international tourism. 

 
Explanation 
An expected depreciation of the rand relative to the dollar, is likely to increase the 
demand for the US dollar on the South African foreign exchange market. Everyone who 
wishes to purchase dollars in the near future (eg. importers, tourists or even currency 
speculators) will immediately purchase as many dollars as needed, before the price of 
dollars increases. 
 
Question 10 
A depreciation of the rand against the US dollar will lead to a decrease in 

1) the price of imported goods in South Africa. 
2) the price of South African products sold in the USA. The correct alternative is 

[2] 
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3) the price of petrol in South Africa. 
4) the number of tourist from the USA visiting South Africa. 

 
Explanation 
A depreciation (weakening) of the rand against the US dollar will lead to a decrease in 
the price of South African products sold in the USA. Because of the weakening of the 
rand against the dollar (or the strengthening of the dollar against the rand) a person in 
the USA (or who holds dollars), now have to use less dollar to buy a South African 
produced item. 
 
Question 11 
Which of the following are macroeconomic objectives? 

a) Unemployment, economic growth and inflation. 
b) External stability, full employment and economic growth. 
c) Equitable distribution of income and price stability. 

 
1) All the statements are correct. 
2) a and b 
3) b and c The correct alternative is [3] 
4) a and c 
5) None of the above statements. 

 
Explanation 

 Balance of payments stability (or external stability) refers to the balance that 
needs to exist between exports and imports and that exchange rates should be 
fairly stable. Full employment means that ideally all the country’s factors of 
production, particularly labour, should be employed. Economic growth indicates 
that the total production of goods and services in an economy will increase from 
one period to another. This will help to support living standards and job creation. 

 

 Equitable distribution of income is a macroeconomic objective as it can have 
important effects on the structure and development of the economy. Price 
stability refers to the objective of keeping inflation as low as possible. However, it 
does not mean that all prices should always stay constant. 
 

Question 12 
The three ways of calculating GDP are 

1) production, prices and income methods. 
2) income, product and services methods. 
3) expenditure, spending and production methods. 
4) income, expenditure and production methods. The correct alternative is [4] 

 
Explanation 
The three methods of calculation GDP are: the production method (value added), the 
expenditure method (final goods and services) and the income method (incomes of the 
factors of production). The three methods measure the same thing, albeit at different 
points in the circular flow. Production generates income (for the various factors of 
production) and part or all of this income is then spent to buy the available goods and 
services. All these things are happening at the same time. 
 
Question 13 
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Which one of the following is correct about the measurement of GDP? 
1) If subsidies on production are lower than taxes on production, then GDP at factor 

costs will be higher than GDP at basic prices. 
2) If subsidies on products are higher than taxes on products, then GDP at basic 

prices will be lower than GDP at market prices. 
3) If taxes on products are lower than subsidies on products, then GDP at market 

prices will be lower than GDP at basic prices. The correct alternative is [3] 
4) If taxes on products are higher than subsidies on products, then GDP at basic 

prices is lower than GDP at factor costs. 
 
Explanation 
The following identity applies: 
GDP at market prices – taxes on products + subsidies on products GDP at basic prices 
 
Let us assume: GDP at market prices = R100, Taxes on products = R10 and subsidies 
on products = R20; Then using the above identity we can calculate GDP at basic prices 
as follows: 
 
GDP at market prices – taxes on products + subsidies on products GDP at basic prices 
R100 – R10 + R20 = R110. 
 
Thus if taxes on products are lower than subsidies on products, then GDP at market 
prices will be lower than GDP at basic prices. 
 
Question 14 is based on the table below which shows the GDP at current prices of 
country A for the years 1 and 2. 
 

Year GDP at current 
prices 

1 100 

2 110 

 
Question 14 
Which of the following statements are correct? 

a) The increase in GDP from year 1 to year 2 can be the result of an increase in the 
general price level. 

b) The increase in GDP from year 1 to year 2 can be the result of an increase in 
production. 

c) From the given information it is impossible to tell whether the 10% increase in 
GDP from year 1 to year 2 represents economic growth. 

 
1) All the statements are correct. The correct alternative is [1] 
2) a and b 
3) b and c 
4) a and c 
5) a 

 
Explanation 

a) Given the GDP at current prices (also referred to as nominal terms) the increase 
in GDP from year 1 to year 2 can be due to the effect of an increase in the 
general price level (inflation) during the period. 
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b) Given the GDP at current prices (also referred to as nominal terms) the increase 
in GDP from year 1 to year 2 can also be due to an increase in production during 
the period. 

 
c) When we talk about economic growth we are interested in what happened to 

actual production in the economy. Inflation can create the perception that the 
economy in growing (when using current data), when in reality GDP only grew 
because of general price rise and not because of higher levels of production in 
the economy. Since we are not given any information on inflation in the above 
example, it is impossible to tell if the 10% rise in GDP from year 1 to year 2 
represents actual economic growth. 

 
Question 15 
 
__________ is not a primary cause of government failure. 

1) The rent-seeking behaviour of interest groups 
2) The inefficient behaviour of the market The correct alternative is [2] 
3) The behaviour of bureaucrats 
4) The behaviour of vote-maximizing politicians 

 
Question 16 
If the supply curve of petrol has its normal shape and the price elasticity of demand for 
petrol is perfectly inelastic, then a specific tax of R5 placed on each litre of petrol will be 
borne 

1) entirely by consumers. The correct alternative is [1] 
2) entirely by producers. 
3) more by consumers than by producers. 
4) more by producers than by consumers. 

 
Explanation 
The burden of a tax will be entirely born by consumers if the demand for petrol is 
perfectly inelastic. The easiest way to answer this question is to draw a diagram. A 
perfectly inelastic demand curve is illustrated by a vertical line. 
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Question 17 
Which of the following figures shows the impact of an increase in USA interest rates on 
the South African foreign exchange market? 
 

 
 

1) Figure 1 
2) Figure 2 The correct alternative is [2] 

3) Figure 3 
4) Figure 4 

 

Explanation 

An increase in USA interest rates leads to an increase in the demand for dollar which is 
shown in Figure 2. 
 
Question 18 
The terms of trade measure 

1) the income of one country compared to another. 

2) the quantity of exports of one country compared to another. 
3) export prices relative to import prices. The correct alternative is [3] 

4) the difference between the value of exports and that of imports. 
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Question 19 

When the Gross Domestic Product is measured 

1) the total value of final services is subtracted from the value of final goods. 

2) the total value of locally produced intermediate goods and services is measured 
in a given period. 

3) the total value of all final locally produced goods and services is measured in a 
given period. The correct alternative is [3] 

4) the sum of the values added at each stage of production is lower than the 
spending on final goods and services. 

 

Question 20 

In a country with a population of 50 million people, there are 20 million children under 
the age of 15 years, 16 million employed, 9 million pensioners, 4 million unemployed 
and 1 million full-time students. The unemployment rate in this county equals 

1) 8% 

2) 10% 
3) 20% The correct alternative is [3] 

4) 30% 
 

Explanation 

The key to the answer is to find the size of the labour force. Remember children, 
pensioners and full-time students do not form part of the labour force. 
 

Unemployment rate = 
𝑛𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑝𝑒𝑟𝑠𝑜𝑛𝑠

𝑡𝑜𝑡𝑎𝑙 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 𝑥 

100

1
 

 

= 
4

20
 𝑥 

100

1
 = 20% 

 
Question 1 
Which of the following statements are correct? 

a) In macroeconomic theory the only relationship between total production or 
income (Y) and total expenditure (A) is that A = Y. 

b) In the Keynesian model there will always be a tendency towards full employment. 

c) In a closed economy with a government sector, equilibrium is reached where:                
C + I + G = Y. 

 
1) All the statements are correct. 
2) a and b 
3) a and c 
4) b and c 
5) c The correct alternative is [5] 

 
Explanation 
A closed economy has no foreign trade and participants include households (C), firms (I) 
and the government (G). Therefore equilibrium is reached when C + I + G = Y. 
 
Question 2 
Using the Keynesian macroeconomic model 

1) one can predict the effects of interest rate changes on the economy. 
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2) one can study the impact of trade unions on wages. 
3) one can study inflation. 
4) one can predict the likely impact of fiscal policy on the economy. The correct 

alternative is [4] 
 
Explanation 
The Keynesian model is built on the following assumption: money supply, inflation and 
interest rates are assumed constant implying that we cannot discuss monetary policy in 
the model. The other thing is, wages are assumed constant and therefore trade unions 
and bargaining is not discussed in the model. The Keynesian model allows us to discuss 
the impact of fiscal policy since it caters for government involvement through taxes and 
government expenditure. 
 
Question 3 
Autonomous consumption refers to 

1) that part of consumption that will decrease to zero if the income is zero. 
2) that part of consumption that remains positive irrespective of the level of income. 

The correct alternative is [2] 
3) refers to that part of consumption that increases when income increases. 

4) the entire area below the consumption function. 
 
Explanation 
Autonomous consumption is that part of consumption that is not determined by the level 
of income. Autonomous consumption is independent of income and therefore remains 
positive even if income falls to zero. 
 
Question 4 
Which of the following statements are correct? 

a) If income exceeds spending, firms' inventories will decrease. 
b) If spending exceeds production, firms will experience unplanned decreases in 

inventories. 

c) If firms' inventories increase, they will cut back on production. 
 

1) a and b 
2) a and c 
3) b and c The correct alternative is [3] 
4) All the statements are correct. 
5) b 

 
Explanation 
If spending exceeds production, then aggregate demand is greater than total production 
and inventories will fall. 
 
Questions 5 and 6 are based on the following equation which refers to a closed 
economy with no government. 
 
C = 100 + 3/4Y 
 
Question 5 
Which of the following statements are correct? 

a) When income is zero, private savings are 100. 
b) The slope of the savings function is ¾. 
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c) The savings function is given by S = 100 + 1/4Y. 
 

1) None of the statements is correct. The correct alternative is [1] 
2) a and b 
3) b and c 
4) a and c 
5) All the statements are correct. 

 
Explanation 

 When income is zero, private savings are equal to -100. Thus we have dissaving. 

 The slope of the savings function is 1- 3/4 = ¼. Thus marginal propensity to 
consume plus marginal propensity to save must be equal to one (mpc + mps =1) 

 C + S = Y in a simple economy with only households and firms. Therefore given 
the above consumption function:  

 

S + 100 + 3𝑌
4⁄  =Y  

 

Thus S = - 100 + 
1𝑌

4
 

 
 
Question 6 
The size of the multiplier in the equation given above is 

1) 4,5. 
2) 1,33. 
3) 4. The correct alternative is [3] 
4) 3. 
5) 5. 

 
Explanation 
We can also calculate the multiplier by using the following formula: 
 

= 
1

1−𝑐
 = 

1

1−0,75
 = 

1

0,25
 = 4 

 
 
Question 7 
In an economy without a government, if autonomous consumption is 100, investment 
spending is 300 and c = ¾, the equilibrium level of income is? 

1) 1600. The correct alternative is [1] 
2) 400. 
3) 300. 
4) 1400. 
5) 1200. 

 
Explanation 
 

Ī = 300 and C = 100 + 
3

4
Y 

 
Equilibrium income is obtained when A = Y or C + I = Y 
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100 + 
3

4
 Y + 300 = Y 

 

400 + 
3

4
 𝑌 = 𝑌 

 

Y(1 -
3

4 
) = 400 

 
Y = 4 X 400  
 
Y = 1600 This is the equilibrium level of income 

 

Questions 8 and 9 are based on the following figure of a model of a closed economy 
without a government sector. 
 
 

 A =Y 

 A C + I 
  
 
 
 C 
 
 
 

 400   

 

 

 

 

300 
 

 
 

 

 
 

 

 

 

 Y 

 0 600 

 

Question 8 

Which of the following statements are correct? 
a) Autonomous private consumption is R300m. 
b) Autonomous investment is R400m. 
c) Total autonomous spending is R700m. 

 

1) All the statements are correct. 
2) a and c 
3) a The correct alternative is [3] 
4) b 
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5) c 
 

Explanation 

According to the diagram the autonomous level of consumption is 300 and total 
autonomous spending is 400. This is because the points the consumption line and the 
aggregate spending line intersects the vertical axis represents the level of autonomous 
spending. This implies that investment is equal to 100 (400-300). 
 
Question 9 
Which of the following statements are correct? 

a) The marginal propensity to consume is ½. 
b) The marginal propensity to consume is 1/3. 
c) The multiplier is 2. 

 

1) a and c 

2) b and c 

3) a 
4) b The correct alternative is [4] 
5) c 

 

Explanation 

We can derive the value of the marginal propensity to consume by finding the slope of 
the aggregate spending curve. If Y = 0, then A = 400; If Y = 600, then A = 600. Thus, if Y 
changes by 600, then A changes by 200. The slope of the A curve (ie c) is thus: 
 

= 
∆𝐴

∆𝑌
 = 

600−400

600−0
 = 

200

600
 = 

1

3
 

 
Given the marginal propensity to consume (c) = 1/3, the value of the multiplier is 
 

= 
1

1−𝐶
 = 

1

1− 
1

3

 = 
1
2

3

 = 1, 5 

 
Question 10 
The introduction of the government means that we can now use the Keynesian model to 

1) study inflation. 
2) study the labour market. 
3) study fiscal policy. The correct alternative is [3] 
4) study financial markets and monetary policy. 

 
Explanation 
The introduction of government in the Keynesian model means we can now study fiscal 
policy. Remember in this model, the price level, wage rates, monetary policy and 
financial markets are assumed constant. We cannot use the Keynesian model to study 
inflation, unions and monetary policy. 
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Use the following information about a closed economy to answer question 11 and 12 
 
C = 100+0,5(Y-T) 
I = 100 
G = 70 
T = 0,2Y 
 
Question 11 
What is the value of disposable income for this economy? 

1) 0,5(Y-T) 
2) 100 + 0,4(Y-T) 
3) 0,8(Y-T) 
4) 0,8Y The correct alternative is [4] 

 
Explanation 
Disposable income is total income less taxes, Y – T 
Y- 0.2Y = 0.8Y 
 
Question 12 
What is the equilibrium level of income for this economy? 

1) R190. 
2) R270. 
3) R900. 
4) R450. The correct alternative is [4] 

 
Explanation 
Thus Y= 100 + 0.5 (Y - T) + 100 + 70 
 
Y = 270+ 0.5(Y - 0.2Y) 
 
Y=270 +0.5 x 0.8Y 
 
Y = 270+ 0.4Y 
 
Y(1- 0.4) =270 
 
Y = 270/0.6 
 
Y= 450 
 
Question 14 
An expansionary fiscal policy would be most likely to reduce unemployment if 

1) the marginal propensity to consume is small. 
2) the marginal propensity to save is low. The correct alternative is [2] 
3) the marginal propensity to save is high. 
4) the tax rate is high. 

 
Explanation 
If the marginal propensity to save is low, this means the marginal propensity to consume 
is high and therefore, a change in fiscal policy (increase in government expenditure) 
would lead to a large increase in income and hence large reduction in unemployment. 
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Question 15 
In the Keynesian model, the price level is assumed to be 

1) exogenous and remaining constant. The correct alternative is [1] 
2) endogenous and remaining constant. 
3) endogenous and gradually increasing. 
4) exogenous and gradually increasing. 

 
Explanation 
In the Keynesian model, the price level is assumed to be given. 
 
Question 16 
In the simple Keynesian model of a closed economy without a government 

1) a greater marginal propensity to consume would ensure that a given increase in 
investment spending would lead to a greater increase in total income. The 
correct alternative is [1] 

2) the multiplier is positively related to the marginal propensity to save. 
3) economic growth is negatively related to consumption spending. 
4) a greater marginal propensity to save would ensure that a given increase in 

investment spending would lead to a greater increase in total income. 
 
Explanation 
The marginal propensity to consume determines the size of the multiplier. A bigger 
marginal propensity to consume implies more of a given increase in income is re-spend 
in the economy increasing the size of the multiplier effect leading to a greater increase in 
income. 
 
Question 17 
In a simple Keynesian model with government and foreign sectors, which one of the 
following statements is incorrect? 

1) The change in the level of exports is dependent on exchange rates, among other 
factors. 

2) The change in the level of imports is dependent on the level of domestic income. 
3) An increase in the marginal propensity to import would increase imports. 
4) The multiplier has bigger impact on income when it is assumed that imports are 

dependent on income. The correct alternative is [4] 
 
Explanation 
Imports are a leakage from the circular flow of income and spending and thus reduce the 
size of the multiplier. 
 
Question 18 
The multiplier effect of an increase in government expenditure income is weakened by 

1) a fall in interest rates. 
2) an increase in the propensity to import. The correct alternative is [2] 
3) an increase in the marginal propensity to consume. 
4) an improvement in business confidence. 

 
Question 19 
Assume the marginal propensity to consume is 0,8 in a closed economy without a 
government. When 

1) consumption increases by R5, investment increases by R1. 
2) consumption increases by R5, savings increase by R1. 
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3) investment increases by R1, income increases by R5. The correct alternative is 
[3] 

4) investment increases by R1, consumption increases by R5. 
 
Explanation 
Given that the marginal propensity to consume is 0.8, we can calculate the multiplier as 
follows: 
 

Multiplier = 
1

1−𝑐
 = 

1

1−0,8
 = 

1

0,2
 =5 

 
 
If investment increases by R1, through the multiplier process, income increases by R5 
as shown below: 
 

∆Y = 
1

1−𝐶
 ∆I = 5 x 1 = 5 

 
 

Question 20 
If the government spends more, but keeps the tax rate constant, consumption spending 
will __________, total tax revenues will __________, and investment spending will 
__________. 
 

1) stay the same; stay the same; stay the same 
2) increase; stay the same; stay the same 
3) increase; increase; stay the same The correct alternative is [3] 
4) increase; increase; increase 

 
Explanation 
If government spends more it will lead to an increase in the level of income. We know 
that consumption and taxes are positively related to income and would therefore also 
increase. Investment is autonomous, not related to the level of income, and will remain 
the same regardless the increase in income. 
 
Question 1 
A change in aggregate supply is likely to 

1) reduce the general price level and reduce national income. 
2) reduce the general price level and increase national income. The correct 

alternative is [2] 
3) reduce the general price level only with no effect on national income. 
4) increase the general price level and increase the national income. 

 
Explanation 
A change in the aggregate supply means that the AS curve either shifts parallel upwards 
(decrease) or parallel downwards (increase). A decrease in the aggregate supply will 
increase the general price level and decrease the national income. Therefore alternative 
[4] is incorrect. An increase in the aggregate supply will decrease the general price level 
and increase the national income, which makes alternative [2] the correct answer. 
 
Question 2 
Aggregate demand will increase if 
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1) consumption falls. 
2) investment falls. 
3) exports fall. 
4) imports fall. The correct alternative is [4] 

 
Explanation 
A decrease in consumption, investment or exports will decrease aggregate demand and 
the AD curve will decrease and shift to the left. Only a decrease in imports will result in 
an increase in the aggregate demand. A decrease in imports will lead to an increase in 
net exports that will increase the aggregate demand. 
 
Question 3 
Increased unemployment benefits and less incentive to work can be illustrated by 

1) a rightward shift of the aggregate supply curve. 
2) a leftward shift of the aggregate supply curve. The correct alternative is [2] 
3) a rightward shift of the aggregate demand curve. 
4) a leftward shift of the aggregate demand curve. 

 
Explanation 
Increased unemployment benefits and less incentive to produce affect the supply side of 
the ADAS model and as a result we can ignore alternatives [3] and [4]. Both factors 
mentioned above will decrease total production as the aggregate supply decreases and 
the AS curve shifts to the left and alternative [1] is also incorrect. 
 
Question 4 
According to Keynes when the economy is below full employment, an expansionary 
fiscal policy will lead to 

1) a relatively large increase in income and a smaller increase in the price level. 
2) a relatively large increase in the general price level and smaller increase in 

income. 
3) both income and price level increasing by the same percentage. 
4) only income increasing. The correct alternative is [4] 

 
Explanation 
The horizontal part of the AS curve (between 0 and Y1) is an indication of an economy 
which operates below full employment. An increase in aggregate demand in this area 
will result in a more efficient use of existing capacity and an increase in production with 
little or no increase in the price level. 
 
Question 5 
If the aggregate supply curve is vertical, _____________ has (have) an effect on 
aggregate output. 

1) both monetary policy and fiscal policy 
2) monetary policy but not fiscal policy 
3) fiscal policy but not monetary policy 
4) neither monetary policy nor fiscal policy The correct alternative is [4] 

 
Explanation 
The vertical part of the aggregate supply curve means that the economy is producing at 
full employment. Any effort to stimulate the economy by increasing the aggregate 
demand in this region will only increase the general price level with no increase in 
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production. So, neither monetary nor fiscal policy measures to stimulate the economy by 
increasing the aggregate demand will have an effect on production and income. 
 
Question 6 
Stagflation is a combination of 

1) low inflation and low unemployment. 
2) high unemployment and high inflation. The correct alternative is [2] 
3) high inflation and low unemployment. 
4) low inflation and high unemployment. 

 
Explanation 
An upward shift of the aggregate supply curve indicating a sharp increase in the cost of 
production will result in an increase in the general price level and a decrease in 
production and income or GDP and hence an increase in unemployment. This is what 
we call stagflation, a high level of inflation caused by the increase in the general price 
level and high unemployment caused by the decrease in production. 
 
Question 7 
The Phillips curve shows the relationship between 

1) Inflation and rate of economic growth. 
2) Unemployment and trade balance. 
3) Inflation and unemployment. The correct alternative is [3] 
4) Inflation and interest rates. 

 
Explanation 
The Phillips curve measures the inflation rate on the vertical axis and unemployment on 
the horizontal axis. Any point on the Phillips curve is an indication that inflation and 
unemployment already exist side by side in the economy. 
 
Question 8 
If people are made unemployed because of a fall in aggregate demand, this is known as 

1) frictional unemployment. 
2) seasonal unemployment. 
3) cyclical unemployment. The correct alternative is [3] 
4) structural unemployment. 

 
Explanation 
Cyclical unemployment is the result of a temporary lack of demand – see the downswing 
on the business cycle. 
 
Question 9 
The labour force is made up of 

1) the number of people employed minus the number of people unemployed. 
2) the number of people employed plus the number of people unemployed. The 

correct alternative is [2] 
3) the number of people employed only. 
4) the whole population in a country. 

 
Question 10 
If the number of people classified as unemployed is 20,000 and the number of people 
classified as employed is 230, 000, what is the unemployment rate? 

1) 8% The correct alternative is [1] 
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2) 8.7% 
3) 9.2% 
4) 11.5% 

 
Explanation 
The unemployment rate expresses unemployment as a percentage of the labour force. 
In this case the labour force consists of the employed plus the unemployed people. 
 

Unemployment rate = 
𝑛𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑝𝑒𝑟𝑠𝑜𝑛𝑠

𝑡𝑜𝑡𝑎𝑙 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 𝑥 

100

1
 

 
 
 

= 
20 000

250 000
 𝑥 

100

1
 = 8% 

 
Question 11 
Suppose that real GDP for 2009 was 1000 and the rate of economic growth between 
2009 and 2010 was 5%, what is real GDP for 2010 

1) 950 
2) 1500 
3) 1050 The correct alternative is [3] 
4) 1005 

 
Explanation 
Since the question refers to real GDP for both 2009 and 2010 the calculation is very 
simple and straightforward: 1000 x 1.05 = 1050. 
 
Question 12 
Economic growth can be illustrated by an outward shift of the 

1) aggregate supply curve. 
2) production possibility curve. The correct alternative is [2] 
3) Phillips curve. 
4) aggregate expenditure curve. 

 
Explanation 
An outward movement of the production possibilities curve illustrates economic growth. 
 
Question 13 
A simultaneous increase in wages and an increase in taxes increase will 

1) definitely be inflationary. 
2) result in a leftward movement of the AD-curve and a downward movement along 

the AS-curve. 
3) leftward (upward) movement of the AS-curve and a downward movement along 

the AD curve. 
4) have an uncertain effect on the price level but will decrease the output. The 

correct alternative is [4] 
 
Explanation 
The increase in wages will increase the cost of production and a decrease in aggregate 
supply and a leftward shift of the AS curve. The increase in taxes will decrease 
aggregate demand and shift the AD curve to the left. The new equilibrium will definitely 



110 
 

be to the left of the existing one resulting in a decrease in output. What happens to the 
price level depends on the relative size of the changes in the AD and AS curves. 
 
Question 14 
Suppose the SARB decrease interest rates while the oil price is increasing. What would 
be the expected effect on real GDP and the price level? 

Price level   Real GDP 
1) Uncertain   decreases 
2) Increases   uncertain The correct alternative is [2] 
3) Decreases   decreases 
4) Increases   decreases 

 
Explanation 
The decrease in the interest rate will decrease the cost of credit. Increased consumption 
spending and investment spending will increase the aggregate demand, shifting the AD 
curve to the right. 
The increasing oil price will increase the cost of supplying goods and services, shifting 
the aggregate supply curve upwards and to the left. The new equilibrium will definitely 
increase the general price level, but the influence on the real GDP will depend on the 
relative size of the changes in the AD and AS curves. 
 
Question 15 
If the inflation rate was 10 percent last year and is now 6 percent for this year, it means 

1) prices are falling. 
2) prices are unchanged. 
3) prices are falling at a slower rate. 
4) prices are increasing at a slower rate. The correct alternative is [4] 

 
Explanation 
The existence of a positive inflation rate is an indication that prices are still rising, even if 
it is at a slower rate than last year, prices are still rising. Only in case of a negative 
inflation rate (deflation) prices will be falling. Prices will be unchanged only when the 
inflation rate is zero. 
 
Question 16 
Bracket creep would be eliminated when tax rates are based on 

1) nominal income. 
2) real income. The correct alternative is [2] 
3) per capita income. 
4) nominal disposable income. 

 
Explanation 
Increasing price levels are the main contributor to increases in nominal wages. During 
inflationary times increases in nominal wages are mainly to keep the purchasing power 
of money wages intact. The increases in money wages result in increases in the income 
tax to be paid specially in case of a progressive tax system. So the consumer ends up 
paying more tax while his real income did not change. This phenomenon is called 
bracket creep and would be eliminated if taxes were based on real income. 
 
Question 17 
If nominal wages and prices rise at the same rate, say 6,5% per year, then real wages 
will 
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1) decrease. 
2) increase. 
3) remain constant. The correct alternative is [3] 
4) be the same as nominal wages. 

 
Explanation 
If prices and wages were to rise at the same rate, the consumer would be able to buy 
exactly the same quantity goods and services than in the previous time period. This 
means that the real income (wage) will remain constant. 
 
Question 18 
The Phillips curve shows a negative relationship between 

1) unemployment and employment. 
2) employment and prices. 
3) unemployment and inflation. The correct alternative is [3] 
4) employment and inflation. 

 
Explanation 
The negative slope of the Phillips curve implies a negative relationship between 
unemployment and inflation. The implication is that lower inflation is only possible at 
higher levels of unemployment or higher levels of employment are only possible at the 
cost of higher inflation. 
 
Question 19 
A nation’s standard of living will certainly increase when 

1) real GDP rises faster than the population. The correct alternative is [1] 
2) real GDP rises faster than the price level. 
3) real GDP rises. 
4) real GDP rises faster than the number of people employed. 

 
Explanation 
Any positive change or increase in the real GDP is good, but it does not guarantee an 
increase in the nation’s standard of living. Only when the real GDP increases faster rate 
than the growth in the population will a nation’s standard of living increase. 
 
Question 20 
Assume a given government spending and tax rate. The budget deficit will grow during 
__________ and decline during ___________. 

1) booms; booms 
2) recessions; recessions 
3) booms; recessions 
4) recessions; booms The correct alternative is [4] 

 
Explanation 
During a recession there is a decline in the general level of economic activity resulting in 
a decline in the government’s tax revenue and hence an increase in the budget deficit. 
During an economic boom there is an increase in the general level of economic activity 
resulting in an increase in the government’s tax revenue and a decline in the budget 
deficit. 
 
 
Question 1 
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Which of the following statements is/are correct? 
a) Production of goods and services are activities attributed to the household sector. 
b) The process of providing factors of production generates income for households. 
c) A civil service worker can be said to own labour which he/she provides in return 

for wages/salaries. 
 

1) a 
2) a and b 
3) b and c The correct option is [3] 
4) All of the above 

 
Explanation 

 The process of providing factors of production generates income for households. 

 A civil worker working for the Department of Agriculture can be said to own labour 
which he/she provides in return for wages/salaries. 

 
Question 2 
In the circular flow diagram 

1) firms are sellers in the resource and product markets. 
2) households are sellers in the resource market. The correct option is [2] 
3) firms are buyers in the product market. 
4) spending on goods and services is from firms to households. 

 
Explanation 
Households are sellers in the resource market. 
 
Question 3 
In the circular flow diagram 

1) spending on goods and services flows from firms to households. 
2) goods and services flow from households to firms. 
3) factors of production flow from firms to households. 
4) income from factors of production flows from firms to households. The correct 

option is [4] 
 
Question 4 
The function of money as a store of value implies 

a) money is a way of storing wealth. 
b) money in liquid form is a means of storing wealth. 
c) that increases in the level of inflation does not affect the value of money. 
d) money is used as a way of purchasing goods and services. 

 
1) b and c 
2) a and b The correct option is [2] 
3) a and d 
4) c and d 

 
Question 5 
To economists, money 

a) means the same thing as income. 
b) means the same thing as earnings. 
c) means the same thing as wealth. 
d) means anything that is generally accepted as a means of exchange. 
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1) All the statements are correct. 
2) b 
3) d The correct option is [3] 
4) b and d 

 
Question 6 
As a measure of money, M1 emphasises the use of money as 

1) a unit of account. 
2) a standard of deferred payment. 
3) a store of value. 
4) a medium of exchange. The correct option is [4] 

 
Question 7 
The South Africa Reserve Bank 

a) is another name for the national treasury. 
b) exists primarily to be the bank of the government. 
c) serves as a bankers bank. 
d) functions only to control the supply of currency in the economy. 

 
1) b 
2) c The correct option is [2] 
3) d 
4) b and c 

 
Use the table below to answer question 8. 
        

Assets                                                  Liabilities 

Loans       R700                                           Deposits R1000 

Bonds      R150  

Reserves R 150  

 
Question 8 
Assuming the bank’s reserves are what is required by law, the required reserve ratio is 

1) 5% 
2) 15% The correct option is [2] 
3) 30% 
4) 85% 

 
Explanation 
 

Required reserve ratio = 
𝑅𝑒𝑠𝑒𝑟𝑣𝑒𝑠

𝐷𝑒𝑝𝑜𝑠𝑖𝑡𝑠
 𝑥 

100

1
 

 

=
150

1000
 𝑥 

100

1
 = 15% 

 
Question 9 
The buying and selling of bonds by the South African Reserve Bank to change the 
bank’s reserves is referred to as 

1) reserve accounting. 
2) speculation. 



114 
 

3) open market operations. The correct option is [3] 
4) financial intermediation. 

 
Explanation 
An open market operation is the purchase or sale of Treasury bills and government 
bonds by the Reserve bank in an open market. 
 
Question 10 
If a bank has excess reserves to lend but there is no one to borrow the money, this will 
cause the size of the money multiplier to 

1) increase. 
2) decrease. The correct option is [3] 
3) remain unchanged. 

 
Explanation 
The money multiplier is a function of the reserve requirement. The reserve requirement 
does not depend on whether banks have excess reserves. The reserve requirement did 
not change – therefore the money multiplier remains unchanged. 
 
Question 11 
A checking deposit in a bank is considered as 

1) a liability to the bank. The correct option is [1] 
2) an asset to the bank. 
3) capital. 
4) the bank’s net worth. 

 
Explanation 
When a deposit is made at the bank it becomes an asset for the person who deposited it 
and a liability to the bank. 
 
Question 12 
Which of the following will lead to an increase in the demand for money? 

a) An increase in the interest rate. 
b) A decrease in the supply of money. 
c) A decrease in the price level. 
d) An increase in the level of aggregate output. 

 
1) a 
2) a and b 
3) a and d 
4) d The correct option is [4] 

 
Explanation 
The demand for active balances is a function of the level of income or output. 
 
Question 13 
The main reason that people hold money for the purpose of “acquiring things” is referred 
to as 

1) transactions motive. The correct option is [1] 
2) precautionary motive. 
3) speculative motive. 
4) profit motive. 
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Explanation 
The transaction motive is based on the medium of exchange function of money. 
 
Question 14 
Which of the following is most likely to be affected by changes in the rate of interest? 

1) Consumer spending 
2) Investment spending The correct option is [2] 
3) Government spending 
4) Exports of the country 

 
Explanation 
Investment spending is highly sensitive to changes in the interest rate. 
 
Question 15 
In terms of the demand for money, the interest rate represents 

1) the return on money that is saved. 
2) the price of borrowing money. 
3) the opportunity cost of holding money. The correct option is [3] 
4) the rate at which current consumption can be exchanged for future consumption. 

 
Explanation 
In terms of demand for money, the interest rate represents the opportunity cost of 
holding any money balance. 
 
Question 16 
Which of the following best describes the money multiplier? 

1) The money multiplier shows how much loans will change as a result of a change 
in reserves. 

2) The money multiplier shows how much money supply will change as a result of a 
given change in the monetary base. 

3) The money multiplier shows how much money supply will change as a result of a 
given change in resources. 

4) The money multiplier shows how much money supply changes as a result of a 
change in deposits. The correct option is [4] 

 
Explanation 
The money multiplier shows how much money supply changes as a result of a change in 
deposits 
 
Question 17 
The three important injections into the circular flow of income and spending are 

1) investment spending, government spending and imports. 
2) exports, taxes and savings. 
3) exports, investment and government spending. The correct option is [3] 
4) savings, imports and consumption. 

 
Explanation 
The three important injections into the circular flow of income and spending are exports, 
investment and government spending. 
 
Question 18 
The positive balance on your cheque account is 
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1) an asset for you and a liability for your bank. The correct option is [1] 
2) a liability for you and an asset for your bank. 
3) an asset for both you and your bank. 
4) a liability for both you and your bank. 

 
Explanation 
When a deposit is made at the bank it becomes an asset for the person who deposited it 
and a liability to the bank. 
 
Question 19 
The quantity of money available will increase when 

1) a person deposits his or her money with a bank. 
2) banks keep their reserves with the Reserve Bank. 
3) banks make loans that result in additional deposits. The correct option is [3] 
4) the government keeps its funds with the Reserve Bank. 

 
Explanation 
The quantity of money available will increase when banks make loans that result in 
additional deposits. 
 
Question 20 
If the required reserve ratio is increased, the money multiplier 

1) decreases. The correct option is [1] 
2) remains the same, as long as banks hold no excess reserves. 
3) could either increase or decrease. 
4) increases. 

 
Explanation 
An increase in the cash reserve requirement of banks will reduce the credit multiplier.  
 
Question 1 
Which of the following would be classified as an expansionary fiscal policy? 

1) An increase in the money supply. 
2) A reduction in the number of goods exempted from VAT. 
3) An increase in taxation. 
4) An increase in government expenditure. The correct option is [4] 
5) An increase in the VAT rate. 

 
Explanation 
An increase in government expenditure is classified as an expansionary fiscal policy 
which increase aggregate demand in the economy at each price level. 
 
Question 2 
A tax such as VAT would generally be viewed as 

1) progressive, because the consumption expenditure of the rich is greater than that 
of the poor. 

2) regressive, because low-income households spend a greater proportion of their 
income on goods that attract VAT. The correct option is [2] 

3) proportional, because the VAT rate is constant across goods that attract VAT. 
4) progressive, because most goods consumed by poor households are zero rated. 
5) regressive, because the VAT burden increases as household income rises. 
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Explanation 
Low income households spend a greater proportion of their income on goods and that 
carry VAT while high income consumers save part of their income where no VAT is 
levied. 
 
Questions 3 and 4 are based on the following figure of the market for compact discs. 
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         Question 3 
The price paid by the buyer before the tax is ____ per compact disc, and the price paid 
by the buyer after the tax is ____ per compact disc. 

1) R20; R20 
2) R20; R30 The correct option is [2] 
3) R30; R20 
4) R30; R30 

 
Explanation 
 
S is the supply curve before the imposition of tax of R20 per compact disc. D is the 
demand curve. The original equilibrium price is R20 per compact disc and the 
equilibrium quantity is 40m CDs per year. After the imposition of tax the supply curve 
shifts up to S1, the price increases to R30 and the quantity decreases to 20m discs. 
 
Question 4 
Who pays the larger share of the tax? 

1) Buyers 
2) Sellers 
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3) Buyers and sellers each pay the same amount of the tax and each pays R10 per 
compact disc. The correct option is [3] 

4) Buyers and sellers each pay the same amount of the tax, but the amount each 
pays more than R10 per compact disc. 

 
Explanation 
The suppliers have not succeeded in passing the full tax on consumers. The price 
increases by R10. Consumers pay R10 more and the supplier carries the rest (R10) of 
the tax burden. Both suppliers and consumers pay an equal burden of the R20 tax that 
has to be paid. 
 
Question 5 
If two countries produce wool and cotton, we know that the country with the lower 
opportunity cost for cotton (in terms of wool) will also have 

1) an absolute advantage in the production of wool. 
2) a comparative advantage in the production of cotton. The correct option is [2] 
3) a comparative advantage in the production of wool. 
4) an absolute advantage in the production of cotton. 

 
Explanation 
Trade is not only determined by absolute advantage but also by comparative advantage. 
Trade will also take place if a comparative advantage exists, that is, if the opportunity 
cost to produce the goods differs between the countries. In this case the country with the 
lower opportunity cost for cotton will have a comparative advantage in the production of 
cotton. 
 
Question 6 
Suppose you buy a plane ticket on Swiss Air, travel to Zurich, buy chocolate, and bring it 
back to South Africa. The plane ticket is an ____ for South Africa. and the chocolate is 
an ____ for South Africa. 

1) export of a service; export of a good 
2) import of a service; import of a good The correct option is [2] 
3) import of a good; import of a service 
4) export of a good; export of a service 

 
Explanation 
The air ticket is payment for a service rendered by Swiss Air. The chocolate is an 
imported good because it is brought to South Africa from Zurich. 
 
Use the table below to answer question 7. 
 

COUNTRY WHEAT 
(BUSHELS) (output) 

CLOTH 
(TONS) (output) 

RSA 1,000 5,000 

FRANCE 200 2,000 

 
Question 7 
As shown in the table, by moving along the production possibility frontier of South Africa 
1 000 more bushels of wheat can be produced and 5 000 fewer tons of cloth can be 
produced. Similarly, France can produce 200 more bushels of wheat and 1 000 tons less 
cloth. ____________has/have a comparative advantage in the production of wheat. 

1) South Africa The correct option is [1] 
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2) France 
3) Both countries 
4) Neither country 

 
Explanation 
The key in understanding this question is to recognise that both South Africa and France 
can produce the mentioned quantities of wheat or cloth and not wheat and cloth. If South 
Africa produces 1,000 bushels of wheat it has to give up or sacrifice the production of 
cloth. The opportunity cost to produce 1000 bushels of wheat is 5,000 tons of cloth. The 
opportunity cost to produce 1 ton of wheat is therefore 5 tons of cloth that has to be 
sacrificed. The opportunity cost ratio is 1:5. For France the ratio is 1:10. 
 
The ratio is in favour of the South Africa; therefore South Africa holds a comparative 
advantage in the production of wheat because of the lower opportunity cost. 
 
Question 8 
Which of the following is recorded on the financial (capital) account of the balance of 
payments? 

1) A group of South Africans spends three weeks touring Europe. 
2) A monetary gift from Canadian citizens to their relatives in South Africa. 
3) A German firm pays R5 million dividends to the holders of its shares in South 

Africa. 
4) An American firm sells its shares in a South African construction firm. The 

correct option is [4] 
5) A group of German tourists visits the Kruger National Park in South Africa. 

 
Question 9 
If Japanese yen buy can more South African Rand than before, the Rand has 
_________ and the Japanese yen has __________. 

1) depreciated; appreciated The correct option is [1] 
2) appreciated; depreciated 
3) depreciated; depreciated 
4) appreciated; appreciated 

 
Explanation 
An increase in the price of a Yen implies that the Yen has appreciated against the Rand 
and the Rand has depreciated. This means that there is a demand for more Yen than 
available and the price of Yen in terms of the Rand rises. 
 
Question 10 
If a South African firm produces goods that are sold to a Chinese household, then 

1) Chinese GDP increases but not that of South Africa 
2) South Africa's GDP increases. The correct option is [2] 
3) the transaction is considered an export in the Chinese GDP accounts. 
4) net exports in South Africa will not change because an export immediately 

generates an offsetting import. 
 
Explanation 
The product is produced in South-Africa using South-African resources. In calculating 
the expenditure on the GDP this production will be shown as exports. 
 
Question 11 
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If imports are R100 million less than exports, government purchases are R500 million, 
consumer expenditures are R1 billion, and gross investment spending is R500 million, 
then GDP is 

1) R1 billion. 
2) R1,9 billion. 
3) R2 billion. 
4) R2,1 billion. The correct option is [4] 

 
Explanation 
The GDP is R2.1 billion which is the addition of: 
 
Consumption spending (C)   R1 billion 
Government spending (G)   R500m 
Gross investment spending (I)  R500m 
Net exports (X-Z)    R100m 
 
Use the table below to answer questions 12 and 13. 
 

YEAR PRICE LEVEL NOMINAL GDP 
1990 100 R1 600 
2000 150 R3 000 
2010 300 R6 000 

 
Question 12 
Using 1990 as the base year, what was real GDP in 2010? 

1) R1 600. 
2) R2 000. The correct option is [2] 
3) R3 000. 
4) R6 000. 

 
Explanation 
Nominal GDP in 1990 = R1 600 at price level 100 
Nominal GDP in 2010 = R6 000 at price level 300 
Real GDP in 2010 (at the 1990 price level) = R6 000 x 100/300 
= R2 000 
 
Question 13 
Which of the following is true concerning changes between 2000 and 2010? 

1) Nominal and real GDP both increased. 
2) Nominal GDP increased, but real GDP was unchanged. The correct option is 

[2] 
3) Nominal GDP increased, but real GDP decreased. 
4) None of the above statements are true. 

 
Explanation 
The real GDP in 2010 is R2 000 (see the calculation in 12 above) 
Real GDP in 2000 at 1990 price level is equal to: 
R3000 x 100/150 = R2 000 
The Nominal GDP has increased but the real GDP has not changed 
 
Question 14 
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The presence of _________ creates a difference in the value between the market price 
and the factor cost of a product. 

1) indirect taxes and consumption 
2) subsidies and direct taxes 
3) corporate profits and subsidies 
4) indirect taxes and subsidies The correct option is [4] 

 
Explanation 
 
The differences between market price, basic price and factor cost/income are due to 
various taxes and subsidies on goods and services. When considering indirect taxes 
that is, taxes on production and products or subsidies that is subsidies on production or 
products, the amount paid for a good or service differs from both the cost of production 
and the income earned by the relevant factors of production. 
 
Question 15 
In the national accounts, the difference between gross investment and net investment is 

1) imports. 
2) capital flight. 
3) income earned by foreigners. 
4) depreciation. The correct option is [4] 

 
Explanation 
The difference between gross investment and net investment is always referred to as 
depreciation. To move from gross investment to net investment depreciation has to be 
subtracted. Net investment refers to an activity of spending which increases the 
availability of fixed capital goods or means of production. It is the total spending on new 
fixed investment minus replacement of depreciated capital goods. 
 
Question 17 
An appropriate measure of government’s involvement in economic activity is 

1) the volume of government subsidies. 
2) the total government spending. 
3) the share of government spending in total spending in the economy. The correct 

option is [3] 
4) the growth of government spending. 

 
Explanation 
An appropriate measure of government’s involvement in economic activity is the share of 
government spending in total spending in the economy. 
 
Question 18 
Which of the following is true about the difference between legal incidence and effective 
incidence? 

1) Legal incidence relates to the person who is expected to handover the tax to 
government whilst effective incidence concerns the person who ultimately bears 
the burden of paying the tax. The correct option is [1] 

2) Legal incidence is the individual who ultimately bears the tax burden whilst 
effective incidence relates to the individual who is expected to hand over the tax 
to the government. 

3) Legal incidence is when the tax burden is shifted forward to consumers whilst 
effective incidence occurs when the tax is shifted backwards to employees. 
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4) Legal and effective tax incidence basically means the same thing and therefore 
can be used interchangeably. 

 
Explanation 
Legal incidence relates to the person who is expected to handover the tax to 
government, whilst effective incidence concerns the person who ultimately bears the 
burden of paying tax. The owners of the company will always try to shift the burden of 
tax to their consumers by increasing the prices of the goods and services which they 
produce. 
 
Question 19 
Under a system of floating exchange rates 

1) the currencies of countries with a relatively high inflation rate tend to appreciate. 
2) the currencies of countries with a relatively high inflation rate tend to depreciate. 

The correct option is [2] 
3) the currencies of countries with a relatively low inflation rate tend to depreciate. 
4) exchange rates are insensitive to differences in the rate of inflation between 

countries 
 
Explanation 
If the inflation rate is high, it affects the competitiveness of our exports in trade with other 
countries. The prices of our goods in a world market will become more expensive. The 
demand for such goods will fall. A decrease in exports will decrease the supply of dollar 
and the rand will depreciate. 
 
Question 20 
Assume the domestic price of good X is R12 and the world price is R10. In the short run, 
if there is no trade restrictions on good X, net exports 

1) and GDP in the domestic economy will increase. 
2) and GDP in the domestic economy will decrease. The correct option is [2] 
3) will increase and GDP in the domestic economy will decrease. 
4) will decrease and GDP in the domestic economy will increase. 

 
Explanation 
If the price of domestic good X is R12 it means that it is higher than the world price. This 
means that worldwide people will prefer to buy product X at the world price of R10. That 
will have a negative impact our exports and on the GDP. 
 
Question 1 
Keynes’s motivation in developing the aggregate output determination model stemmed 
from his concern with 

1) the hyperinflation of the 1920s. 
2) finding a solution to the Great Depression. The correct option is [2] 
3) explaining the high unemployment in Great Britain before World War I. 
4) explaining the high unemployment in Great Britain after World War II. 

 
Explanation 
In response to the Great Depression (1929-1933), John Maynard Keynes wrote his 
famous book, The general theory of employment, interest and money. 
[He explained that the level of income is determined by the level of aggregate spending 
(demand) and that there are various reasons why spending can be insufficient to 
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achieve full employment. In his model, there is therefore often a need for government to 
intervene in the economy to stimulate or dampen aggregate spending.] 
 
Question 2 
In the simple Keynesian model, equilibrium aggregate output is determined by 

1) aggregate demand. The correct option is [1] 
2) aggregate supply. 
3) an increase in investment. 
4) an increase in government expenditure. 

 
Explanation 
Keynes claimed that aggregate demand is the force which determines total production or 
income whereas the classical economists, for example Say, believed that aggregate 
production or supply creates its own demand. 
 
Question 3 
The consumption function relates the consumption expenditure decisions of households 
to 

1) investment decisions by firms. 
2) the level of disposable income. The correct option is [2] 
3) saving decisions of households. 
4) the nominal interest rates. 

 
Explanation 
The relationship between consumption expenditure by households and the level of 
disposable income (i.e. after-tax income) is called the consumption function as shown in 
Figure 1 below 
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Figure 1 

 
 
 

Question 4 
The largest component of total spending is __________ spending 

1) government 
2) export 
3) consumption The correct option is [3] 
4) investment 

 
Question 5 
As disposable income increases, consumption expenditure 

1) increase by the same amount. 
2) increase by a smaller amount. The correct option is [2] 
3) increase by a larger amount. 
4) remain constant. 

 
Explanation 
When income increases, consumption increases but the increase in consumption is less 
than the increase in income. It is because part of the additional income is being saved. 
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Question 6 
Which of the following is an example of an induced expenditure? 

1) Investment expenditure 
2) Government expenditure 
3) Consumption expenditure The correct option is [3] 
4) Export expenditure 

 
Explanation 
An induced component is determined by the level of income. Investment expenditure, 
government expenditure and export expenditure are autonomous, which means they are 
independent of the level of income. Consumption expenditure consists of both 
autonomous and induced components. 
 
Question 7 
If the consumption function is C= 20 + 0,5Y, then an increase in disposable income of 
100, will result in an increase in consumption expenditure by 

1) 25 
2) 50 The correct option is [2] 
3) 70 
4) 80 

 
Explanation 
Given C= 20+0.5Y, 
If there is an increase in disposable income (Y) by 100, 
Then increase in C = 0.5(100) 
= 50 
 
Question 8 
If consumption expenditure increases by 65 for every 100 increase in disposable 
income, the marginal propensity to consume (c) is 

1) 0 
2) 0,5 
3) 0,65 The correct option is [3] 
4) 0,75 

 
Explanation 
The MPC (or c) indicates the proportion of an increase in income that will be used for 
consumption. If consumption expenditure increases by 65 for every 100 increase in 
disposable income, then the MPC is 0,65. 
 
Question 9 
Exports levels are determined by the 

a) domestic level of income. 
b) economic conditions in the rest of the world. 
c) country’s international competitiveness. 

 
1) b 
2) c 
3) a and b 
4) b and c The correct option is [4] 
5) All the statements are correct. 
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Explanation 
Exports levels are determined by the economic conditions in the rest of the world and 
the exporting country’s international competitiveness. There are no systematic 
relationships between the level of exports and the level of income in the domestic 
economy. 
 
Question 10 
If c is = 9/10 and t = 1/6, the value of the multiplier is 

1) 5 
2) 7 
3) 8 
4) 4 The correct option is [4] 

 
Explanation 
 

α = 
1

1−𝑐 (1−𝑡)
 

 

= 
1

1−
9

10
(1− 

1

6
)
 

 

= 
1

1−
9

10
(

5

6
)
 

 

= 
1

1− 
3

4

 

 

= 
1
1

4
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Questions 11 to 14 are based on the following information about an open economy with 
a government sector: 
 

Autonomous consumption R 100 million 
Investment spending R 300 million 
Government spending R 200 million 
Exports R 150 million 
Autonomous imports R 100 million 
Marginal propensity to consume 2/3 
Tax rate 1/10 
Marginal propensity to import 1/10 
Yf - Full employment R 2 150 million 
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Question 11 
The multiplier is equal to 

1) 2 The correct option is [1] 
2) 2½ 
3) 3 
4) 3⅓ 

 
Explanation 
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Question 12 
The equilibrium level of income is 

1) R1 300 million. The correct option is [1] 
2) R1 625 million. 
3) R1 950 million. 
4) R2 145 million. 

 
Explanation 
Total autonomous spending A = C + I + G + (X _ Z) 
= 100 + 300 + 200 + (150 - 100) million 
= R650m 
 
Yo = α x Ā 
= 2 x R650m = R1 300m 
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Question 13 
The budget deficit at the equilibrium level of income is 

1) R50 million. 
2) R70 million. The correct option is [2] 
3) R130 million. 
4) R170 million. 

 
Explanation 
The government spending: R200m 
The tax revenue at equilibrium level of income: tY 
 

= 
1

10
𝑅1300𝑚 

 
= R130m 
 
Tax revenue minus government spending: R130m – R200m = - R70m 
Hence the government is running a budget deficit of R70 million. 
 
Question 14 
The full employment income level can be reached by 

1) increasing government spending by R200 million. 
2) increasing exports by R175 million. 
3) increasing imports by R175 million. 
4) increasing investment spending by R425 million. The correct option is [4] 
5) increasing government spending by R525 million. 

 
Explanation 
The equilibrium level of income (Y0) is below the full-employment level of income (Yf ). 
Autonomous spending must increase by: 
Yf = R2 150m (given) 
Y0 = R1 300m (calculated in 12 above) 
α = 2 (calculated in 11 above) 
 

∆Ā = 
∆𝑌

𝛼
 

 

= 
2150−1300

2
 

 

=
850

2
 

 
=R425m 
Only increasing investment spending by R425m will have the desired effect. 
 
Question 15 
In an economic model, an endogenous variable is 

1) a stand-in for more complicated variables. 
2) determined by the model itself. The correct option is [2] 



129 
 

3) determined outside the model. 
4) a variable that has no effect on the workings of the model. 

 
Explanation  
In the Keynesian model, every value that is determined by the model itself is thus an 
endogenous variable. There are two examples – induced consumption and induced 
imports – that are determined by the level of total income (Y) as measured on the X axis.  
 
Question 16 
Gabriel's disposable income increases from R2 000 to R2 500. As a result his saving 
increases from R300 to R450. This implies that his marginal propensity to consume is 

1) 0,3 
2) 0,7 The correct option is [2] 
3) 0,76 
4) 0,82 

 
Explanation 
Income increases by R500. [R2 500 minus R2 000] 
As a result of this, saving increases by R150. [R450 minus R300] 
Thus consumption must have increased by R350. [R500 minus R150] 
 

MPC = 
∆𝐶

∆𝑌
 

 
= 350 ÷ 500 
= 0, 7 
 
Question 17 
Assume share prices on the Johannesburg Securities Exchange drops dramatically and 
families find that their wealth has declined. Which of the following is consistent with this 
decline in family wealth? 

1) The marginal propensity to consume in South Africa will decrease. 
2) The marginal propensity to consume in South Africa will increase. 
3) Autonomous consumption in South Africa will increase. 
4) Autonomous consumption in South Africa will decrease. The correct option is 

[4] 
 
Explanation 
The background information provided for this question makes it clear that families’ 
wealth has declined. MPC depends on the level of income, not wealth, thus options [1] 
and [2] are irrelevant. Autonomous consumption is, amongst others, dependent on 
wealth. 
 
Question 18 
If the government increases government expenditure, but keeps the tax rate constant, 
consumption spending will __________, total tax revenues will __________, and 
investment spending will __________. 

1) stay the same; stay the same; stay the same 
2) increase; stay the same; stay the same 
3) increase; increase; stay the same The correct option is [3] 
4) increase; increase; increase 
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Explanation 
If government expenditure (G) increases, without increasing taxes, both national income 
Y and disposable income will increase (according to the Keynesian model). 
Consumption spending C will then increase, as the induced consumption component is 
dependent on the level of Y. Because of the higher Y, the same tax rate will render 
higher tax revenues, thus tax revenues will automatically increase. Investment spending 
is an autonomous variable, which does not change as a result of changes in Y. 
 
Question 19 
The marginal propensity to import 

1) increases as income increases. 
2) decreases as income increases. 
3) remains constant as income increases. The correct option is [3] 

 
Explanation 
In the Keynesian model, the marginal propensities of consumption and import reflect 
consistent tendencies, based on underlying factors, to consume more (less) or import 
more (less) as income rises (falls), and do not themselves change as income changes. 
This will be true especially in the short run. Realistically, one can expect these 
tendencies to change in the long run as the underlying factors change. 
 
Question 20 
Given the import function Z = 300 + 2/3Y, 

1) the marginal propensity to save is 1/3. 
2) the induced component is 300. 
3) imports are seen as autonomous. 
4) 2/3 is the proportion of any increase in income that is spent on imports. The 

correct option is [4] 
 
Explanation 
 
The import (Z) function provided is the one that caters for induced imports, thus option 
[3] is immediately wrong. It has nothing to do with the MPS (option [1]), and 300 is the 
autonomous – not induced (option [2]) - import component. In the import function 
provided, the induced import component, m = 2/3. 
 
Question 1 
Which of the following statements regarding the assumptions of AD-AS model are 
correct? 

a) Wages are given. 
b) Interest rates are variable and the money supply can change. 
c) The level of economic activity is determined by the interaction of aggregate 

supply and aggregate demand. 
 

1) All the statements are correct 
2) a and b 
3) b and c The correct option is [3] 
4) b 
5) c 

 
Explanation 
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The AD-AS model assumes that wages and interest rates are variable and the money 
supply can change. The level of economic activity is determined by the interaction of 
aggregate supply and aggregate demand. 
 
Question 2 
Graphically, the AD curve will shift to the left when 

1) inflation decreases. 
2) autonomous consumption increases. 
3) price level decreases. 
4) interest rate increases. The correct option is [4] 

 
Explanation 
Of the four alternatives only changes in the interest rate and autonomous spending lead 
to a shift of the AD curve. A decrease in inflation results in a movement along the curve. 
When autonomous consumption increases the aggregate demand curve shifts to the 
right. A decrease in the price level will result in a movement along the aggregate 
demand curve. An increase in interest rate will lead to a decline in consumption and 
investment expenditures and therefore a decrease in aggregate demand. This is shown 
by a leftward movement of the aggregate demand curve. 
 
Question 3 is based on the diagram below 
 

 
 
Question 3 
According to AD-AS model the movement from point E0 to E1 is as the result of 

1) the disruptions of agriculture by wildfires, heavy rains and droughts. 
2) the decrease in the interest rates. 
3) increase in price level. The correct option is [3] 
4) a decrease in the price of imported capital goods. 

 
Explanation 
 
The movement from E0 to E1 which is a reduction in aggregate supply can be caused by 
disruptions in agricultural production caused by wildfires, drought or heavy rains. A 
decrease in the interest rate causes a rightward shift of the aggregate demand curve. An 
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increase in the price level causes a movement along the curve and not a shift of the 
curve as shown in the diagram. Decreases in the price of imported capital goods cause 
the aggregate supply to increase. This will be shown instead by a downward shift of the 
aggregate supply curve. 
 
Question 4 
Which of the following statements are correct? 

a) Changes in the monetary sector are triggered by changes in the interest rates. 
b) Money supply is exogenous. 
c) The way in which changes in the monetary sector are transmitted in the economy 

is called monetary transmission mechanism. 
 

1) a and b 
2) all the statements are correct 
3) b 
4) a 
5) a and c The correct option is [5] 

 
Explanation 
Changes in the monetary sector begin with changes in the interest rate, which is 
determined by the central bank. Because money supply is determined by the interaction 
of the demand for money and the interest rate, money supply is endogenous. The 
transmission mechanism refers to the way in which changes in the monetary sector are 
transmitted to the rest of the economy. 
 
Question 5 
Which of the following statements regarding the monetary and fiscal policy lags are 
correct? 

1) The recognition lag is the same as the monetary and fiscal policy. 
2) The existence of lags makes it difficult to stabilise the economy by using 

monetary and / or fiscal policy. The correct option is [2] 
3) The implementation lag associated with monetary policy is very long. 

 
Question 6 
Which of the following regarding the definition and measurement of inflation are correct? 

a) Inflation does not refer to a once and for all increase in prices. 
b) The Producer Price Index is estimated and published yearly by Statistics South 

Africa. 
c) The difference between nominal GDP and the real GDP yields an index which is 

used to calculate the inflation rate for the economy as the whole. 
 

1) a 
2) a and b 
3) a and c The correct option is [3] 
4) b and c 
5) All the statements are correct. 

 
Explanation 
Inflation is defined as a continuous increase in prices and not to an once and for all 
increase in prices. The Producer Price Index is estimated and published monthly (not 
yearly) by Statistics South Africa. The difference between nominal GDP and the real 
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GDP yields an index which is used to calculate the inflation rate for the economy as the 
whole. 
 
Question 7 
Stagflation is best characterised by a(n) 

1) increase in output and the price level. 
2) decrease in output and the price level. 
3) increase in unemployment and an increase in the price level. The correct option 

is [3] 
4) economy which is growing at a rate equal to its historical average growth rate. 

 
Explanation 
Stagflation is defined as a high level of inflation accompanied by a high level of 
unemployment as a result of a decrease in production. 
 
Question 8 
Which of the following regarding the effects of inflation are correct? 

a) Inflation stimulates speculative practices that do not add to the country’s 
productive capacity. 

b) Inflation tends to benefit the Government. 
c) Inflation is often regarded as public enemy number one. 

 
1) a and b 
2) b and c 
3) a and c 
4) b 
5) All the statements are correct. The correct option is [5] 

 
Question 9 
Demand-pull inflation is inflation that results from 

1) an increase in the aggregate demand for goods and service. The correct option 
is [1] 

2) an increase in natural resource prices. 
3) a decrease in the aggregate demand for goods and services. 
4) a decrease in investment spending by firms. 

 
Explanation 
Demand-pull inflation occurs when the aggregate demand for goods and services 
increases while aggregate supply remains unchanged. 
 
Question 10 
Cost-push inflation can start with 

1) an increase in oil prices. The correct option is [1] 
2) an increase in government expenditure. 
3) a decrease in the quantity of money. 
4) an increased in export earnings. 

 
Explanation 
Cost-push inflation is triggered by increases in the cost of production. An increase in oil 
prices increases input costs and leads to cost-push inflation. 
 
Question 11 
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Which of the following statements regarding policies measures to reduce unemployment 
is correct? 

a) Additional employment opportunities can be created by raising the aggregate 
demand for goods and services and increasing capital intensive production. 

b) Consumption and investment must be dampened by lowering taxes or interest 
rates. 

c) The population growth rate must be lowered. 
 

1) a 
2) b 
3) c The correct option is [3] 
4) a and c 
5) All the statements are correct 

 
Explanation 
Unemployment can be addressed from either the supply side or the demand side of the 
economy. The demand side can be stimulated by any of the components of aggregate 
demand (C, I, G, X). A supply side option could be the used of labour intensive rather 
than capital intensive production processes. Decreasing the population growth rate 
could also be a long term supply side option. 
 
Question 12 
The phases of business cycle in order are 

1) contraction, expansion, recession and depression. 
2) contraction, trough, expansion and peak. The correct option is [2] 
3) contraction, recession, depression and expansion. 
4) expansion, trough, depression and peak. 

 
Explanation 
The phases of business cycle in order are contraction, trough, expansion and peak. 
 
Question 13 
Demand management policy measures tend to affect 

1) output and the level of employment in opposite directions. 
2) output and the price level in opposite directions. 
3) the level of employment and the price level in opposite directions. 
4) the price level and the level of unemployment in opposite directions. The correct 

option is [4] 
 
Explanation 
Fiscal and monetary policies are the instruments of demand management. Demand 
management policy measures tend to affect the price level and the level of 
unemployment in opposite directions. 
 
Question 14 
An increase in deficit spending by the government that is financed by domestic 
borrowing would most likely 

1) increase aggregate demand, but at the expense of lower investment spending. 
The correct option is [1] 

2) decrease aggregate demand, but stimulate investment spending. 
3) increase aggregate demand, and stimulate investment spending. 
4) decrease aggregate demand, as well as investment spending. 
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Explanation 
An increase in deficit spending by the government that is financed by domestic 
borrowing would most likely increase aggregate demand, but at the expense of lower 
investment spending. The borrowing requirements of government pushes up the interest 
rate leading to lower investment spending. 
 
Question 15 
A decrease in the rate of inflation 

1) causes the nominal interest rate to increase. 
2) causes the real interest rate to decrease. 
3) causes the real interest rate to increase. The correct option is [3] 
4) has no effect on either the real or nominal interest rate. 

 
Explanation 
The real interest rate is the difference between the nominal interest rate and the inflation 
rate. A decrease in the rate of inflation causes the real interest rate to increase. 
 
Question 16 
If the inflation rate was 10 percent last year and is now 6 percent for this year, it means 

1) prices are falling. 
2) prices are unchanged. 
3) prices are falling at a slower rate. 
4) prices are increasing at a slower rate. The correct option is [4] 

 
Explanation 
If the inflation rate was 10 percent last year and is now 6 percent for this year, it means 
prices are increasing at a slower rate, that is 6 percent instead of 10 per cent. 
 
Question 17 
Available data indicate that the level of real GDP will continue to decrease over the next 
few months. This suggests that the amount of ___________ unemployment will be 
_____________. 

1) structural; decreasing 
2) frictional; increasing 
3) cyclical; increasing The correct option is [3] 
4) seasonal; increasing 

 
Explanation 
Cyclical unemployment occurs when there is a slump in the economy as the result of a 
lack of demand. 
 
Question 18 
According to Say's law _______ unemployment does not exist. 

1) Structural 
2) Cyclical The correct option is [2] 
3) Seasonal 
4) Frictional 

 
Explanation 
According to Say's law there can never be insufficient demand for goods and services in 
the economy. Cyclical unemployment can therefore not exist. 
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Question 19 
A nation’s standard of living will certainly increase when 

1) real GDP rises faster than population growth rate. The correct option is [1] 
2) real GDP rises faster than the price level. 
3) real GDP rises. 
4) real GDP rises faster than the number of people employed. 

 
Explanation 
A positive change in real GDP is good, but it does not guarantee an increase in the 
standard of living of a nation. A nation’s standard of living will certainly increase when 
real GDP rises faster than population growth rate. 
 
Question 20 
The term nominal GDP implies that 

1) constant prices were used to calculate GDP. 
2) base year prices were used to calculate GDP. 
3) current prices were used to calculate GDP. The correct option is [3] 
4) domestic prices were used to calculate GDP. 

 
Explanation 
Nominal GDP refers to GDP at current prices. Thus the term nominal GDP implies that 
current prices were used to calculate GDP. 
 
Question 1 
Which of the following statements are correct about the three major flows in the economy? 

a) The circular flow of production, income and spending is a continuous process. 
b) Production creates income. 
c) Spending generates income. 

 
1) All the statements are correct. 
2) a and b The correct alternative is [2] 
3) a and c 
4) c 
5) None of the above statements. 

 
Explanation 

a) This circular flow is a continuous process and everything happens at the same 
time; production occurs, income is earned and all or part of income is spent on 
goods and services resulting in firms producing more goods and services again. 

 
b) It is true that production creates income in the form of wages and salaries for 

labour, rent to land owners, interest to owners of capital and profits to 
entrepreneurs. Households are recipients of this income as they are owners of 
these factors of production. 
 

Question 2 
Which one of the following statements explains the difference between stocks and flows? 

1) Stocks have a time dimension and flows are measured at a point in time. 
2) There is no clear difference between stocks and flows. 
3) Flows have a time dimension and stocks are measured at a point in time. The correct 

alternative is [3] 
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Explanation 
The standard definition of a flow variable is that it is measured over a period of time 
whilst stock variables are measured at a particular point in time. Thus, a flow variable 
has a time dimension whilst a stock variable is only measured at a point in time. 
 
Question 3 
Which of the following statements are correct? 

a) Investment is the act of purchasing capital goods. 
b) Households are engaged primarily in production. 
c) The factor market is where capital goods and labour are bought and sold. 

 
1) a 
2) a and c The correct alternative is [2] 
3) b 
4) b and c 
5) c 

 
Explanation 

 Indeed investment is the act of purchasing capital goods like buying more 
machines, building a bigger factory, etc. Remember, investment is not savings. 
Savings is the act of not consuming or income not spent on consumption. 

 A factor market is where all factors of production, including labour and capital 
goods, are traded. 

 
Question 4 
In a circular flow of income and spending 

a) the firms' spending represents the expenditure of the households. 
b) the flow of income is in the same direction as the flow of spending. 
c) the firms supply goods in the factor market and households buy these goods in the goods market. 

 
1) None of the above statements 
2) a 
3) b The correct alternative is [3] 
4) c 
5) All the statements are correct. 

 
Question 5 
Given the government in the circular flow of income and spending, which of the following is a withdrawal? 

a) Income taxes. 
b) Government expenditure. 
c) Transfer payments. 

 
1) a The correct alternative is [1] 
2) b 
3) c 
4) a and c 
5) a and b 

 
Explanation 
Income taxes are a withdrawal from the circular flow since they reduce disposable 
income of households. 
 
Question 6 
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The three important injections into the circular flow of income and spending are 

1) investment spending, government spending and imports. 
2) exports, taxes and savings. 
3) exports, investment and government spending. The correct alternative is [3] 
4) savings, imports and consumption. 

 
Explanation 
The three important injections into the circular flow are exports, investment and 
government expenditure. Remember savings and taxes reduce spending on the goods 
market and are leakages. Imports are also leakages as the spending takes place outside 
the country. 
 
Question 7 
Which of the following statements are correct? 

a) South Africa has an open economy as the volume of the country's imports exceed the volume of 

exports. 
b) Imports constitute a leakage while exports constitute a withdrawal from the circular flow of income and 

spending. 
c) Payment for exports constitutes an addition and payment for imports constitutes an injection into the 

circular flow of income and spending. 
 

1) a and b 
2) b and c 
3) a 
4) c 
5) None of the statements is correct. The correct alternative is [5] 

 
Explanation 

 An open economy is one that has strong links with the rest of the world. The 
South African economy is open in that many of the goods produced in the country 
are exported and many of the goods consumed are imported from other 
countries. However, the openness of a country does not depend on whether 
imports are greater than exports or exports are greater than imports, but on the 
interaction of the country with the rest of the world. 

 Imports are both a leakage and a withdrawal from the circular flow whilst exports 
are an injection. The words withdrawal and leakage can be used interchangeably. 

 The payment for imports constitutes a withdrawal, not an injection, from the 
circular flow of income and spending. 

 
Question 8 
Which of the following statements are correct? 

a) Financial institutions act as intermediaries between those who save and those who wish to invest. 

b) Financial sector is the funnel through which saving is channeled back into the circular flow in the form 

of investment. 

c) Investment is the most important form of saving in the circular flow of income and spending. 
 

1) All the statements are correct. 
2) a and b The correct alternative is [2] 
3) a and c 
4) b and c 
5) c 

 
Explanation 
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 Financial intermediaries act as a link between those who have excess funds –
surplus units or savers – and those who are in need of funds, the deficit units or 
investors. 

 The financial sector is also a funnel through which savings are channelled back 
into the circular flow in the form of investment spending. Banks mobilise funds 
from savers and advance them in form of loans to borrowers who are investors. 

 
Question 9 
Total spending in the economy consists of spending by 

a) firms and households. 
b) government and foreign sector. 
c) government and financial sector. 

 
1) All the statements are correct. 
2) a and b The correct alternative is [2] 
3) a and c 
4) b and c 
5) c 

 
Explanation 
Total spending in an economy consists of spending by households, firms, government 
and the foreign sector in the form of consumption (C), investment (I), government 
expenditure (G) and exports and imports (X-Z). 
 
Question 10 
Which one of the following is NOT a function of money? 

1) Money serves as a medium of exchange. 
2) Money serves as unit of account. 
3) Money serves as a store of value. 
4) Money serves as a stock and flow. The correct alternative is [4] 

 
Explanation 
The quantity of money in the country is a stock variable as it is measured at a point in 
time. 
 
Question 11 
The modern bank note’s value of exchange 

1) is equal to its intrinsic value. 
2) is undermined by its use as a store of value. 
3) is supported by gold that the SARB vaults. 
4) is based on confidence. The correct alternative is [4] 

 
Explanation 
The modern banknote bears no relationship to any commodity and its value is based 
solely on confidence in the government or monetary authorities. 
 
Question 12 
If product prices in South Africa were stated in terms of litres of milk (instead of rands and cents), then milk 

would be functioning primarily as 

1) a store of value. 
2) a unit of account. The correct alternative is [2] 
3) a medium of exchange. 
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Explanation 
The answer to this question is found in the words "If product prices were stated in terms 
of litres of milk". A unit of account is an agreed measure of stating the prices of goods 
and services. In this example, a litre of milk is an agreed measure. 
 
Question 13 
The South African Reserve Bank 

1) is responsible for the implementation of fiscal policy. 

2) is lender of last resort for those consumers who are unable to secure a loan from commercial banks. 

3) is co-responsible for tax collection. 

4) is responsible for the formulation of monetary policy. The correct alternative is [4] 
 
Explanation 
Monetary policy in South Africa is formulated and implemented by the SARB. Monetary 
policy decisions are made by the Monetary Policy Committee of the SARB. 
 
Question 14 
Which of the following statements are correct? 

a) Banks can create demand deposits by granting credit to their clients in the form of overdraft facilities. 

b) When a person deposits cash in a cheque account there is no immediate change in the quantity of 

money. 

c) When the cash reserve requirement increases, the credit multiplier increases. 
 

1) All the statements are correct. 
2) a and b The correct alternative is [2] 
3) a and c 
4) b and c 
5) c 

 
Explanation 

a) When a bank advances an overdraft facility to a client, the money may 
immediately be put in a deposit account or used by the client to buy goods and 
services, but even then, it will finally end up being deposited in the bank creating 
more demand deposits. For example, if James uses his overdraft facility to buy 
goods sold by Peter and if Peter put this money in his bank, a deposit account 
will be created. 

 
b) When cash that is deposited at a bank it will not immediately increase the total 

money supply in the economy. To illustrate this, assume Mpho deposits R500 
into her cheque account. C (cash in the hands of the public) decreases by R500, 
while D (balance in the cheque account) increases by R500. Thus, there is no 
change in the quantity of money. 

That is the change in 
M = - R 500 + R 500 
= R 0 
 
Question 15 
When the entire banking system makes use of excess reserves to grant new loans in the form of deposits, 

1) the credit multiplier decreases. 
2) the credit multiplier increases. The correct alternative is [3] 
3) the credit multiplier remains unchanged. 

 
Explanation 
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In a banking system, the simple credit multiplier is determined by the cash reserves that 
banks are required to keep with the reserve bank for each and every deposit made. 
 
Question 16 
Which of the following statements are correct? 

a) Transactions with foreign countries do not influence the domestic money supply. 
b) Government transactions can exert an influence on the money supply. 
c) When a country’s foreign reserves increase, its money supply generally decreases. 

  
1) All the statements are correct. 
2) a and b 
3) a and c 
4) b and c 
5) b The correct alternative is [5] 

 
Explanation 
When the government deposits its tax revenue with the Reserve Bank money supply 
falls since money is withdrawn from circulation. But when the government withdraws 
from its SARB account the funds are put back into circulation and money supply 
increases. 
 
Question 17 
The quantity of money demanded for precautionary purposes decreases if 

1) total output decreases. The correct alternative is [1] 
2) consumer incomes increase. 
3) the interest rate increases. 
4) the inflation rate increases. 

 
Explanation 
We know that production and income are two sides of the same coin. If production 
decreases, it implies a decrease in income and therefore a decrease in the demand for 
precautionary balances. 
 
Question 18 
Which of the following statements are correct? 

a) The demand for money is a function of income and the interest rate. 
b) In general terms the liquidity preference may be expressed as L = f (Y, i). 
c) The supply of money is determined by demand for money and the interest rate. 

 
1) All the statements are correct. The correct alternative is [1] 
2) a 
3) b and c 
4) a and c 
5) None of the statements is correct. 

 
Explanation 

a) Money demanded for transactions and precautionary purposes are influenced by 
national income, whilst money demanded for speculative purposes is affected by 
levels of interest rates. Thus, total demand for money is therefore affected by 
both income and interest rates. 

b) Liquidity preference, or the demand for money, is a function of national income 
and the level of interest rates; it can be expressed as follows: L = f(Y,i) 
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c) If we assume, like in this module, that the supply of money is demand determined 
it means the supply of money is determined by the demand for money and 
interest rates. 

 
Question 19 
The purchase and sale of financial assets to and from the banks by the South African Reserve Bank is known as 

the 

1) accommodation policy. 
2) credit control policy. 
3) public debt management policy. 
4) open market policy. The correct alternative is [4] 

 
Explanation 
Open market policy or operations (OMO) involve the purchasing and selling of 
government securities by the central bank so as to regulate market liquidity. 
 
Question 20 
The South African Reserve Bank feels that the South African economy is overheated. To correct the problem 

the SARB could 

1) sell bonds on the open market. The correct alternative is [1] 
2) increase tax rates. 
3) decrease government spending. 
4) lower the reserve requirement. 

 
Explanation 
If the economy is overheating, that means there is too much money chasing too few 
goods; to control that, the Reserve Bank should sell bonds to the open market. By so 
doing, the cash reserves of banks decreases and reduces the availability of money. 
 
Question 1 
Which of the following statements are correct? 

a) The difference between government spending and borrowing is called the budget deficit. 

b) If government finances part of its spending from borrowing from the central bank, this is called 

inflationary financing. 

c) Expansionary fiscal policy implies that taxes must increase and government spending must be limited. 

 

1) All statements are correct. 

2) a and b 

3) b and c 

4) a 

5) b The correct alternative is [5]. 
 

Explanation 

If the government withdraws funds from its account with the central bank (e.g. by issuing a 

government cheque), the funds are put back into circulation and the money supply increases. 

 

Question 2 
Which one of the following statements regarding taxes is correct? 

1) Taxes which distort relative prices are not neutral. The correct alternative is [1]. 
2) The aim of taxes is to change the behaviour of people. 
3) Equity in the tax system ensures simplicity and neutrality. 
4) In a good tax system compliance costs are equal to administration costs. 

 

Explanation 
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Taxation should have the minimum possible effect on relative prices, which are the signals on 

which the various market participants base their decisions. Taxes should therefore be as neutral as 

possible. 

 

Question 3 
A tax is 

1) regressive when everybody pays the same amount of tax. The correct alternative is [1]. 
2) regressive when all taxpayers pay the same rate. 
3) proportional when everybody pays the same amount of tax. 
4) proportional when it is levied on goods and services at the same standard rate. 

 

Explanation 

It is important to remember that the distinction between the different tax systems is based on the 

ratio (or percentage) of tax paid to taxable income. It is not based on the (absolute) amount or the 

total amount paid in taxes. A tax is regressive if the ratio between tax paid and taxable income 

decreases, as taxable income increases. A good example is Value Added Tax (VAT), which is 

levied at a standard rate of 14% - in other words, it takes the same amount of tax from all 

taxpayers, regardless of income. This means that the tax will place a heavier financial burden on a 

low-income earner, relative to a high-income earner, when they both buy the same product. 

 

Question 4 
Which of the following statements are correct? 

a) The statutory or legal incidence of a tax determines who ultimately bears the burden of the tax. 

b) The degree to which the burden of a tax can be shifted depends on the price elasticities of demand and 

supply of the good or service in question. 

c) The government prefers levying excise taxes on the consumption of goods with a high elasticity of 

demand. 
 

1) None of the statements is correct. 
2) a and b 
3) a 
4) b The correct alternative is [4]. 
5) c 

 

Explanation 

Companies will always try to shift the burden of the tax (away from their shareholders and 

employees) to their consumers by increasing the prices of the goods and services they produce. 

The extent to which they can do this, however, is limited by the structure of the relevant market 

and the features of the demand and supply (including price elasticities) of the goods concerned. 

 

Question 5 
Which one of the following statements on nationalisation and privatization is correct? 

1) Nationalisation is the transfer of ownership from public sector to the private sector. 

2) Privatisation is the transfer of ownership from private enterprise to government. 

3) One of the arguments in favour of privatisation is that the privatised firm may attract foreign direct 

investment. The correct alternative is [3]. 

4) Commercialization is the same as privatisation. 
 

Explanation 

Privatisation refers to the transfer of ownership of assets from the public to the private sector (ie 

the sale of state-owned assets to the private sector). The privatised firm may attract foreign direct 

investment (FDI), which will also augment the country’s foreign- exchange reserves. FDI 

includes all transactions where the purpose of the foreign investor is to gain control of, or to have 

a meaningful say in, the management of the enterprise in which the investment is made. 
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Question 6 
Country A can produce 20 units of maize or 10 units of bananas. Country B can produce 30 units of maize or 20 

units of bananas. Assuming constant opportunity costs, which of the following statements are correct? 

a) Country B has an absolute advantage in the production of maize. 
b) Country B has an absolute advantage in the production of bananas. 
c) Country A has a relative advantage in the production of bananas. 

 

1) All the statements are correct. 
2) a and b The correct alternative is [2]. 
3) a and c 
4) b and c 
5) c 

 

Explanation 

 

 Maize Bananas 

Country A 20 10 

Country B 30 20 

 

a) Country B can produce more units of maize than Country A. (ie 30 (B) vs 20 (A)). 

b) Country B can produce more units of bananas than Country A. (ie 20 (B) vs 10 (A)). 

 

Question 7 
One of the purposes for the introduction of an import tariff is to 

1) expose local production to international competition. 
2) reduce local production and increase imports. 
3) restrict the importation of harmful products. 

4) serve as a source of income for the government. The correct alternative is [4]. 
 

Explanation 

Import tariffs are duties or taxes imposed on products imported into a country. They are used to 

protect domestic firms against competition from imports (protective tariff), or to raise 

government revenue (revenue tariffs). Revenue tariffs are usually imposed on items that are not 

produced in the domestic economy. 

 

Question 8 
A country’s balance of payments 

1) records all the economic activities which take place within the boundaries of the country. 
2) will show a deficit on the current account if the value of exports exceeds the value of imports. 
3) can afford a deficit on the current account if there is a positive balance on the financial account. The 

correct alternative is [3]. 
4) records all the transactions in the rest of world. 

 

Explanation 

A county’s balance of payments records all transactions relating to the flow of goods, services 

and funds across national boundaries. If a country can obtain the necessary finance in the form of 

a sustained surplus on the financial account of the balance of payments, it can afford to keep 

running a deficit on the current account. 

 

Question 9 
An increase in the supply of dollars in the South African foreign exchange market can be caused by 

1) more South African firms purchasing capital goods from the United States. 
2) an increase in the gold price. The correct alternative is [2]. 
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3) a decrease in economic activity in the United States. 
4) more South African tourists visiting the United States 

 

Explanation 

The gold price is quoted in dollar terms. Thus, if the price of gold increases, more dollars will be 

supplied on the South African foreign exchange market. 

 

Question 10 
Which one of the following is most likely to increase the demand for US dollar on the South African foreign 

exchange market? 

1) A fall in the interest rates in the United States. 
2) An expected decline of the value of the rand relative to the dollar. The correct alternative is [2]. 

3) A recession in South Africa. 
4) A decrease in international tourism. 

 

Explanation 

An expected depreciation of the rand relative to the dollar is likely to increase the demand for the 

US dollar on the South African foreign exchange market. Everyone who wishes to purchase 

dollars in the near future (eg importers, tourists or even currency speculators) will immediately 

purchase as many dollars as needed, before the price of dollars increases. 

 

Question 11 
If the exchange rate changes from R9-60= $1-00 to R8-50 = $1-00 then 

1) the rand has depreciated against the dollar. 
2) the rand has weakened against the dollar. 

3) the rand has appreciated against the dollar. The correct alternative is [3]. 
 

Explanation 

If the exchange rate changes from R9.60=$1.00 to R8.50=$1.00, the rand has appreciated against 

the dollar. This implies that you need fewer rands to buy one dollar. (This is also referred to as 

the rand strengthening relative to the dollar). 

 

Question 12 
A depreciation of the rand against the US dollar will lead to a decrease in 

1) the price of imported goods in South Africa. 

2) the price of South African products sold in the USA. The correct alternative is [2]. 
3) the price of petrol in South Africa. 
4) the number of tourist from the USA visiting South Africa. 

 

Explanation 

A depreciation (weakening) of the rand against the US dollar will lead to a decrease in the price 

of South African products sold in the USA. Because of the weakening of the rand against the 

dollar (or the strengthening of the dollar against the rand), a person in the USA (or a person who 

holds dollars) now has to use fewer dollar to buy an item produced in South Africa. 

 

Question 13 
Which of the following are macroeconomic objectives? 

a) Unemployment, economic growth and inflation. 
b) External stability, full employment and economic growth. 
c) Equitable distribution of income and price stability. 

 

1) All the statements are correct. 
2) a and b 
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3) b and c The correct alternative is [3]. 
4) a and c 
5) None of the above statements. 

 

Explanation 

 Balance of payments stability (or external stability) refers to the balance that needs to 

exist between exports and imports and that exchange rates should be fairly stable. Full 

employment means that ideally all the country’s factors of production, particularly labour, 

should be employed. Economic growth means that the total production of goods and 

services in an economy will increase from one period to another. This will help to support 

living standards and job creation. 

 Equitable distribution of income is a macroeconomic objective, as it can have important 

effects on the structure and development of the economy. Price stability refers to the 

objective of keeping inflation as low as possible. However, it does not mean that all 

prices should always stay constant. 

 

Question 14 
The three ways of calculating GDP are 

1) production, prices and income methods. 
2) income, product and services methods. 
3) expenditure, spending and production methods. 
4) income, expenditure and production methods. The correct alternative is [4]. 

 

Explanation 

The three methods of calculating the GDP are as follows: the production method (value added), 

the expenditure method (final goods and services) and the income method (incomes of the factors 

of production). The three methods measure the same thing, albeit at different points in the circular 

flow. Production generates income (for the various factors of production), and part or all of this 

income is then spent to buy the available goods and services. All these things happen at the same 

time. 

 

Question 15 
Which one of the following is correct about the measurement of GDP? 

1) If subsidies on production are lower than taxes on production, then GDP at factor costs will be higher 

than GDP at basic prices. 

2) If subsidies on products are higher than taxes on products, then GDP at basic prices will be lower than 

GDP at market prices. 

3) If taxes on products are lower than subsidies on products, then GDP at market prices will be lower than 

GDP at basic prices. The correct alternative is [3]. 

4) If taxes on products are higher than subsidies on products, then GDP at basic prices is lower than GDP 

at factor costs. 

 

Explanation 

The following identity applies: 

GDP at market prices – taxes on products + subsidies on products = GDP at basic prices 

 

Let us assume the following: GDP at market prices = R100, taxes on products = R10 and 

subsidies on products = R20. Then using the above identity we can calculate the GDP at basic 

prices as follows: 

 

GDP at market prices – taxes on products + subsidies on products = GDP at basic prices: 

R100 – R10 + R20 = R110. 
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Thus, if taxes on products are lower than subsidies on products, the GDP at market prices will be 

lower than the GDP at basic prices. 

 
Given the table below, answer questions 16 and 17 

 

Year GDP at current prices 

(R millions) 
GDP at constant (2003) prices (R 

millions) 
2001 300 310 
2002 340 350 
2003 410 410 
2004 470 430 

 

Question 16 
Why is GDP at current prices and constant prices the same for the year 2003? 

a) 2003 is the base year. 
b) Prices increase by the same margin as the decrease in production. 
c) There was no inflation in year 2003. 

 

1) a The correct alternative is [1]. 
2) a and b 
3) c 
4) b 
5) a and c 

 

Explanation 

As indicated in the table, the current GDP time series is converted to constant (inflation-adjusted) 

prices, using 2003 as the base year. As all the constant prices are expressed in terms of 2003 

prices, the value of 2003’s current and constant prices will be the same. 

 

Question 17 
The increase in real GDP between 2001 and 2004 is 

1) 0,39% 
2) 5,67% 
3) 39% The correct alternative is [3]. 
4) 56,7% 

 

Explanation 

Increase in the real GDP between 2001 and 2004 (for the real GDP, we have to use the "GDP at 

constant (2003) prices" time series): 

 

(
𝐺𝐷𝑃2002−𝐺𝐷𝑃2001

𝐺𝐷𝑃2001
) x 

100

1
 = (

430−310

310
) x 

100

1
 = 

120

310
 𝑥 

100

1
 = 38, 7% ≈ 39% 

 

 
Question 18 is based on the table below which shows the GDP at current prices of country A for the years 1 and 

2. 

 

Year GDP at current prices 

1 100 

2 110 

 

 

Question 18 
Which of the following statements are correct? 



148 
 

a) The increase in GDP from year 1 to year 2 can be the result of an increase in the general price level. 

b) The increase in GDP from year 1 to year 2 can be the result of an increase in production. 

c) From the given information it is impossible to tell whether the 10% increase in GDP from year 1 to 

year 2 represents economic growth. 
 

1) All the statements are correct. The correct alternative is [1]. 
2) a and b 
3) b and c 
4) a and c 
5) a 

 

Explanation 

a) Given the GDP at current prices (also referred to as nominal terms), the increase in GDP 

from year 1 to year 2 can be due to an increase in the general price level (inflation) during 

the period. 

b) Given the GDP at current prices (also referred to as nominal terms), the increase in GDP 

from year 1 to year 2 can also be due to an increase in production during the period. 

c) When speaking about economic growth, we are interested in what happened to actual 

production in the economy. Inflation can create the perception that the economy is 

growing (when using current data), when in reality the GDP grew only because of a 

general rise in price, and not because of higher levels of production in the economy. Since 

we are not given any information on inflation in the above example, it is impossible to tell 

if the 10% rise in the GDP from year 1 to year 2 represents actual economic growth. 

 
Question 2.19 is based on the table below which shows the GDP at constant prices of country B for the years 1 

and 2. 

 

Year GDP at constant prices 

1 100 

2 105 

 

Question 19 
Which of the following statements are correct? 

a) The increase in the GDP from year 1 to year 2 can be the result of an increase in the general price level. 

b) The increase in the GDP from year 1 to year 2 can be the result of an increase in production. 

c) It is impossible to tell whether the increase in the GDP at constant prices from year 1 to year 2 

represents economic growth. 
 

1) b The correct alternative is [1]. 
2) b and c 
3) a and c 
4) a 
5) None of the statements is correct. 

 

Explanation 

Because the GDP data are given in constant terms, it means that the data have been adjusted for 

inflation. Thus the increase in the GDP was due to an increase in production of goods and 

services. 

 

Question 20 
Which of the following are measurements of income inequality? 

a) Lorenz curve and Gini coefficient 
b) Income ratio 
c) Quantile ratio 
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1) a and b 
2) a and c The correct alternative is [2]. 
3) b and c 
4) a 
5) All the statements are correct. 

 

Explanation 

 The Lorenz curve is a simple graphic device that illustrates the degree of inequality in the 

distribution of any variable, including the variable of income inequality. The Gini 

coefficient is another measure of inequality and is obtained by dividing the area of 

inequality shown by the Lorenz curve by the rightangled triangle formed by the axes and 

the diagonal (the line of inequality) line. 

 

 The quantile ratio is a way of expressing the equality (or inequality) of the distribution of 

income. It is the ratio between the percentage of income received by the highest (or x) per 

cent of the population and the percentage of income received by the lowest (or y) per cent 

of the population. For example, we can compare the income received by the top 20 per 

cent of income earners in South Africa with that received by the lowest 20 percent of 

income earners. The higher the ratio, the greater the degree of inequality. 

 

Question 1 
Which of the following statements is correct? 

a) Induced consumption refers to the fixed part of consumption spending which does not change as the 

level of income changes. 

b) The slope of the consumption function is always greater than that of the aggregate spending curve. 

c) If the marginal propensity to save increases, the equilibrium level of income will increase. 
 

1) All the statements are correct. 
2) a and b 
3) b and c 
4) a and c 
5) None of the statements is correct. The correct alternative is (5). 

 

Explanation 

 There are two components of consumption spending (C): autonomous consumption and 

induced consumption. Autonomous consumption takes place even in the absence of any 

income and depends on a variety of factors other than income; induced consumption is 

spending due to increases in income. Induced consumption refers to the variable part of 

consumption spending, which changes as the level of income changes. 

 

 In the simple Keynesian model with households and firms, the slope of the aggregate 

spending curve is determined by the marginal propensity to consume, and is therefore 

always equal to the slope of the consumption function. However, with the introduction of 

the government and the foreign sectors, the slope of the aggregate spending curve is also 

determined by the tax rate and the marginal propensity to import. 

 

 If the marginal propensity to save increases, it means that the level of savings will 

increase. Saving is a leakage from the circular flow of income and spending, and the level 

of income will therefore decrease. 

 

Question 2 
An increase in autonomous consumption will result in 
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1) a movement from left to right along the consumption function. 
2) a movement from right to left along the consumption function. 

3) an upward shift of the consumption function. The correct alternative is (3). 
4) a downward shift of the consumption function. 

 

Explanation 

 

 
 

An increase in autonomous consumption shifts the consumption function upwards. 

 

Question 3 
If the marginal propensity to consume increases 

1) there will be a movement from left to right along the consumption function. 
2) the consumption function will shift parallel upwards. 
3) the consumption function will shift parallel downwards. 

4) the slope of the consumption function will be steeper. The correct alternative is (4). 
 

Explanation 

 



151 
 

The slope of the C curve is determined by the marginal propensity to consume. If the marginal 

propensity to consume increases, the slope of the consumption function will also increase. 

 

Question 4 
The sum of the marginal propensity to consume and the marginal propensity to save equals 

1) disposable income. 
2) zero. 
3) a value greater than one. 
4) one. The correct alternative is (4). 

 

Explanation 

Disposable income of households = income earned minus tax. Households may then decide 

which portion of the disposable income they wish to save, and which portion they wish to 

consume. The idea is that the marginal propensity to consume (MPC) and the marginal propensity 

to save (MPS) should equal one. 

 

Question 5 
Which of the following statements about investment spending is correct? 

a) A higher real interest rate results in less investment spending. 

b) When the economy moves into a recession, many firms will postpone buying investment goods even if 

the demand for their own product is strong. 

c) The optimism or pessimism of business firms is an important determinant of investment spending. 
 

1) a 
2) a and b 
3) a and c 
4) b and c 

5) All the statements are correct The correct alternative is (5). 
 

Explanation 

The higher the interest rate, the more expensive it becomes for firms and households to borrow. 

Because households and firms are interested in the cost of borrowing after taking into account the 

effects of inflation, investment spending will depend on the real interest rate. Therefore, if the 

other factors affecting investment spending are kept constant, there is an inverse relationship 

between the real interest rate and investment spending. Also, it is true that if the economy moves 

into a recession, many firms will postpone buying investment goods even if the demand for their 

own product is strong. 

 

Question 6 
When aggregate spending is greater than income, 

1) the total amount of production in the economy is the same as the total amount of spending. 
2) inventories will rise. 
3) the total amount of production in the economy is greater than the total amount of spending. 
4) unplanned inventory adjustment will remain the same. 
5) inventories will fall. The correct alternative is (5), 

 

Explanation 

If aggregate spending is greater than income, the total amount of spending in the economy is 

greater than the total amount of production. The only way firms can sell more goods than they 

produce is to fill the excess orders from their inventories. That causes an unplanned decrease in 

inventories. 

 

Question 7 
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At points above the 45° line, 

1) aggregate spending is less than GDP. 
2) aggregate spending is greater than GDP. The correct alternative is (2). 
3) aggregate spending is equal to GDP. 
4) aggregate expenditure is in equilibrium. 
5) None of the above alternatives is correct. 

 

Explanation 

At points above the 45° line, aggregate spending is greater than the GDP. At points below the 

line, aggregate spending is less than the GDP. 

 

Question 8 
The multiplier is 

1) the exponential increase in aggregate spending caused by a decrease in interest rates. 
2) the amount by which spending will multiply when real GDP increases. 
3) the product of the increase in equilibrium real GDP and an increase in induced spending. 

4) the ratio of the increase in equilibrium real GDP to the increase in autonomous spending. The 

correct alternative is (4). 
5) the ratio of the increase in equilibrium real GDP to the decrease in autonomous expenditures. 

 

Explanation 

The ratio of the increase in equilibrium real GDP to the increase in autonomous spending is 

called the multiplier. The process by which an increase in autonomous spending leads to an 

increase in real GDP is called the multiplier effect. The multiplier effect happens because an 

initial increase in autonomous spending will set off a series of increases in income, spending and 

real GDP. 

 
Question 9 is based on the following equation which refers to a closed economy with no government. 

 

C = 100 + 0,75Y 

 

Question 9 

Which of the following statements is correct? 

a) When income is zero, private savings are 100. 
b) The slope of the savings function is 0,75. 
c) The savings function is given by S = 100 + 0,25Y 

 

1) None of the statements is correct. The correct alternative is (1), 
2) a and b 
3) b and c 
4) a and c 
5) All the statements are correct. 

 
Questions 10 and 11 are based on the following equations which refer to a model of a closed economy without a 

government sector. 

 

A = C + Ī 
C = 600 + 3/4Y 

Ī = 200 

 

Question 10 

Which of the following statements is correct? 

a) When income is zero, private consumption spending is 800. 

b) The slope of the C-curve is 3/4. 

c) The slope of the A-curve is 3/4. 
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1) All the statements are correct. 

2) a and b 

3) a and c 

4) b and c The correct alternative is (4). 
5) C 

 

Explanation 

It means that investment is not influenced by a change in income. The slope of the A curve is 

equal to the marginal propensity to consume and as c = 3/4, the slope is also 3/4. 

 

Question 11 
Which of the following statements is correct? 

a) The value of the multiplier is ¼. 

b) The equilibrium income level is 3 200. 

c) If investment increases, the equilibrium level of income will increase. 

 

1) All the statements are correct 

2) a and b 

3) a and c 

4) b and c The correct alternative is (4). 
5) C 

 

Explanation 

 

α = 
1

1−𝑐
 

 

= 
1

1−
3

4

 

 

= 
1
1

4

 

 

= 4 

 

Yo = α x Ā 

 

= 4 (C + Ī ) 

= 4(600 + 200) 

= 4(800) 

= 3 200 

 

If investment increases, the equilibrium level of income will increase with: 

 

∆Y = 
1

1−𝐶
 (∆Ī) 

 

Question 12 
In the Keynesian model of a closed economy with a government sector, an increase in national income will lead 

to an increase in 

1) consumption only. 
2) saving and investment. 
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3) consumption and investment. 
4) consumption and saving. 

5) consumption, saving, and taxes. The correct alternative is (5). 
 

Explanation 

Households either spend their income, save it, or use it to pay taxes. For the economy as a whole, 

we can write: National income = Consumption + Saving + Taxes. 

 

If national income increases, there must be some combination of an increase in consumption, an 

increase in saving, or an increase in taxes. Therefore, Change in national income = Change in 

consumption + Change in saving + Change in taxes. 

 

Question 13 
Which of the following has a major impact on the level of net exports (X – Z)? 

a) The growth rate of GDP in South Africa relative to the growth rates of GDP in other countries. 

b) The price level in South Africa relative to the price levels in other countries. 

c) The exchange rate between the Rand and other currencies. 
 

1) c 
2) a and b 
3) a and c 
4) b and c 
5) All of the above alternatives are correct. The correct alternative is (5). 

 

Explanation 

The three most important variables that determine the level of net exports are as follows: the price 

level in South Africa relative to the price levels in other countries, the growth rate of the GDP in 

South Africa relative to the growth rates of the GDP in other countries, and the exchange rate 

between the rand and other currencies. 

 

Question 14 
Given C = 1000 + 0,75Yd, Ī = 500, G = 600, X = 200 and Z = 500 + mY. 

 

What is the value of autonomous spending? 

 

1) 800 
2) 1 300 

3) 1 800 The correct alternative is (3). 
4) 2 400 
5) 7 200 

 

Explanation 

Autonomous spending consists of those spending components that will not change with respect to 

income. 

Given C = 1000 + 0,75Y, I = 500, G = 600, (X – Z) = -300 

 

Autonomous spending = 1000 + 500 + 600 +-300 

= 1800 

 

Question 15 
Assume that the full-employment income level is higher than the equilibrium income level. Full employment 

can be reached if 

a) exports increase. 
b) imports decrease. 
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c) the tax rate decreases. 
 

1) All the statements are correct The correct alternative is (1). 
2) a and c 
3) a 
4) b 
5) c 

 

Explanation 

Both an increase in exports and a decrease in imports constitute an injection into the circular flow 

of income and spending in a country. 

Both will increase autonomous spending and will, through the multiplier, increase the equilibrium 

level of income until full employment is reached. 

The decrease in the tax rate is an injection that will increase the size of the multiplier. 

 

Question 16 
Given that country A relies more heavily on imports than country B, while other macroeconomic conditions are 

the same. If there is a positive relationship between domestic economic activity and imports, then the multiplier 

of country A will be 

1) larger than country B’s. 

2) smaller than country B’s. The correct alternative is (2). 
3) as large as country B’s. 
4) uncertain. 
5) None of the above alternatives is correct. 

 

Explanation 

The multiplier with induced import will be: 

 

α = 
1

1−𝑐 (1−𝑡)+𝑚
 

 

If the marginal propensity to import (m) is larger, the multiplier will be smaller. 

 
Questions 17 to 20 are based on the following information about an open economy with a government sector: 

 

Autonomous consumption R 100 million 
Investment spending R 300 million 
Government spending R 200 million 
Exports R 150 million 
Autonomous imports R 100 million 
Marginal propensity to consume 2/3 
Tax rate 1/10 
Marginal propensity to import 1/10 
Yf - Full employment R 2 150 million 

 

Question 17 
The multiplier is equal to 

1) 2 The correct alternative is (1). 

2) 2½ 

3) 3 

4) 3⅓ 

 

Explanation 
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α = 
1

1−𝑐 (1−𝑡)+𝑚
 

 

= 
1

1−
2

3
(1− 

1

10
)+ 

1

10

 

 

= 
1

1−
2

3
(

9

10
)+ 

1

10

 

 

= 
1

1− 
3

5
+ 

1

10

 

 

= 
1
5

10

 

 

= 
10

5
 

 

= 2 

 

Question 18 
The equilibrium level of income is 

1) R1 300 million. The correct alternative is (1). 
2) R1 625 million. 
3) R1 950 million. 
4) R2 145 million. 

 

Explanation 

Total autonomous spending Ā = C + I + G + (X _ Z) 

= 100 + 300 + 200 + (150 - 100) million 

= R650m 

 

Yo = α x Ā 

 

= 2 x R650m 

=R1300m 

 

Question 19 
The budget deficit at the equilibrium level of income is 

1) R50 million. 
2) R70 million. The correct alternative is (2). 

3) R130 million. 
4) R170 million. 

 

Explanation 
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Government spending: R200m 

Tax revenue at the equilibrium level of income: tY 

 

= 
1

10
𝑅1300𝑚 

 

= R130m 

 

Tax revenue minus government spending: R130m – R200m = - R70m 

Hence the government is running a budget deficit of R70 million. 

 

Question 20 
The full employment income level can be reached by 

1) increasing government spending by R200 million.  
2) increasing exports by R175 million. 
3) increasing imports by R175 million. 
4) increasing investment spending by R425 million. The correct alternative is (4). 
5) increasing government spending by R525 million. 

 

Explanation 

The equilibrium level of income (Y0) is below the full-employment level of income (Yf ). 

Autonomous spending must increase by 

Yf = R2 150m (given) 

Y0 = R1 300m (calculated in 18) 

α = 2 (calculated in 17) 

 

∆Ā = 
∆𝑌

𝛼
 

 

= 
2150−1300

2
 

 

=
850

2
 

 

= R425m 

 

Only increasing investment spending by R425m will have the desired effect. 
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Questions 2 and 3 are based on the figure below which represents the AS curve. 

 

 
 

 

Question 2 
Between the points A and B it is called the 

1) Keynesian range. The correct alternative is [1]. 
2) Classical range. 
3) Positive range. 

 

Explanation 

Between points A and B it is called the Keynesian range, between points B and C it is called the 

intermediate range, and between points C and D it is called the classical range. 

 

Question 3 
Which of the following statements are correct? 

a) Between the points A and B, an increase in the net exports will result in an increase in the price level 

and a decrease in output. 

b) Between the points B and C, a decrease in government spending will cause a decrease in both the price 

level and real output. 

c) Between the points C and D, a decrease in interest rates will cause a decrease in the price level and an 

increase in output. 
 

1) a and b 
2) a 
3) b The correct alternative is [3]. 
4) c 
5) b and c 

 

Explanation 

A decrease in government spending will shift the AD curve to the left. Between points B and C 

this will cause a decrease in both the price level and real output.  

 

Question 4 
An increase in the government’s budget deficit is most likely to reduce 

1) the demand for imported goods and services. 

2) unemployment. The correct alternative is [2]. 
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3) interest rates. 
4) inflation. 

 

Explanation 

The budget deficit is the difference between government spending (G) and tax revenue (T), and 

can be expressed algebraically as G - T. An increase in the budget deficit implies either an 

increase in government spending, or a decrease in the tax rate. Anyone of these will increase 

aggregate demand, causing the AD curve to shift to the right. Assuming that the AS curve 

remains constant; this will cause the price level, as well as real output or total production, to 

increase. The higher total production, the higher employment, and thus the lower unemployment. 

(see the graph below). 

 

 
 

Question 5 
Suppose the SARB increase the interest rate while oil prices are rising. What would be the expected effect on 

the equilibrium level of real GDP and the price level? 

Price level   Real GDP 

1) Uncertain    decreases The correct alternative is [1]. 
2) Uncertain    uncertain 

3) Decreases    decreases 

4) Increases    increases 
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Explanation 

An increase in interest rates dampens consumption and investment spending and causes the AD 

curve to shift to the left. Rising oil prices constitute a supply shock, increasing production costs 

and shifting the AS curve to the left. 

 

From the graph below it can be seen that the equilibrium level of GDP will definitely decrease. 

However, it is hard to say whether the equilibrium price level will increase, decrease, or stay the 

same. In the example below the price level stays constant, but the equilibrium price level will 

depend on the extent of the shifts in the AD and AS curves. For example, if the AS curve had 

shifted further to the left, the equilibrium price level would have increased, while if it had shifted 

to the left by a smaller margin, the equilibrium price level would have decreased. 

 

Question 6 
An expansionary monetary policy will be less effective if 

a) the AS curve is very steep. 
b) the multiplier is very large. 
c) the investment demand is interest inelastic. 

 

1) a and b 
2) b and c 
3) a and c The correct alternative is [3]. 
4) c 
5) a, b and c 

 

Explanation 

An expansionary monetary policy involves lowering the interest rate in an attempt to stimulate 

household consumption, investment spending and government spending. This will increase 

aggregate demand and cause a rightward shift in the AD curve. 

 

If the AS curve is very steep a rightward shift in the AD curve will cause a large increase in the 

price level and a relatively small increase in real output. 

 

An interest-inelastic investment demand will imply a small, or even no, increase in investment 

following a lowering of the interest rate. 

 

Question 7 
If the actual inflation rate is less than the expected inflation rate, then 

1) borrowers are worse off and lenders are better off. The correct alternative is [1]. 
2) borrowers are better off and lenders are worse off. 
3) both borrowers and lenders are better off. 
4) both borrowers and lenders are worse off. 

 

Explanation 

The basic rule in this case is that inflation benefits debtors (or borrowers), at the expense of 

creditors (lenders). This is because the real value (or purchasing power) of money falls when 

prices increase. 

 
Use the diagram below which represents demand-pull inflation to answer question 8. 
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Question 8 
Which of the following statements are correct? 

a) At point E3, there is full employment and no inflation. 
b) At point E4, there is full employment and inflation. 
c) Demand-pull inflation is shown by the rightward shift of the AD curve. 

 

1) None of the above statements are correct. 
2) c The correct alternative is [2]. 
3) a and b 
4) b and c 
5) a and c 

 

Explanation 

Demand-pull inflation occurs when aggregate demand for goods and services increases, and is 

illustrated by a rightward shift of the AD curve. 

 

Question 9 
Which of the following statements are correct? 

a) Cost-push inflation is caused by factors which push up the cost of production. 
b) Increases in wages, salaries and productivity result in cost-push inflation. 
c) Increased cost of imported capital and intermediate goods lead to cost-push inflation. 

 

1) All the statements are correct. 
2) a 
3) b 
4) a and c The correct alternative is [4]. 
5) b and c 

 

Explanation 

Cost-push inflation is triggered by increases in the cost of production. Increases in production 

costs push up the price level. 

 

Imported capital and intermediate goods are important cost items in the South African economy. 

If these costs increase, it will result in an overall increase in production costs. 
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Question 10 
_____________ would result if new graduates enter the labour market seeking employment. 

1) Cyclical unemployment. 
2) Seasonal unemployment. 
3) Frictional unemployment. The correct alternative is [3]. 
4) Structural unemployment. 

 

Explanation 

Frictional unemployment arises, because it takes time to find a job (as in the case of new 

graduates entering the labour market), or to move from one job to another. Frictional 

unemployment is sometimes also called search unemployment. 

 

Question 11 
According to Say's law _______ unemployment does not exist. 

1) Structural 
2) Cyclical The correct alternative is [2]. 
3) Seasonal 
4) Frictional 

 

Explanation 

Cyclical unemployment occurs when a slump or recession in the economy – as a result of a 

temporary lack of demand – gives rise to unemployment. However, according to Say’s law, 

“supply creates its own demand”, and therefore there can never be a temporary lack of demand, 

and cyclical unemployment is impossible. 

 

Question 12 
Which of the following statements are correct? 

a) To reduce unemployment on the demand side, one can raise aggregate demand for goods and services. 

b) To reduce unemployment as long term strategy, population growth should be limited. 

c) To reduce unemployment, the business sector should reduce wages and salaries of employees. 
 

1) All the statements are correct. The correct alternative is [1]. 
2) a 
3) b 
4) a and b 
5) b and c 

 

Explanation 

 An increase in aggregate demand will shift the AD curve to the right, resulting in 

increased output and production, and thus increased employment and lower 

unemployment. 

 To reduce unemployment in the long run the supply of labour can be reduced by limiting 

population growth. 

 Lower wages and salaries will make labour relatively cheaper than capital. This could 

result in machinery being substituted for labour, and a reduction in unemployment. 
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Use the diagram below, which represents Phillips curves to answer question 13. 

 

 
 
Question 13 

A simultaneous increase in inflation and unemployment from points A to B results in 
1) hyperinflation. 
2) stagflation. The correct alternative is [2]. 
3) cyclical unemployment. 
4) seasonal unemployment. 

 

Explanation 

Stagflation is an economic situation in which economic stagnation (which increases 

unemployment) and inflation occur simultaneously. 

 

Question 14 
Which of the following statements are correct regarding unemployment in the Keynesian and the AD-AS 

models? 

a) In the production function, all the inputs are assumed to be fixed. 
b) The slope of the production function increases as the level of employment decreases. 
c) An increase in the real production always implies that unemployment rate will decline 

 

1) a 

2) b The correct alternative is [2]. 
3) b and c 
4) a and b 
5) None of the above statements is correct. 

 

Explanation 

The slope of the production function decreases as the level of employment increases, and vice 

versa. 

 

Question 15 
When measuring the GDP, ____________ should be considered? 

a) changes in population. 
b) changes in unemployment. 
c) changes in prices. 
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1) a 
2) c 

3) a and c The correct alternative is [3]. 
4) b and c 
5) All the statements are correct. 

 

Explanation 

GDP should always be measured in real terms. Nominal GDP needs to be adjusted to reflect 

changes in prices. Taking changes in the population into account gives one the real GDP per 

capita. 

 

Question 16 
If the base year prices are used during the measurement of GDP, then the ____________ is obtained. 

1) current GDP. 
2) GDP. 
3) real GDP. The correct alternative is [3]. 
4) nominal GDP. 

 

Explanation 

Real GDP is nominal GDP expressed in terms of the base-year price. 

 

Question 17 
________________ is NOT likely to cause a problem in the measurement of GDP. 

1) Pollution 
2) Smuggling 

3) Commercial farming The correct alternative is [3]. 
4) Adjustment of original data 

 

Explanation 

Commercial farming is a standard item on the national accounts. 

 

Question 18 
If nominal wages and prices rise at the same rate, say 6,5% per year, then real wages will 

1) decrease. 
2) increase. 
3) remain constant. The correct alternative is [3]. 
4) be the same as nominal wages. 

 

Explanation 

If nominal wages and prices rise at the same rate, real wages will remain constant. 

 

Question 19 
Suppose a computer manufacturer develops a new production method that allows them to make more computers 

with the same number of labourers. This is an example of 

1) capital deepening. The correct alternative is [1]. 
2) technological widening. 
3) capital widening. 
4) increased productivity 

 

Explanation 

Capital deepening occurs when the amount of capital per worker is increased. This will allow the 

same number of workers to produce more goods in the same time. 
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Question 20 
Which of the following factors will not influence economic growth from the demand side? 

1) Domestic demand 
2) Exports 
3) Investment 

4) Entrepreneurship The correct alternative is [4]. 
5) Import substitution 

 

Explanation 

The components of aggregate demand are domestic demand (which includes consumption, 

investment and government spending), export demand and import substitution (attempts to reduce 

imports). All of these factors will influence economic growth from the demand side. 

 

Entrepreneurship is not a component of aggregate demand, and will influence economic growth 

only from the supply side. 

 

Question 1 
The distinction between a flow and a stock is that a flow measures 

1) a quantity per unit of time, while a stock measures a quantity at a point in time. The correct 

alternative is (1) 
2) liquid products, while a stock measures solid products. 
3) an account on a weekly basis, while a stock measures it on a monthly basis. 
4) something that can move, while a stock measures those things that are immovable. 
5) a value in nominal terms, while a stock measures it in real terms. 

 

Explanation 

A stock has no time dimension and can only be measured at a specific moment. Example: the 

balance on the current account of the balance of payments. 

A flow has a time dimension and can only be measured over a period of time. Example: imports 

and exports. 

 

Question 2 
Which one of the following is not a flow variable? 

1) Liabilitities. The correct alternative is (1) 
2) Profit. 
3) Income. 
4) Investment. 
5) Savings. 

 

Explanation 

Liabilities are a stock; they are measured at a specific moment. 

 

Question 3 
The three major flows in an economy are 

1) total production, total profit and total spending. 
2) total wages, total investment and total income. 
3) total interest, total wages and total rent. 
4) total production, total income and total spending. The correct alternative is (4) 
5) total production, total spending and total savings.  

 

Explanation 

The three major flows in the economy are total production, total income and total spending. 
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Question 4 
Which of the following statements are correct? 

a) Consumers are rational, in other words they will always try to maximise their satisfaction given the 

means at their disposal. 

b) Households are the owners of the factors of production which they sell to the firms on the factor 

markets. 

c) The spending by households represents an income for the firms. 
 

1) All the statements are correct. The correct alternative is (1) 

2) a and b 

3) a and c 

4) b and c 

5) a 

 

Explanation 

 Consumers are rational beings who always try to maximise their satisfaction given the 

means at their disposal. 

 Households are the owners of the factors of production which they sell to the firms on the 

factor markets. 

 Households spend on the market for goods and services, and their spending becomes the 

income of the firms. 
 

Question 5 

Which of the following statements are correct? 

a) The major flows associated with the government are government spending, taxes and transfer 

payments. 

b) The government is a seller of labour on the factor market. 

c) Government spending and taxes are leakages from the circular flow of income. 
 

1) All the statements are correct. 
2) a and b 

3) a The correct alternative is (3) 
4) a and c 
5) None of the statements is correct. 

 

Explanation 

The major flows associated with government are spending, taxes and transfer payments. 

 

Question 6 
Which of the following statements are correct? 

a) An open economy is an economy in which there is no government intervention. 

b) The foreign sector is linked to the domestic flow of income and spending through imports and exports. 

c) Exports are a leakage from the circular flow of income and spending while imports are an injection into 

this flow. 
 

1) a and c 
2) b and c 

3) b The correct alternative is (3) 
4) c 
5) None of the statements is correct. 

 

Explanation 

The foreign sector is linked to the domestic flow of income and spending through imports and 

exports. 
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Question 7 
In the circular flow of income and spending 

1) investment results in a decrease in the volume of the income flow. 
2) taxes result in an increase in the volume of the income flow. 
3) imports result in an increase in the volume of the income flow. 

4) savings result in a decrease in the volume of the income flow. The correct alternative is (4) 
 

Explanation 

Savings result in a decrease in the volume of income flow. Saving is that part of income that is 

not spent. An increase in savings by households will decrease the flow of income since 

households spend less on consumption. 

 

Question 8 
Which of the following statements are correct? 

a) Investment is the most important form of saving in the economy. 

b) Financial institutions act as intermediaries between those who save and those who wish to invest. 

c) Financial sector is the funnel through which investment is withdrawn from the circular flow of income 

and spending. 
 

1) All the statements are correct. 
2) a and b 
3) b The correct alternative is (3) 
4) a and c 
5) None of the statements is correct. 

 

Explanation 

Financial institutions act as intermediaries between those who save and those who wish to invest. 

 

Question 9 
Which of the following constitute the government? 

1) national government 
2) local government 
3) provincial government 

4) All of the above are correct. The correct alternative is (4) 
 

Explanation 

 National government forms part of the government, and it includes all the different 

government departments. 

 Local government forms part of the government, and it includes metropolitan councils, 

district councils and municipalities. 

 Provincial government forms part of the government, and it includes the administrations 

of the nine provinces. 

 

Question 10 
Which of the following could be considered as examples of financial institutions in South Africa? 

1) Nedbank and Old Mutual Insurance Company. The correct alternative is (1) 
2) South African Revenue Service (SARS) and the Iscor Pension Fund. 
3) National Lottery and Coca Cola Mega Millions. 
4) National Treasury and JSE Securities Exchange. 

 

Explanation 

Financial institutions act as a link between households and firms with surplus funds and other 

participants (e.g. firms) that require funds. 
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Question 11 
Money is 

1) the same as income. 

2) anything that is generally accepted as a medium of exchange. The correct alternative is (2) 
3) the value of all coins and currency in circulation at any time. 
4) the same as wealth. 

 

Question 12 
To say money is a store of value, we mean that 

a) the value of money is not affected by inflation. 
b) it facilitates purchase and sales. 
c) it is a way of saving purchasing power to be used when needed. 

 

1) a 
2) b 

3) c The correct alternative is (3) 
4) None of the above statements is correct. 

 

Explanation 

Money is regarded as a store of value, because it is almost indestructible and has relatively 

constant value. It represents value and retains its value over comparatively long periods of time. 

The advantage of using money as a store of value lies in the fact that it is usually more convenient 

and can be used immediately in exchange for other assets. The store of value function also 

implies that money serves as a standard of deferred payment. This means that money is the 

measure of value for future payments. If you borrow money to buy a car, your future commitment 

will be agreed to in rands and cents. In times of inflation money loses its purchasing power and 

ceases to be a store of value. A person who keeps all her wealth in the form of money will soon 

realise that with inflation her wealth is not retaining its value. 

 

Question 13 
Which of the following is not a function of money? 

1) Medium of exchange 
2) Unit of account 
3) Store of value 
4) Shelter against inflation The correct alternative is (4) 

 

Explanation 

The functions of money are as follows: medium of exchange, unit of account and store of value. 

 

Question 14 
The positive balance on your cheque account is 

1) an asset for you and a liability for your bank. The correct alternative is (1) 
2) a liability for you and an asset for your bank. 
3) an asset for both you and your bank. 
4) a liability for both you and your bank. 

 

Explanation 

When a deposit is made at the bank it becomes an asset for a person who deposited it and a 

liability for a bank, because they now owe the funds to the depositor. 

 

Question 15 
The quantity of money available will increase when 

1) a person deposits his or her money with a bank. 
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2) banks keep their reserves with the reserve bank. 
3) banks make loans that result in additional deposits. The correct alternative is (3) 
4) the government keeps its funds with the reserve bank. 

 

Question 16 
In terms of the demand for money, the interest rate represents 

1) the price of borrowing money. 
2) the return on money that is saved for the future. 
3) the rate at which current consumption can be exchanged for future consumption. 

4) the opportunity cost of holding money. The correct alternative is (4) 
 

Explanation 

In terms of the demand for money, the interest rate represents the opportunity cost of holding any 

money balance. This is the interest that is foregone by not holding bonds. This is because interest 

is earned on bonds while little or no interest is earned by money held. 

 

Question 17 
Which one of the following statements about demand for money is incorrect? 

1) The amount of money that people hold is negatively related to the interest rate. 

2) As the level of national income rises, the amount of money balances that individuals hold increases. 
3) Both the level of national income and interest rate affect the demand for money balances. 
4) An increase in the real interest rate reduces the demand for real money balances. The correct 

option is (4) 
 

Explanation 

An increase in the real interest rate reduces the quantity demanded for real money balances. 

Think back to the distinction between a change in demand and a change in the quantity 

demanded. If the price of goods changes, it leads to a change in the quantity demanded (a 

movement along the curve). In the money market the interest rate represents the price of money, 

thus a change in the interest rate leads to a change in the quantity of money demanded. 

 

Question 18 
Banks can create money 

a) by printing additional bank notes. 
b) by paying interest to their depositors. 
c) by making loans that result in additional deposits. 
d) by offering financial services such as money market accounts. 

 

1) a 
2) b and c 
3) b 

4) c The correct alternative is (4) 
5) d 

 

Question 19 
If the required reserve ratio is increased, the money multiplier 

1) decreases. The correct alternative is (1) 
2) remains the same, as long as banks hold no excess reserves. 
3) could either increase or decrease. 
4) increases. 

 

Explanation 

An increase in the cash reserve requirement of banks will reduce the credit multiplier. 
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Question 20 
Which of the following statements are correct? 

a) Monetary policy tools are interest rate and money supply 

b) Expansionary monetary policy involves reducing the interest rate and increasing money supply. 

c) Contractionary monetary policy involves increasing the interest rate and decreasing money supply. 

d) Monetary policy is determined and enforced by the central bank. 
 

1) All the statements are correct. The corrective alternative (1) 
2) a and b 
3) a and c 
4) b and d 
5) a, c and d 

 

Explanation 

Monetary policy is determined and enforced by the central bank. Its tools are: accommodation 

policy, open-market policy, public debt management and intervention in foreign exchange rates. 

An expansionary monetary policy involves reducing interest rate and increasing the quantity of 

money available, while contractionary monetary policy deals with increasing interest rate and 

decreasing the quantity of money available. 

 

Question 1 
Efficient resource allocation occurs when 

a) enough goods and services are produced. 
b) all resources are used to produce goods and services. 
c) it is possible to make one person better off without making another person worse off. 
d) resources are fully employed. 

 

1) a 
2) b and d 
3) c 

4) d The correct alternative is [4]. 
 

Explanation 

Efficient resource allocation occurs only when all resources are fully employed – when it is 

impossible to make one person better off without making another person worse off. 

 

Question 2 
Market failure occurs when 

a) market fails to produce enough goods and services. 
b) demand equals supply. 
c) the market is not in equilibrium. 
d) the market system is unable to allocate resources efficiently. 

 

1) None of the above statements is correct. 
2) a 
3) b 
4) c 
5) d The correct alternative is [5]. 

 

Explanation 

In market failure, the market system is unable to achieve an efficient allocation of resources. 

 

Question 3 
Government spending in South Africa is financed through 
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a) tax revenues collected from households and firms. 
b) borrowing from the central bank, domestic market and international market. 
c) income from partial and or full ownership in enterprises. 

 

1) All the statements are correct. The correct alternative is [1]. 
2) a 
3) b 
4) b and c 

 

Explanation 

Government spending in South Africa is financed through (1) tax revenues collected from 

households and firms, (2) borrowing from the central bank, domestic market and international 

market, and (3) income from partial and or full ownership in enterprises. 

 

Question 4 
Which of the following is the correct criteria for a good tax system? 

1) Neutrality, transparency and equity 

2) Equality and administrative simplicity 

3) Effectiveness, equity and transparency 

4) Equity, neutrality and administrative simplicity The correct alternative is [4]. 
 

Explanation 

The three modern criteria for a good tax are neutrality, equity and administrative efficiency. 

 

Question 5 
If the tax on beer is R4 per 330ml irrespective of a beer’s selling price, then the tax is known as 

1) a specific tax. The correct alternative is [1]. 
2) an ad valorem tax. 

3) a value-added tax. 

4) a proportional tax. 

 

Explanation 

 A specific tax is a fixed amount that is levied on each unit of the imported commodity. 

 An ad valorem tax is levied as a percentage of the value of the imported item. 

 A value-added tax is an indirect tax on goods and services (it is currently 14% in South 

Africa). 

 A proportional tax means that the ratio of tax paid to taxable income is the same at all 

levels of income. 

In this question, a R4 tax is levied on one unit (330 ml) of beer. It is therefore a specific tax. 

 

Question 6 
Nationalisation is 

a) the opposite of privatisation. 
b) the transfer of ownership to government from the private sector. 
c) the transfer of ownership to the private sector from government. 
d) an agreement of partial ownership between the private sector and government. 

 

1) a 
2) b 
3) a and b The correct alternative is [3]. 
4) c 
5) a and d 

 

Explanation 
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Nationalisation means that the government takes over the ownership or management of a private 

enterprise. Nationalisation can also be described as the transfer of ownership from private 

enterprise to government. Privatisation is the opposite of nationalisation and refers to the transfer 

of ownership of assets from the public sector to the private sector. 

 

The correct statements are therefore a and b. 

 

Question 7 
Which of the following statements are correct? 

a) Fiscal policy is determined and controlled by the government. 
b) Government increasing spending and decreasing taxes is expansionary fiscal policy. 
c) Government increasing taxes and decreasing spending is contractionary fiscal policy. 
d) The policy variables of fiscal policy are government spending and taxation. 

 

1) All the statements are correct. The correct alternative is [1]. 
2) a and b 
3) a and c 
4) b and d 
5) a, c and d 

 

Explanation 

Fiscal policy is determined and controlled by the government. The policy variables of fiscal 

policy are government spending and taxation. Expansionary fiscal policy occurs when 

government increases spending and/or decreases taxes. Increasing taxes and/or decreasing 

spending would represent contractionary fiscal policy. 

 

Question 8 
Economic theory suggests that two countries can benefit from trade even if one country is more efficient at 

producing everything. What concept does this theory describe? 

1) Opportunity cost 

2) Comparative advantage The correct alternative is [2]. 
3) Absolute advantage 
4) Production possibility frontier 

 

Explanation 

If one country is more efficient at producing everything, it is said that this country has an 

absolute advantage over the other. Absolute advantage is not, however, a prerequisite for 

international trade. David Ricardo’s law of comparative advantage states that both countries will 

benefit from trade if the opportunity costs of production (or relative prices) differ between the 

two countries. Even if one country has an absolute advantage over the other in the production of 

all goods, each country will tend to specialise in and export those goods for which it has a 

comparative advantage. 

 
Question 9 is based on the following table showing the production possibilities of two countries. 

 

South Africa 50 guns or 100 teddy bears 
USA 75 guns or 300 teddy bears 

 

Question 9 
The opportunity cost of producing a gun in South Africa is 

1) zero. 
2) ½ a teddy bear. 

3) 2 teddy bears. The correct alternative is [3]. 
4) 100 teddy bears. 
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Explanation 

In South Africa, the opportunity cost of producing 50 guns is 100 teddy bears. By using its scarce 

labour resources to produce 50 guns, South Africa foregoes the opportunity to produce 100 teddy 

bears. Assuming constant opportunity costs, this means that the cost to South Africa of producing 

one gun is two teddy bears (100 divided by 50). 

 

Question 10 
When the unemployment rate is high, you expect government to lean towards 

1) protectionism. The correct alternative is [1]. 
2) free trade. 
3) paternalism. 
4) beggar- thy- neighbor policies. 

 

Explanation 

Protective tariffs and import quotas can be used to protect domestic firms against competition 

from imports. Limiting imports would allow a higher level of employment to be maintained in the 

domestic industry. 

 

Question 11 
If South Africa puts a tariff on oil, this tax will apply to 

1) oil produced in South Africa and sold in Botswana. 
2) oil produced in South Africa and sold in South Africa. 
3) oil produced in Botswana and sold in South Africa. The correct alternative is [3]. 
4) oil produced in Botswana and sold in Namibia. 

 

Explanation 

Import tariffs are duties or taxes imposed on products imported into a country. South African 

authorities can only apply a tariff on a product produced outside South Africa and then imported 

into the country. 

 

Question 12 
An increase in the rand price of a foreign currency usually 

1) benefits South African importers. 

2) benefits South African exporters. The correct alternative is [2]. 
3) benefits both South African importers and exporters. 
4) harms both South African importers and exporters. 

 

Explanation 

An increase in the rand price of a foreign currency (eg US dollar) represents a depreciation of the 

rand. This is equivalent to a decrease in the dollar price of the rand, or an appreciation of the US 

dollar. The lower the price of rand for foreigners, the cheaper South African goods will become 

for the rest of the world. The quantity of exports will thus increase, which is beneficial to South 

African exporters. However, the depreciation of the rand will also make imports more expensive, 

which will harm South African importers. 

 

Question 13 
A 10 per cent decrease in the value of the rand in the foreign exchange market is most likely to lead to 

1) a fall in the South African price of imported food and drink. 
2) a rise in the foreign price of South African exports of wine. 
3) a higher demand for imported televisions into South Africa. 
4) higher demand for South African exports of iron ore. The correct alternative is [4]. 

 

Explanation 
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A decrease in the value of the rand represents a depreciation of the rand. As discussed above in 

2.12, a depreciation of the rand makes South African exports relatively cheaper to the rest of the 

world, leading to a higher demand for South African exports. 

 

Question 14 
Expectations of higher South African interest rates are likely to cause a(n) ___________ of the rand/dollar 

exchange rate. 

1) appreciation The correct alternative is [1]. 
2) depreciation 
3) fall 
4) devaluation 

 

Explanation 

Higher South African interest rates will cause an increased inflow of financial capital because 

foreign investors will now be earning a higher return on their investments. This will increase the 

supply of the dollar and the supply curve of dollars will shift to the right, lowering the 

equilibrium price of the dollar – fewer rand are now required to purchase dollars. This represents 

a depreciation of the dollar, which implies an appreciation of the rand. 

 

Question 15 
The objective of price stability means 

1) there should not be price increases in the economy. 
2) keeping inflation as low as possible. 

3) prices should always stay constant. The correct alternative is [3]. 
4) prices should be determined by forces of demand and supply. 

 

Explanation 

Price stability is defined as keeping inflation as low as possible 

 

Question 16 
The three ways of calculating GDP are 

1) production, price and income methods. 
2) income, product and services methods. 
3) expenditure, spending and production methods. 

4) income, expenditure and production methods. The correct alternative is [4]. 
 

Explanation 

GDP can be calculated using: 

 the production method (value added) 

 the expenditure method (final goods and services) 

 the income method (incomes of the factors of production) 

 

Question 17 
In the national accounts, the difference between gross investment and net investment is 

1) imports. 
2) capital flight. 
3) income earned by foreigners. 

4) depreciation. The correct alternative is [4]. 
 

Explanation 

Gross investment (or capital formation) means that no provision has been made for the 

consumption of fixed capital. This consumption of fixed capital is measured by depreciation. 

Subtracting depreciation from gross investment gives us net investment. 
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Question 18 
In the base year a country produced 50 units of output at a price of R3,00 each for a nominal GDP of R150,00. 

This year it produces 60 units of output at a price of R5,00 each. What is the percentage change in real GDP 

since the base year? 

1) 10% 
2) 20% The correct alternative is [2]. 
3) 40% 
4) 66,7% 

 

Explanation 

The increase in the price of a unit from R3,00 to R5,00 has resulted in a nominal GDP of R300,00 

(= 60 units times R5,00) in the second year. 

 

However, we need to calculate the increase in real GDP – did we produce more goods and 

services, and if so, what was the percentage increase in production? In this example, our country 

has produced 10 units of output more in the second year (the current year) than in the first year 

(the base year). Calculating this 10 unit increase in the second year in relation to the 50 units 

produced in the first year, gives us a 20% increase in real GDP. 

 

The calculation is as follows: 

 

%∆ in real GDP = 
𝑃𝑟𝑜𝑑𝑢𝑐𝑡𝑖𝑜𝑛 𝑖𝑛 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑦𝑒𝑎𝑟−𝑃𝑟𝑜𝑑𝑢𝑐𝑡𝑖𝑜𝑛 𝑖𝑛 𝐵𝑎𝑠𝑒 𝑦𝑒𝑎𝑟

𝑃𝑟𝑜𝑑𝑢𝑐𝑡𝑖𝑜𝑛 𝑖𝑛 𝑏𝑎𝑠𝑒 𝑦𝑒𝑎𝑟
 𝑥 

100

1
 

 

= 
60−50

50
 𝑥 

100

1
 = 20% 

 

 

Question 19 
If the CPI was 120 in 1994, the typical basket of goods and services 

1) in 1994 was 20 percent more expensive than in the previous year. 
2) in 1994 was 120 percent more expensive than in the base year. 
3) in the base year was 120 percent more expensive than in 1994. 
4) in 1994 was 20 percent more expensive than in the base year. The correct alternative is [4]. 

 

Explanation 

The consumer price index (CPI) of the base year is always 100. If the CPI is 120 in 1994, it 

implies that consumer prices have increased by 20% since the base year. 

 

The calculation is as follows: 

 

%∆ in prices = 
𝐶𝑃𝐼 𝑖𝑛 1994−𝐶𝑃𝐼 𝑖𝑛 𝑏𝑎𝑠𝑒 𝑦𝑒𝑎𝑟

𝐶𝑃𝐼 𝑖𝑛 𝑏𝑎𝑠𝑒 𝑦𝑒𝑎𝑟
 𝑥 

100

1
 

 

= 
120−100

100
 𝑥 

100

1
 = 20% 

 

 

 

Question 20 
If the unemployment rate is 6 percent, it means that 6 percent of 

1) the population is not working. 

2) the labour force is not working. 
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3) the individuals who are looking for work cannot find jobs. The correct alternative is [3]. 
4) the people do not want to work. 

 

Explanation 

All individuals who are looking for work but cannot find jobs are defined as unemployed. An 

unemployment rate of 6% therefore means that 6% of individuals who are looking for work 

cannot find jobs. 

 

Question 1 
Which of the following statements are incorrect? 

a) In the simple Keynesian model, consumption spending can never exceed income. 
b) In the simple Keynesian model, income is represented by the symbol Y and production by the symbol 

A. 
c) According to Keynes, aggregate demand in the economy can never be insufficient. 

 

1) a 
2) b 
3) c 
4) a and b 
5) All of the alternatives are incorrect. The correct alternative is (5). 

 

Question 2 
In the Keynesian model, the assumption that prices are fixed implies that 

1) we cannot use the model to study the labour market. 
2) the model can be used to study inflation. 
3) the model is ideal for studying the money market. 
4) we cannot use the model to study the general increase in price levels. The correct alternative is 

(4). 
 

Explanation 

As prices in the simple Keynesian model are fixed we cannot use the model to study general price 

increases. 

 

Question 3 
Which one of the following statements is true about the consumption function C = 10 + 0,8Y? 

1) Autonomous consumption spending refers to the part of consumption spending which varies with 

income. 

2) The autonomous consumption is 10,8. 

3) The marginal propensity to save is 0,2. The correct alternative is (3). 
4) Induced consumption is equal to Y. 

 

Explanation 

c + s = 1 and therefore, since the marginal propensity to consume (c) = 0,8, the marginal 

propensity to save (s) = 0,2. 

 

Question 4 
A decrease in the marginal propensity to consume 

1) does not affect the value of the multiplier. 

2) will not occur because the marginal propensity to consume is set by government. 

3) raises the value of the multiplier. 

4) lowers the value of the multiplier. The correct alternative is (4). 
5) decreases the marginal propensity to save. 

 

Explanation 
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The multiplier is equal to 1/(1- c); therefore, if the marginal propensity to consume decreases, the 

multiplier will increase. 

 

Question 5 
When government spending increases, the income of some people increases and those people in turn spend 

some of the increase in income. This is an example of 

1) supply side economics. 

2) demand and supply economics. 

3) the multiplier effect. The correct alternative is (3). 
4) the law of demand. 

 

Explanation 

This is the definition of the multiplier, where an increase in spending has a multiple effect 

through the economy. 

 

Question 6 
In the simple Keynesian model, the following is true about investment. 

1) As income increases, investment also increases. 

2) There is a negative relationship between investment and income. 

3) Investment is autonomous and is illustrated by a horizontal line. The correct alternative is (3). 
4) Investment is positively related to the interest rate. 

 

Explanation 

All autonomous variables are horizontal lines. 

 

Question 7 
Which of the following statements are correct? 

a) The 45 degree line shows the equality between the variable measured on the vertical axis and the 

variable measured on the horizontal axis 

b) At any point above the 45 degree line there is excess supply of goods and services 

c) When aggregate spending is greater than total production, firms experience an unplanned increase in 

their inventories and respond by lowering their production 

 

1) a The correct alternative is (1). 
2) b 

3) c 

4) a and b 

5) All statements are correct. 

 

Explanation 

The 45-degree line measures equality of whatever variable is measured on the horizontal axis 

with that on the vertical axis. 

 

Question 8 
In the simple closed economy Keynesian model with no government, C = 40 + 0,4Y, I = 100. What is the level 

of equilibrium income? 

1) 400 

2) 500 

3) 700 

4) 1 000 

5) None of the above alternatives is correct. The correct alternative is (5). 
 

Question 9 

In a Keynesian model with government but no foreign sector, find equilibrium income given the following: 

C = 200 + 0,4Y 

I = 350 

G = 50 
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T = 3/8Y 

 

1) 85 

2) 350 

3) 750 

4) 800 The correct alternative is (4). 
5) 1 275 

 

Explanation 

The equilibrium income = multiplier times total autonomous spending. 

 

We first have to calculate the multiplier: 
 

α = 
1

1−𝑐(1−𝑡)
 

 

= 
1

1−
4

10
(1 −

3

8
 )
 

 

= 
1

1−
4

10
(

5

8
)
 

 

= 
1

1−
1

4

 

 

=
1
3

4

 

 

=
4

3
 

 
And autonomous spending: 

 

Ā = C + I + G 

= 200 + 350 + 50 

= 600 

 

The equilibrium income: 

 

Yo = α x Ā 

= 4/3 x 600 

= 800 

 

Question 10 
The multiplier effect 

1) is a theory explaining how consumers save in order to cater for the future. 
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2) is a way of explaining the relationship between a change in investment and a change in output. The 

correct alternatives are (2) and (3). 
3) is shown by the disproportionately larger change in aggregate demand as result of a change in 

autonomous spending. The correct alternatives are (2) and (3). 
4) is an example expansionary monetary policy 
5) is an example of contractionary fiscal policy 

 

Explanation 

 When investment increases the level of income also increases in response. The multiplier 

is the relationship between the change in income and the original change in investment. 

 The multiplier effect is shown by the disproportionately larger change in income (y-axis) 

as a result of a change in autonomous spending (x-axis). 

 

Question 11 
If the marginal propensity to consume is 0,6 and government spending increases by 80 while investment falls by 

40, by how much will equilibrium income rise? 

1) 20 
2) 24 
3) 100 The correct alternative is (3). 
4) 120 
5) 200 

 

Explanation 

 

The multiplier: 

 

α = 
1

1−𝑐
 

 

= 
1

1− 
3

5

 

 

= 
1
2

5

 

 

= 
5

2
 

 
The change in autonomous spending: 

 

If the change in G equals 80 and investment falls by 40, the net effect on autonomous spending is 

40 (80-40). 

 

The increase in equilibrium income: 
 

∆Y = α x Ā 

= 5/2 x 40 

= 100 
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Question 12 
In the simple Keynesian model with no government and external sectors, if an increase in investment 

expenditure of 200 results in a final increase in income of 1000. It follows that the marginal propensity to 

consume must be 

1) 0,2 
2) 0,25 
3) 0,75 
4) 0,8 The correct alternative is (4). 
5) 5  

 

Explanation 

The first step is to find the value of the multiplier: 

We know that an increase in investment of 200 resulted in an increase in income of 1 000. 

Thus, 

 

∆Y = α x Ā 

 

1000 = α x 200 

α = 5 

 

By applying this result to the formula for the multiplier, one can calculate the value for the 

marginal propensity to consume: 

 

α = 
1

1−𝑐
 

 

5 = 
1

1−𝑐
 

 

1 – c = 
1

5
 

 

c = 1 - 
1

5
 

 

c = 
4

5
 =0, 8 

 

Question 13 
The equilibrium level of income is R15 000m. The full-employment income is R20 000m and the marginal 

propensity to consume is 4/5. By how much should the investment expenditure change to bring national income 

to equilibrium? 

1) -R1 000m 
2) R1 000m The correct alternative is (2). 
3) R4 000m 
4) R5 000m 
5) R6 250m 

 

Explanation 

The equilibrium level of income (R15 000) is less than the full-employment level of income (R20 

000). Investment spending must increase by: 

 

∆Ī = 
∆𝑌

𝛼
 

 
Before we can solve the above we need to calculate the value of the multiplier: 
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α = 
1

1−𝑐
 

 

= 
1

1− 
4

5

 

 

= 
1
1

5

 

 

= 5 

 

Therefore: 

 

∆Ī = 
∆𝑌

𝛼
 

 

= 
20 000−15 000

5
 

 

=
5 000

5
 

 

=R1000m 

 

Question 14 
In a simple open economy model, which of the following is true? 

1) Y – C = I + X – Z + G The correct alternative is (1). 
2) Y = a + bC 
3) Y = C + I + G 
4) Y = C + I 

 

Explanation 

Y = C + I + G + X - Z and therefore Y – C = I + G + X - Z where the factor C has been moved to 

the left-hand side of the equation and the right-hand side is rearranged. 

 

Question 15 
The value of the multiplier is necessarily increased if 

1) the marginal propensity to consume increases and the marginal propensity to import falls. The 

correct alternative is (1). 
2) the marginal propensity to consume falls and the tax rate falls. 
3) the marginal propensity to consume and the marginal propensity to import rise. 
4) the income tax rate falls and the marginal propensity to import rises. 
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Explanation 

 

The multiplier is equal to 

 

α = 
1

1−𝑐(1−𝑡)+𝑚
 

 

with c, t and m in the denominator. 

 

If the marginal propensity to consume increases, the multiplier will increase and if the marginal 

propensity to import decreases, the multiplier will also increase. 

 

Question 16 

Given the import function Z = 300 + 2/3Y, which of the following statements are incorrect? 

a) The marginal propensity to save is 1/3. 
b) The induced component is 300. 
c) 2/3 is the proportion of any increase in income that is spent on imports. 

 

1) a 
2) b 
3) c 

4) a and b The correct alternative is (4). 
5) b and c 

 

Question 17 
In the open economy Keynesian model with government and the foreign sector, If the marginal propensity to 

consume, c = 2/3, the tax rate, t = 5/8 and the marginal propensity to import, m = 1/2, then the multiplier is 

given by 

1) ¾ The correct alternative is (1). 

2) 4/5 
3) 1 
4) 5/4 
5) 2 

 

Explanation 

 

α = 
1

1−𝑐(1−𝑡)+𝑚
 

 

= 
1

1−
2

3
(1−

5

8
)+ 

1

2

 

 

= 
1

1−
2

3
(

3

8
)+

1

2

 

 

= 
1

1− 
1

4
+

1

2
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= 
1
5

4

 

 

= 
4

5
 = 0, 8 

 
Use the following information to answer questions 18 to 20. 

 

C = 400 + 9/10Yd 

I = 500 

G = 1 280 

t = 1/3 

X = 900 

Z = 600 + 1/10Y 

 

Question 18 

The equilibrium level of income is 

1) 2 080 
2) 2 480 
3) 4 960 The correct alternative is (3). 
4) 7 360 
5) None of the above alternatives is correct. 

 

Explanation 
The equilibrium income = multiplier times total autonomous spending. 

The multiplier: 

 

α = 
1

1−𝑐(1−𝑡)+𝑚
 

 

= 
1

1−
9

10
 (1−

1

3
)+ 

1

10

 

 

= 
1

1−
9

10
(

2

3
)+ 

1

10

 

 

= 
1

1− 
3

5
+

1

10

 

 

= 
1
5

10

 

 

= 
10

5
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= 2 

 

Autonomous spending: 

Ā = C + I + G + X - Z 
= 400 + 500 + 1 280 + 900 - 600 

= 2 480 

 

The equilibrium income: 

 

Yo = α x Ā 

= 2 x 2 480 

= 4 960 

 

Question 19 
Autonomous aggregate spending at equilibrium is 

1) 2 080 

2) 2 480 The correct alternative is (2). 
3) 4 960 
4) 7 360 
5) None of the above alternatives is correct. 

 

Explanation 
Autonomous aggregate spending at equilibrium is: 

Ā = C + I + G + X - Z 
= 400 + 500 + 1 280 + 900 - 600 

= 2 480 

 

Question 20 
Total aggregate demand at equilibrium is 

1) 2 080 
2) 2 480 
3) 4 960 The correct alternative is (3). 
4) 7 360 
5) None of the above alternatives is correct. 

 

Explanation 
At equilibrium total demand is equal to income, which was calculated in question 18 to be 4 960. 

 

Question 1 
Which of the following correctly lists the assumptions of the AD-AS model? 

a) Prices are given, wages are variable. 
b) Prices are variable, wages are variable. 
c) Money supply is given. 
d) The interest rate is variable. 

 

1) b and d The correct alternative is (1). 
2) a and c 
3) c and d 
4) a and d 

 

Question 2 
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The aggregate demand and aggregate supply model explains 

1) short run fluctuations in real GDP and price level. Alternatives (1) and (2) are correct. 

2) equilibrium between aggregate demand and aggregate supply. Alternatives (1) and (2) are 

correct. 
3) the sources of short run growth versus long term growth. 
4) long run fluctuations in output, employment and prices. 

 

Explanation 

 The AD curve indicates the levels of total expenditure at various price levels whilst the 

AS curve indicates the various levels of output which will be supplied at various price 

levels. The AD-AS model therefore enables us to analyse changes in real GDP and the 

price level simultaneously. 

 

 Equilibrium occurs at the point of intersection of the AD curve and the AS curve. 

 

Question 3 
If the economy is at a certain point on the aggregate supply curve, a decrease in aggregate demand will 

1) permanently increase unemployment. 

2) temporarily increase unemployment. The correct alternative is (2). 
3) permanently increase inflation. 

4) temporarily increase inflation. 

 

Explanation 

A decrease in aggregate demand (shown by a leftward shift of the aggregate demand curve), leads 

to a decrease in production. The demand for labour will therefore decrease, that is, unemployment 

will increase. 

 

Question 4 
Because nominal wages do not fully adjust to price level changes in the short run 

1) the short run aggregate supply curve is vertical. 

2) the short run aggregate demand curve is downward sloping. 

3) the short run aggregate supply curve is upward sloping. The correct alternative is (3). 
4) the short run aggregate demand curve is horizontal. 

 

Explanation 

Wages affect the cost of production and the impact of a change in wages will therefore affect the 

aggregate supply curve. 

 

Question 5 
Which one of the following chain of events is correct? 

1) Cheaper availability of credit → rightward shift of the AD curve → decrease in general price level. 

2) Increased export earnings → rightward shift of the AS curve  → increase in the general price level. 

3) Decreased productivity → leftward shift of the AS curve → increase in the general price level. The 

correct alternative is (3). 
4) Drought → leftward shift of the AS curve  → decrease in the general price level. 

 

Question 6 

An expansionary monetary policy is less effective if 

1) the interest elasticity of investment demand is smaller and the AS curve is flatter. 

2) the interest elasticity of investment demand is bigger and the AS curve is steeper. 

3) the interest elasticity of investment demand is smaller and the AS curve is steeper. The correct 

alternative is (3). 
4) the interest elasticity of investment demand is bigger and the AS curve is flatter. 
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Explanation 

If investment demand is interest inelastic, a change in the interest rate will not have any real 

impact on investment spending and the transmission mechanism breaks down. 
 

 
 

If, on the other hand, investment demand is very interest elastic, a change in the interest rate will 

have a large impact on investment spending. Total expenditure will increase; aggregate demand 

will increase, leading to an increase in the price level and the level of production and income. 
 

 
 

For a given increase in aggregate demand, the steeper the AS curve, the less effective is monetary 

policy. 
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Question 7 
A simultaneous decrease in aggregate supply and an increase in aggregate demand will always 

1) increase the production level. 
2) reduce the production level. 
3) increase the price level. The correct alternative is (3). 
4) leave the price level unchanged. 

 

Explanation 

 
 
An increase in aggregate demand increases the price level and the level of production (Figure 1). 

A decrease in aggregate supply will increase the price level and decrease production (Figure 2). 

We can conclude that the price level will definitively increase, but the effect on the level of 

production cannot be predicted (it depends on the relative sizes of the changes in aggregate 

demand and aggregate supply). 

 

Question 8 
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Which of the following is the most widely used measure of inflation? 

1) The consumer price index The correct alternative is (1). 
2) The producer price index 
3) The prime rate 
4) The repo rate 

 

Explanation 
The consumer price index which reflects the cost of a representative basket of consumer goods 

and services is the most widely used measure of inflation. 

 

Question 9 
Suppose in the South African economy, the annual rate of inflation decreases from 10% to 8% to 3% between 

2000 and 2003, the South African economy is experiencing 

1) stagflation. 

2) disinflation. The correct alternative is (2). 
3) deflation. 
4) accelerating deflation. 

 

Explanation 
Disinflation is a decrease in the rate of inflation – a slowdown in the increase of the general price 

level of goods and services over time. 

 

Question 10 
Demand pull inflation is the result of 

a) an increase in consumption spending. 
b) an increase in investment spending. 
c) an increase in government spending. 
d) an increase in export earnings. 

 

1) All the statements are correct. The correct alternative is (1). 
2) a and b 
3) b and c 
4) a 

 

Explanation 
Demand-pull inflation can be caused by an increase in any (or a combination) of the various 

components of aggregate demand: 

 Increased consumption spending 

 Increased investment spending 

 Increased government spending 

 Increased export earnings 

 

Question 11 
Cost push inflation is caused by 

a) increases in wages and salaries and investment spending. 
b) increased profit margins, decreased productivity and natural disasters. 
c) increases in the cost of imported capital and intermediate goods and increases in wages and salaries. 
d) decreased investment spending and increased profit margins. 

 

1) a and b 
2) b and c The correct alternative is (2). 
3) a and c 
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4) b and d 
 

Explanation 
Cost-push inflation is caused by increases in the cost of production: 

 Increases in wages and salaries 

 Increases in the cost of imported capital and intermediate goods 

 Increases in profit margins 

 Decreased productivity 

 Natural disasters 
 

Question 12 
Stagflation refers to 

1) an increase in inflation and a decrease in unemployment. 
2) a decrease in inflation and an increase in unemployment. 
3) an increase in the general price level and a decrease in output levels. The correct alternative is 

(3). 
4) decrease in the general price level and an increase in the level of output. 

 

Explanation 
Stagflation refers to an increase in the general price level and a decrease in output levels. 

 

Question 13 
Unemployment 

a) includes those who are willing and able to work, but cannot find jobs. 
b) is measured as a proportion of total population. 
c) is measured as a proportion of labour force. 
d) is a flow concept. 

 

1) a and b 
2) a and c The correct alternative is (2). 
3) b 
4) c and d 

 

Explanation 
Unemployment includes those who are willing and able to work, but cannot find jobs and is 

measured as a proportion of labour force. Unemployment figures reflect the number of 

unemployed at a particular time and is therefore a stock concept. 

 

Question 14 
Assuming that the number of those unemployed is 20 million, the total population is 60 million, and that the 

labour force is 40 million, the unemployment rate is therefore 

1) 0,50% 
2) 2% 
3) 5% 
4) 50% The correct alternative is (4). 

 

Explanation 

 

Unemployment rate = 
𝑛𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑝𝑒𝑟𝑠𝑜𝑛𝑠

𝑡𝑜𝑡𝑎𝑙 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 𝑥 

100

1
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= 
20

40
 𝑥 

100

1
 = 50% 

 

 
Use the figure below which shows the trade-off between inflation and unemployment, to answer question 15. 

 

 
 

Question 15 
A movement from point A to B might be caused by 

1) a decrease in aggregate supply. 
2) an increase in aggregate supply. 
3) a decrease in aggregate demand. The correct alternative is (3). 
4) an increase in aggregate demand. 

 

Explanation 
The Phillips curve relates the unemployment rate to the inflation rate. The movement from point 

A to point B shows a decrease in inflation while unemployment increased. A decrease in 

aggregate demand (shown by a leftward shift of the aggregate demand curve), decreases the price 

level and the level of production. The demand for labour will therefore decrease, that is, 

unemployment will increase. 

P 

 

 

 AS 

 

 

P1 

 

P2 

 AD 

 

 

 AD1 

 

 Y 
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Question 16 
Economic growth is measured by a positive change in which of the following? 

1) The money supply. 
2) The producer price index. 

3) The gross domestic product. The correct alternative is (3). 
4) The balance of payments. 

 

Explanation 
The economic growth rate is the annual percentage change in real GDP. 

 

Question 17 
Economic growth can best be described as 

1) an avoidance of a negative output gap. 
2) an increase in aggregate demand which causes a movement along the short run aggregate supply curve. 
3) continuous outward shifts of aggregate demand. Alternatives (3) and (4) are correct. 

4) a long term expansion of a country’s potential GDP. Alternatives (3) and (4) are correct. 
 

Explanation 
Economic growth requires an expansion of the production capacity of the economy (statement 4) 

as well as an expansion of the demand for goods and services produced in the economy 

(statement 3).  

 

Question 18 
Which of the following is most likely to result due to economic growth? 

1) Increase in the death rate. 
2) A fall in per capita income. 
3) An increase in infant mortality rate. 

4) A decrease in unemployment. The correct alternative is (4). 
 

Explanation 
Economic growth leads to an increase in output levels and in order to produce more, more 

labourers will be employed – a decrease in unemployment. 

 

Question 19 
Which of the following statements regarding the business cycle are correct? 

a) The business cycle describes a pattern of fluctuations around the short-term. 
b) The business cycle indicates that economic growth is not a smooth process. 
c) The downswing comes to an end when the economy reaches a peak. 

 

1) b The correct alternative is (1). 
2) c 
3) a and b 
4) a and c 
5) All the statements are correct. 

 

Explanation 
Economic growth is not a smooth process. 

 

Question 20 
Which one of the following approaches can be used to increase economic growth? 

1) Increase the income tax rate. 
2) Increase investments in consumer goods. 
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3) Increase imports. 
4) Increase investments in capital goods. The correct alternative is (4). 

 

Explanation 
Capital goods are goods used in the production of other goods. Investment in capital goods will 

contribute positively towards economic growth. 

 

Question 1 

In the last year, the global economy experienced a recession. In this case, which kind of 
economic policy measure is the appropriate measure for affected governments to 
undertake? 

1) Expansionary fiscal policy. The correct alternative is [1]. 
2) Contractionary fiscal policy. 

3) Contractionary monetary policy. 
4) Expansionary monetary policy. 

 

Explanation 

Expansionary fiscal policy involves either an increase in government spending or a decrease in 
taxes. Either of these two is undertaken to stimulate spending in the economy. By stimulating 
spending, aggregate demand and production increase. 
 
Question 2 
In order to have a market system that is considered to be efficient, 

a) the economy should only be left to the market forces. 

b) market forces and private initiative are important. 
c) the possibility of government intervention as a result of market failure should be 

considered. 
d) there can be absolutely no room for government intervention. 

 

1) a and b 

2) b and c The correct alternative is [2]. 
3) a and d 
4) d 

 

Explanation 

It is important to allow a free market economy in which market forces are at play to ensure 
efficient allocation of resources. But markets do not always produce efficient outcomes. In cases 
where the free market is not able to do this, then government intervention can be considered. 
 
Question 3 
In the fiscal year 2011/2012, South Africa’s budget deficit stood at 5.3 percent of GDP. 
The budget deficit tends to decrease when 

1) there is an increase in GDP. The correct alternative is [1]. 
2) there is an accelerated decrease in GDP. 

3) there is a slight decrease in GDP. 

4) GDP remains unchanged. 
 

Explanation 

As GDP or income in the economy increases, tax revenue increases. (Taxes are a function of 
income. As income increases taxes increase.) Budget deficit is the difference between tax 
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revenue and government expenditure, therefore as tax revenue increases the budget deficit 
decreases. 
 
Question 4 
Assume that the South African government is running a deficit, it pays for most of its 
extra spending by 

1) printing extra money at the Reserve Bank. 

2) selling bonds and treasury notes. The correct alternative is [2]. 
3) selling public property. 

4) borrowing from itself. 
 

Explanation 

While the extra money can be printed, this is not advisable as it has implications for inflation. 
The most ideal way in which a government can finance additional expenditure is by selling 
bonds and treasury notes. 
 
Question 5 
When a tax system is referred to as being neutral, it implies that 

1) the tax system is fair. 

2) the tax system imposes the minimal of effects on relative prices. The correct 
alternative is [2]. 

3) the tax system distorts the functioning of the market mechanism. 

4) the effort by government to collect taxes is simple. 
 

Explanation 

In market economies, market mechanisms work to ensure equitable and efficient allocation of 
resources. Market prices determine to a large extent what is produced, how much and for 
whom. Taxes affect these prices and how much, for whom and what to produce. Taxes can 
distort the allocation of resources and impact on welfare. Neutrality of a tax system implies that 
the tax system is structured in such a way that it does not significantly distort the relative prices. 
 
Question 6 
The notion that countries stand to gain more if they trade in the commodity of their 
lowest opportunity cost is referred to as 

1) international trade. 

2) comparative advantage. The correct alternative is [2]. 
3) absolute advantage. 
4) equal advantage. 

 

Explanation 

A country is said to have comparative advantage in the production of a commodity if the 
opportunity cost of producing that good is lower compared to the opportunity cost of the good 
being produced by its trading partner. 
 
Question 7 
Assume, for simplicity, that South Africa and Botswana both produce 1 computer and 5 
tonnes of shoes, then 

1) Botswana will have an absolute advantage in the production of shoes. 

2) South Africa has a comparative advantage over Botswana in the production of 
both computers and shoes. 
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3) there is no basis for trade since there is equal advantage in the production of 
both products in both countries. The correct alternative is [3]. 

4) South Africa has an absolute advantage in the production of both computers and 
shoes since it has a bigger market. 

 

Explanation 

For trade to be mutually beneficial, each nation must have either an absolute advantage or a 
comparative advantage in the production of at least one of the goods. In the case where both 
countries produce the same amount of both goods, there is no room for mutually beneficial 
trade to take place, since equal advantage exists. 
 
Use the diagram below, on the impact of a specific tariff on shoes to answer questions 8 
and 9. 
 

 
 

 

Question 8 

Which of the following statements are correct? 
a) The imposition of a tariff pushes the domestic price up from R1 to R2, causing a 

10 unit increase in domestic production and a 10 unit decrease in the domestic 
consumption of shoes.  
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b) A tariff is set to protect the domestic economy by reducing reliance on imported 
goods and encouraging domestic production. 

c) Without trade, the country is at equilibrium consuming 60 units of shoes at a price 
of R3. 

d) The imposition of a tariff pushes the domestic price down from R2 to R1, causing 
a 10 unit decrease in domestic production of shoes and a 10 unit increase in 
domestic consumption of imported shoes. 

 

1) a and b The correct alternative is [1]. 
2) b and d 

3) c and d 
4) a and d 

 

 

Explanation 

Two reasons why tariffs are imposed are to protect the domestic industry and to reduce reliance 
on foreign goods (reduce imports). The imposition of a tariff results in an increased price of the 
imported good. At the high prices, consumers will have to pay more for the imported good. 
They are therefore forced to consume import substitutes produced domestically and thus 
decrease domestic consumption of the imported good. The increase in price as a result of the 
tariff results in an increase in domestic production and a decrease in domestic consumption of 
the imported goods. 
 
Question 9 
The tariff revenue generated by government when a specific tariff of R1 is imposed 
above is 

1) R80 
2) R40 The correct alternative is [2]. 
3) R120 
4) R1 

 
Explanation 
R3 is the price of shoes in the country without trade. At this price, domestic production and 
domestic consumption is 40 pairs of shoes. When the nation opens up to trade, they are able to 
import shoes at the world price (R1). At that price domestic consumption is now 70 pairs of 
shoes, and domestic production has fallen to 10 pairs of shoes. Therefore imports are equal to 
60 pairs of shoes (70 -10). When a specific tariff of R1 is imposed, the price per pair of shoes 
increases from R1 to R2. At this new price (R2), domestic production increases to 20 pairs of 
shoes while domestic consumption decreases to 60 pairs of shoes. Imports are now 40 pairs of 
shoes (60 - 20). Therefore the revenue government gets from imposing a tariff on the 
importation of shoes is given by the number of shoes imported multiplied by the tariff, i.e. 40 × 
R1=R40. 
 
Question 10 
If the rand appreciates against other currencies in the exchange rate market, this will 

1) have no effect on the South African current account. 
2) worsen the South African current account. The correct alternative is [2]. 
3) improve the South African current account. 
4) have an effect depending on the other currencies in the market. 
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Explanation 
When the rand appreciates against other currencies, it becomes more expensive. Therefore 
South African exports are now more expensive for other countries to buy and the country loses 
export competitiveness. On the other hand, import goods become cheaper for South Africa. The 
appreciation of the rand therefore increases imports and decreases exports. When imports 
exceed exports, the current account worsens. 
 
Question 11 
In order to prevent an appreciation in the value of the rand, the South African Reserve 
Bank can ________ the interest rate which will then promote a (an) ________ in 
investment flows into South Africa. 

1) increase, decrease 
2) increase, increase 
3) decrease, decrease The correct alternative is [3]. 
4) decrease, increase 

 
Explanation 
Investors are driven to make profits. The interest rate is seen as the rate of return on 
investment made as such investors prefer to invest where they can make the most profit, i.e. 
they prefer to invest where the interest rate is high. A decrease in the interest rate by the 
Reserve Bank would bring about capital outflows from South Africa, decreasing the demand for 
the rand and increasing the demand for foreign currencies. This prevents the rand from 
appreciating. 
 
Question 12 
Assume that the USA is the largest importer of South African platinum. Which of the 
following correctly indicates the impact of the recent recession experienced by the 
American economy on the value of the rand? 

1) The value of the rand remains unaffected. 
2) The rand will depreciate. The correct alternative is [2]. 
3) The rand will appreciate. 

 
Explanation 
The USA is the largest importer of South African goods; therefore a recession in the US economy 
will result in a decrease in USA imports from South Africa (or a decrease in South African exports 
to the USA). If South African exports to the USA decrease, this will affect the supply of dollars. It 
results in a decrease in the supply of dollars causing the rand to depreciate. 
 
Question 13 
Which one of the following correctly explains or defines real GDP? 

1) Real GDP is nominal GDP adjusted for changes in the price level. The correct 
alternative is [1]. 

2) Real GDP is also called nominal GDP. 
3) Real GDP measures GDP less depreciation of capital. 
4) Real GDP will always change when prices change. 

 
Explanation 
Real GDP takes into account inflation, i.e. adjusted for changes in the price level. 
 
Question 14 
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The CPI for all urban areas in South Africa was 111.7 at the end of 2010 and 117.3 at 
the end of 2011, the inflation rate over these two years was? 

1) 7.1% 
2) 5.4% 
3) 4.4%  
4) 5.0% The correct alternative is [4]. 

 
 
Explanation 
 

Inflation rate = 
117,3−111,7

111,7
 𝑥 

100

1
 = 5, 0% 

 
Question 15 
__________ is not a primary cause of government failure. 

1) The rent-seeking behaviour of interest groups 
2) The inefficient behaviour of the market The correct alternative is [2]. 
3) The behaviour of bureaucrats 
4) The behaviour of vote-maximizing politicians 

 
Explanation 
All statements with the exception of [2] are causes of government failure. 
 
Question 16 
If the supply curve of petrol has its normal shape and the price elasticity of demand for 
petrol is perfectly inelastic, then a specific tax of R5 placed on each litre of petrol will be 
borne 

1) entirely by consumers. The correct alternative is [1]. 
2) entirely by producers. 
3) more by consumers than by producers. 
4) more by producers than by consumers. 

 
Explanation 
The demand for petrol is perfectly inelastic implying that the quantity demanded of petrol does 
not respond to changes in the price. Therefore a specific tax of R5 on petrol will increase prices, 
however because the demand is perfectly inelastic, the burden of the tax is passed on entirely 
to the consumers. 
 
Question 17 
Which of the following figures shows the impact of an increase in USA interest rates on 
the South African foreign exchange market? 

1) Figure 1 
2) Figure 2 The correct alternative is [2]. 
3) Figure 3 
4) Figure 4 
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Explanation  

The increase in USA interest rate will result in capital outflows from South Africa, as investors 
prefer to invest in places where they can maximise their returns. Therefore there will be an 
increase in the demand for the dollar. The rand depreciates as the dollar appreciates. 
 
Question 18 
The terms of trade measure 

1) the income of one country compared to another. 
2) the quantity of exports of one country compared to another. 
3) export prices relative to import prices. The correct alternative is [3]. 
4) the difference between the value of exports and that of imports. 

 

Explanation 

The ratio of between export prices (expressed as an index) and import prices (also expressed as 
an index) is referred to as the terms of trade. 
 
Question 19 
When the Gross Domestic Product is measured 
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1) the total value of final services is subtracted from the value of final goods. 
2) the total value of locally produced intermediate goods and services is measured 

in a given period. 
3) the total value of all final locally produced goods and services is measured in a 

given period. The correct alternative is [3] 
4) the sum of the values added at each stage of production is lower than the 

spending on final goods and services. 
 

Explanation 

GDP is the value of all final goods and services produced within a country in a given time period. 
 
Question 20 
In a country with a population of 50 million people, there are 20 million children under 
the age of 15 years, 16 million employed, 9 million pensioners, 4 million unemployed 
and 1 million full-time students. The unemployment rate in this county equals 

1) 8% 

2) 10% 

3) 20% The correct alternative is [3] 
4) 30% 

 

Explanation 

 

The unemployment rate is calculated as the proportion of the labour force that is 
unemployed. In this case, 20 million people of the population are under the age of 15, 
therefore they do not constitute the labour force; there are 9 million pensioners and 1 
million full time students. All these people cannot be counted as part of the labour force. 
Therefore the labour force is  
50 million – [20 million + 9 million + 1 million] = 20 million. So the unemployment rate 
can then be calculated as follows: 
 

= 
4

20
 𝑥 

100

1
 = 20% 

 

 

Question 1 

According to Keynes, the level of employment in the economy is determined by 
1) the level of aggregate demand for goods and services. The correct alternative is 

[1]. 
2) prices and wages. 
3) interest rates and money supply. 
4) the behavior of trade unions. 

 

Explanation 

According to Keynes, aggregate demand determines total production or income. It follows that 
employment in the economy will be determined by the level of aggregate demand for goods 
and services. 
 
Question 2 
The consumption function relates the consumption expenditure decisions of households 
to 

1) investment decisions of firms. 
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2) savings decisions of households. 
3) the level of disposable income. The correct alternative is [3] 
4) the nominal interest rates. 

 

Explanation 

The relationship between consumption expenditure and each level of income (disposable) is 
represented by the consumption function. 
 
Question 3 
As disposable income increases, consumption expenditure 

1) increases by the same amount. 
2) increases by a smaller amount. The correct alternative is [2]. 
3) increases by a larger amount. 
4) remains constant. 

 

Explanation 

One of the characteristics of consumption function is that when income increases, consumption 
increases but the increase in consumption is less than the increase in income. This is because 
part of the increase in income is saved. The increase in consumption is determined by the 
marginal propensity to consume. 
 
Question 4 
The value of marginal propensity to consume is 

1) between -1 and +1. 
2) between zero percent and one percent. 
3) between 0 and + 1. The correct alternative is [3]. 
4) between 1 and 10. 

 

Explanation 
The marginal propensity to consume is the proportion of new income that is spent (consumed). 
Since the extra amount consumed cannot exceed the extra income, the marginal propensity to 
consume cannot exceed 1. The MPC lies between 0 and 1. 
 
Question 5 
A form of expenditure that does NOT depend on real GDP or income is called 

1) equilibrium expenditure. 
2) induced expenditure. 
3) autonomous expenditure. The correct alternative is [3]. 
4) aggregate expenditure. 

 

Explanation 

Autonomous consumption refers to consumption that does not depend on income. 
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Use the following table to answer questions 6 and 7. 
 

Income (Y) Consumption 
(C) 

Investment 
(I) 

Government 
Expenditure 

(G) 

Net Exports 
(NX) 

2500 1430 540 400 90 

2400 1360 540 400 100 

2300 1290 540 400 110 

2200 1220 540 400 120 

2100 1150 540 400 130 

 

Question 6 

The equilibrium level of income is 
1) R2 300 

2) R2 500 

3) R2 400 The correct alternative is [3]. 
4) R2 200 

 

Explanation 

At equilibrium autonomous spending or expenditure must equal income. 
Therefore Y=A 
 
Y = C + Ī  + G + NX 
2400 = 1360 + 540 + 400 + 100 
2400 = 2400 
 
Question 7 
What is the value of the marginal propensity to consume? 

1) 0.60 

2) 0.70 The correct alternative is [2]. 
3) 0.10 

4) 0.30 
 

Explanation 

Marginal propensity to consume is calculated as: 
 

= 
∆𝐶

∆𝑌
 = 

1430−1360

2500−2400
 = 

70

100
 = 100 

 

Question 8 

When autonomous expenditure increases, equilibrium aggregate expenditure 
1) increases by an equal amount. 
2) decreases by a greater amount due to the multiplier. 
3) remains constant. 
4) increases by a greater amount due to the multiplier. The correct alternative is [4]. 
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Use the following information to answer questions 9 to 14: 
 
C = 2 500 + 0.5Yd 
I = 1 500 
G = 2 000 
T = 0.2Y 
X = 6 000 
Z = 5 000 + 0.2Y 
 
Question 9 
What is the value of total autonomous expenditure? 

1) 5 000 

2) 7 000 The correct alternative is [2]. 
3) 12 000 

4) 17 000 
 

Explanation 

Total autonomous expenditure is given by the sum of all autonomous components. Therefore: 
 
Ā = C + I + G + (X –Z) 
=2500 + 1500 + 2000 + (6000-5000)  
=7000 
 
Question 10 
What is the value of the multiplier in this economy? 

1) 1.25 The correct alternative is [1]. 
2) 1.67 

3) 2.0 

4) 2.5 
 

Explanation 

The multiplier in this economy (with government and foreign sector) is calculated as follows: 
 

α = 
1

1−𝑐(1−𝑡)+𝑚
 = 

1

1−0,5(1−0,2)+0,2
 = 1, 25 

 
 
Question 11 
What is the value of induced consumption expenditure at the equilibrium level of 
income? 

1) 3 500 The correct alternative is [1]. 
2) 6 000 
3) 4 375 
4) 6 875 

 
Explanation 
Induced consumption is the part of consumption that depends on income and it is given as cY 
(marginal propensity to consume multiplied by the equilibrium income). Remember that you 
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consume from your disposable income which is your income after tax. To calculate this you 
need to first calculate the equilibrium income. 
 
Y = α x Ā 
 
Y = 1, 25 x 7000  
Y = 8750 
 
Then disposable income: 
Yd = Y –Ty 
Yd=8750-(0.2×8750)  
Yd=8750-1750  
Yd=7000 
 
Therefore induced consumption: 
cY= 0.5(7000) 
cY = 3500 
 
Question 12 
What is the value of the budget deficit or surplus at the equilibrium level of income? 

1) 250 (surplus) 
2) 860 (surplus) 
3) -250 (deficit) The correct alternative is [3] 
4) -860 (deficit) 

 
Explanation 
The budget deficit is the difference between government revenue and expenditure. 
 
B= T-G  
B= tY -G  
B=0.2(8750)-2000  
B=1750-2000  
B= -250 
 
Question 13 
What is also the value of Net Exports or trade balance at the equilibrium level of 
income? 

1) -750 The correct alternative is [1]. 
2) +750 
3) -12 750 
4) -6 750 

 
Explanation 
Net export is calculated as the difference between exports and imports, i.e.NX = X –Z 
 
First calculate the value of imports. 
Z=5000+ 0.2Y  
Z=5000+ 0.2(8750)  
Z=5000+1750  
Z=6750 
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Then calculate the value of net exports: 
NX = X –Z 
= 6000-6750  
= -750 
 
This implies imports exceeded exports. 
 
Question 14 
Given that full employment income is reached at a level of 14 300, by how much should 
we change investment so as to achieve full employment income? 

1) 3 323 
2) 2 220 
3) 4 440 The correct alternative is [3]. 
4) 2 775 

 
Explanation 

Y = α x Ā 
 
∆Y =α ∆Ā 
 

∆Ā =
∆𝑌

𝛼
 

 

= 
14300−8750

1,25
 = 

5550

1,25
 = 4440 

 
Question 15 
In the Keynesian model, the price level is assumed to be 

1) exogenous and remaining constant. The correct alternative is [1]. 
2) endogenous and remaining constant. 
3) endogenous and gradually increasing. 
4) exogenous and gradually increasing. 

 
Explanation 
The assumption that prices are given in the simple Keynesian model implies that their values are 
determined outside the model, they are exogenous. Given that prices are given, it implies that 
they are constant. 
 
Question 16 
In the simple Keynesian model of a closed economy without a government 

1) a greater marginal propensity to consume would ensure that a given increase in 
investment spending would lead to a greater increase in total income. The correct 
alternative is [1]. 

2) the multiplier is positively related to the marginal propensity to save. 
3) economic growth is negatively related to consumption spending. 
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4) a greater marginal propensity to save would ensure that a given increase in 
investment spending would lead to a greater increase in total income. 

 
Explanation 
 
Let us use the following example to see why option 1 is the correct answer.  
 
Assume mpc=2/5, Ī=50 and C=20. The multiplier will be 1.66. Therefore income will be 
116.6. If the mpc is now 3/5, Ī=60 and C=20, the value of the multiplier will now be 2.5. 
Income will therefore be 200. We can therefore see that a bigger mpc (3/5) will lead to a 
greater increase in income (from 116.6 to 200) as a result of an increase in investment 
(from 50 to 60). 
 
Question 17 
In a simple Keynesian model with government and foreign sectors, which one of the 
following statements is incorrect? 

1) The change in the level of exports is dependent on exchange rates, among other 
factors. 

2) The change in the level of imports is dependent on the level of domestic income. 
3) An increase in the marginal propensity to import would increase imports. 

4) The multiplier has bigger impact on income when it is assumed that imports are 
dependent on income. The correct alternative is [4]. 

 
Explanation 
When imports are assumed to be dependent on income, that is, induced imports, the marginal 
propensity to import reduces the size of the multiplier and results in a decrease in income. 
Specifically, the greater the amount of money that leaks from the circular flow of income and 
spending (i.e. imports), the smaller the multiplier becomes and the smaller income becomes. 
 
Question 18 
The multiplier effect of an increase in government expenditure income is weakened by 

1) a fall in interest rates. 
2) an increase in the propensity to import. The correct alternative is [2] 
3) an increase in the marginal propensity to consume. 
4) an improvement in business confidence. 

 
Question 19 
Assume the marginal propensity to consume is 0,8 in a closed economy without a 
government. When 

1) consumption increases by R5, investment increases by R1. 
2) consumption increases by R5, savings increase by R1. 
3) investment increases by R1, income increases by R5. The correct alternative is [3] 
4) investment increases by R1, consumption increases by R5. 

 
Explanation 
If the mpc = 0.8, the value of the multiplier will be 5. Therefore an increase in investment by R1 
will result in an increase in income by R5. 
Y = α x Ā 

ΔY =α × Δ Ā 
ΔY = 5×1  
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ΔY = 5 
 
Question 20 
If the government spends more, but keeps the tax rate constant, consumption spending 
will __________, total tax revenues will __________, and investment spending will 
__________. 

1) stay the same; stay the same; stay the same 
2) increase; stay the same; stay the same 
3) increase; increase; stay the same The correct alternative is [3] 
4) increase; increase; increase 

 
Explanation 
Increasing government spending and keeping tax rate constant is an expansionary fiscal policy 
stance. Consumption expenditure increases, resulting in an increase in income. Despite the tax 
rate remaining constant, tax revenue is a function of income and as income increases total tax 
revenue will increase and investment spending will remain the same. 
 
Question 1 
Which one of the following statements is correct? 

1) The transfer of ownership from private enterprise to the government is 
privatization. 

2) The establishment of state owned industries is the same as nationalization. 
3) Privatization is not the opposite of nationalization. 
4) The transfer of ownership of assets from the public sector to the private sector is 

called privatization. THE CORRECT OPTION IS [4]. 
 
Explanation 
Privatisation is the transfer of ownership of assets from the public sector to the private sector. 
 
Question 2 
Which one of the following statements is correct? 

1) There are basically two ways of financing government spending: taxation and 
income from government property. THE CORRECT OPTION IS [1]. 

2) Any budget deficit, irrespective of the way in which it is financed will increase the 
public debt. 

3) Public debt of South Africa, as a percentage of GDP increased between 2000 
and 2006. 

4) A balanced budget is when the budget deficit and the inflation rate is zero. 
 
Question 3 
Personal income tax in South Africa is 

1) a direct, proportional tax. 
2) a direct, progressive tax. THE CORRECT OPTION IS [2]. 
3) an indirect, progressive tax. 
4) an indirect, regressive tax. 

 
Explanation 
Direct taxes are levied on persons – more specifically on the income or wealth of individuals and 
organisations. Indirect taxes are levied on transactions and are usually paid by those who consume 
the goods and services. A tax is progressive when the ratio of tax paid to taxable income increases as 
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taxable income increases. A tax is proportional if the ratio of tax paid to taxable income is the same 
at all levels of income. A tax is regressive if the ratio of tax paid to taxable income decreases as 
taxable income increases. 
 
Question 4 
A tax is progressive if 

1) the marginal tax rate decreases as income increases. 
2) the average tax rate remains the same for all income levels. 
3) the marginal tax rate increases as income increases. THE CORRECT OPTION IS [3]. 
4) only the average tax increases as the income increases. 

 
Explanation 
A tax is progressive if the marginal tax rate increases as income increases. 
 
Question 5 
Which one of the following statements regarding taxes is correct? 

1) Taxes which distort relative prices are not neutral. THE CORRECT OPTION IS [1]. 
2) Equity means that the Gauteng toll system should be scrapped and the national 

fuel price increased to pay for the Gauteng highways. 
3) Equity in the tax system ensures simplicity and neutrality. 
4) In a good tax system compliance costs are equal to administration costs. 

 
Explanation 
Taxation should have the smallest possible effect on relative prices, which are the signals on which 
the various market participants base their decisions. 
 
The graph below shows how the introduction of an excise tax influences the product 
price. Study the graph and answer questions 6 and 7. 

 
 

 
 
Question 6 
Consider the figure above and choose the correct alternative. 
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1) The consumers are not the only party to suffer because of the tax. THE CORRECT 
OPTION IS [1]. 

2) The product price did not increase after the introduction of the tax. 
3) The product price decreased after the introduction of the tax. 
4) The product price increased by the same margin as the tax. 
5) The product price increased by a bigger margin than the tax. 

 
Question 7 
If we assume that the demand curve for cigarettes in the graph above is much more 
steeper or inelastic than in the graph, because cigarettes is a habitual product, then 

1) the consumers will pay a smaller percentage of the tax. 
2) the consumers will pay all the tax. 
3) the firm’s profit and employment will not be influenced. 
4) the government revenue will remain the same. 
5) the consumers will almost pay all the tax. THE CORRECT OPTION IS [5]. 

 
Explanation 
Consumers would pay almost all the tax, in other words they would pay more towards tax than the 
producers. 
 
Use the table below to answer question 8. 
 

COUNTRY WHEAT 
(BUSHELS) (output) 

CLOTH 
(TONS) (output) 

RSA 1000 5000 
FRANCE 200 2000 

 
Question 8 
As shown in the table, by moving along the production possibility frontier of South Africa 
1 000 more bushels of wheat can be produced and 5 000 fewer tons of cloth can be 
produced. Similarly, France can produce 200 more bushels of wheat and 1 000 tons less 
cloth. ____________has/have a comparative advantage in the production of wheat. 

1) South Africa 
2) France 
3) Both countries 
4) Neither country THE CORRECT OPTION IS [4]. 

 
Explanation 
As the question refers to France producing 1000 less cloth instead of 2000 less cloth none of the 
options are correct. All the students received the mark for this question. 
 
Question 9 

A specific tariff imposed on the imports of motor vehicles will 

1) increase the quantity of motor vehicles imported. 
2) increase the level of domestic production of motor vehicles. THE CORRECT OPTION 

IS [2]. 
3) reduce the domestic price of motor vehicles. 
4) reduce the world price of motor vehicles. 

 
Explanation 
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The imposition of a specific tariff would increase the domestic production level of motor vehicles, 
since a tariff would increase the world price to match the domestic price. Before the imposition of 
the tariff, domestically produced motor vehicles would appear expensive to consumers, and as a 
result they would import vehicles. The world price being well below the domestic price, a tariff 
would increase the world price in the domestic market. Some consumers would choose to buy 
locally, because the new price would almost match the local price. As a result, domestic producers 
would now be able to produce and supply more motor vehicles. 
 
Question 10 
The trade balance is 

1) the net value of the South African balance of payments. 
2) the difference between the values of the current account and the financial 

account. 
3) the overall balance of payments position of a country. 
4) the difference in the value of South African merchandise exports, plus net gold 

exports and merchandise imports. THE CORRECT OPTION IS [4]. 
 
Explanation 
The difference between the nation’s exports and imports, including its net gold exports during a 
particular period, is called the trade balance. 
 
Question 11 
If investors from the United States decide to decrease current investment in South- 
Africa because of strike activity then: 

1) The demand of dollar will increase, shifting the demand curve to the right, 
depreciating the value of the rand. 

2) The supply of dollar will decrease, shifting the supply curve to the left, 
depreciating the value of the rand. THE CORRECT OPTION IS [2]. 

3) The demand of dollar will increase, shifting the demand curve to the left, 
depreciating the value of the rand. 

4) The supply of dollar will decrease, shifting the supply curve to the right, 
appreciating the value of the rand. 

 
Explanation 
If investors from the United States decided to decrease their current investment in South Africa due 
to strike activity, there would be a decrease in the dollar supply, hence depreciation in the value of 
the rand. 
 
Question 12 

Which of these methods can be used to calculate GDP? 

1) Expenditure method, production method and input method. 
2) Production method, domestic method and income method. 
3) Expenditure method, production method and income method. THE CORRECT 

OPTION IS [3]. 
4) Production method, investment method and expenditure method. 

 
Explanation 
The three methods of calculating GDP are the expenditure method, the production method and the 
income method. 
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The table below shows the GDP at constant prices of country B for the years 1 and 2. 
 

Year GDP @constant prices 
1 100 

2 107 

 
Question 13 
Which of the following statements are correct? 

1) The increase in the GDP from year 1 to year 2 can be the result of an increase in 
the general price level. 

2) The increase in the GDP from year 1 to year 2 can be the result of an increase in 
production and/or an increase in the general price level. 

3) The increase in the GDP from year 1 to year 2 can only be the result of an 
increase in production. THE CORRECT OPTION IS [3]. 

4) It is impossible to tell whether the increase in the GDP at constant prices from 
year 1 to year 2 represents economic growth. 

 

Explanation 
A GDP at constant prices eliminates the effect of price changes. A GDP of 107 for year 2 shows that 
there has been an increase in production, since only year 1 prices were used to calculate the GDP for 
year 2. 
 
Question 14 
The CPI for all urban areas in South Africa was 111.7 at the end of 2010 and 117.3 at 
the end of 2011, the inflation rate over these two years was? 

1) 7.1% 
2) 5.4% 
3) 4.4% 
4) 5.0% THE CORRECT OPTION IS [4]. 

 
Explanation 
 

Inflation = 
𝐶𝑃𝐼2011−𝐶𝑃𝐼2010

𝐶𝑃𝐼2010
 𝑥 

100

1
 

 

= 
117,3−111,7

111,7
 𝑥 

100

1
  = 5, 0% 

 
Question 15 
In the national accounts, the difference between gross investment and net investment is 

1) imports. 
2) capital flight. 
3) income earned by foreigners. 
4) depreciation. THE CORRECT OPTION IS [4]. 

 
Explanation 
The formula for gross investment is gross investment = net investment + depreciation. If we deduct 
the amount of investment needed to replace worn-out capital goods from gross investment, we get 
net investment. Therefore the difference between gross investment and net investment is 
depreciation (gross – net investment = depreciation) 
 
Question 16 
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Which one of the following identities is correct? 
1) GDP at market price + taxes on products – subsidies on products = GDP at basic 

prices. 
2) GDP at basic prices + taxes on production – subsidies on products = GDP at 

factor cost. 
3) GDP at factor cost + taxes on products – subsidies on products = GDP at basic 

prices. THE CORRECT OPTION IS [3]. 

4) GDP at market price + taxes on production – subsidies on products = GDP at 
factor cost. 

 
Explanation 
The term factor cost or basic price is used in the national accounts to refer to the prices of products 
as received by producers. Market prices are the prices paid by consumers. Thus factor cost or basic 
prices are equal to market prices minus taxes on products plus subsidies on products. None of the 
options is correct. All students received the mark for this question. 
 
Question 17 
An appropriate measure of government’s involvement in economic activity is 

1) the volume of government subsidies. 
2) the total government spending. 
3) the share of government spending in total spending in the economy. THE CORRECT 

OPTION IS [3]. 
4) the growth of government spending. 

 
Explanation 
An appropriate measure of government involvement in economic activity is the share of government 
spending in relation to total spending in an economy. 
 
Question 18 
Which of the following is true about the difference between legal incidence and effective 
incidence? 

1) Legal incidence relates to the person who is expected to handover the tax to 
government whilst effective incidence concerns the person who ultimately bears 
the burden of paying the tax. THE CORRECT OPTION IS [1]. 

2) Legal incidence is the individual who ultimately bears the tax burden whilst 
effective incidence relates to the individual who is expected to hand over the tax 
to the government. 

3) Legal incidence is when the tax burden is shifted forward to consumers whilst 
effective incidence occurs when the tax is shifted backwards to employees. 

4) Legal and effective tax incidence basically means the same thing and therefore 
can be used interchangeably. 

 
Explanation 
Legal incidence refers to the person who is legally obliged to pay a tax, while effective incidence 
refers to the person actually bearing the economic burden of the tax.  
 
Question 19 
Under a system of floating exchange rates 

1) the currencies of countries with a relatively high inflation rate tend to appreciate. 
2) the currencies of countries with a relatively high inflation rate tend to depreciate. 

THE CORRECT OPTION IS [2]. 

3) the currencies of countries with a relatively low inflation rate tend to depreciate. 
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4) exchange rates are insensitive to differences in the rate of inflation between 
countries 

 
Explanation 
Inflation is associated with currency depreciation while deflation is associated with currency 
appreciation. If the country’s inflation rate is high relative to that of its trading partners, the 
country’s goods seem expensive to the residents of other countries. The country’s citizens therefore 
buy more foreign goods because they seem cheap, and this causes depreciation in the value of the 
local currency. If the home country’s inflation rate is lower than that of its trading partners, the local 
currency tends to appreciate. 
 
Question 20 

Assume the domestic price of good X is R12 and the world price is R10. In the short run, 
if there is no trade restrictions on good X, net exports 

1) and GDP in the domestic economy will increase. 
2) and GDP in the domestic economy will decrease. THE CORRECT OPTION IS [2]. 
3) will increase and GDP in the domestic economy will decrease. 
4) will decrease and GDP in the domestic economy will increase. 

 
Explanation 
If the domestic price is higher than the world price, more imports are encouraged and net exports 
(exports – imports) fall. If imports are greater than exports, net exports are negative and GDP 
decreases. 
 
Question 1 
Which of the following statements regarding the relationships between production, 
income and spending is incorrect? 

1) Total spending is equal to income at the equilibrium level of production and 
income. 

2) When total spending is greater than income both productions levels and income 
will decrease. THE CORRECT CHOICE IS [2]. 

3) There will be disequilibrium when total spending is lower than income. 
4) When total spending is lower than income production levels will fall. 

 
Explanation 
A > Y is one of the possible disequilibria that can occur between total spending and income. 
 
Question 2 
Which of the following decisions can be analysed in the simple Keynesian model? 

1) Interest rate fluctuations 
2) Savings of households THE CORRECT OPTION IS [2]. 

3) Investment by government 
4) Foreign investment by firms 

 
Explanation 
By assumption, the simple Keynesian model considers only the consumption and saving behaviour of 
households and investment decisions by firms. 
 
Question 3 
Which of the following statements is/are correct regarding the assumptions of the simple 
Keynesian model? 

a) Prices and wages are given. 
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b) The money supply is given but not interest rates. 
c) Spending (demand) is the driving force that determines the level of economic 

activity. 
 

1) All the statements are correct. 
2) a and b 
3) a and c THE CORRECT OPTION IS [3]. 

4) a 
5) None of the above statements are correct. 

 
Question 4 
The most important determinant of a household’s consumption in the Keynesian model 
is 

1) disposable income THE CORRECT OPTION IS [1]. 
2) total wealth 
3) net wealth 
4) number of individuals in the household 

 
Explanation 
The most important determinant of a household’s consumption in the Keynesian model is disposable 
income. As income increases, a household spends more, which means that, as income increases, 
consumption also increases. 
In terms of the consumption function C = Č + cY , more of Y would increase C 
 
Question 5 
If a household’s income falls from R21 000 to R17 000 and its consumption falls from 
R19 000 to R16 000, then its marginal propensity to 

1) consume is 0.33. 
2) consume is -0.88. 
3) save is 0.25. THE CORRECT OPTION IS [3]. 
4) save is 0.75 

 
Explanation 
MPC is the change in consumption (C) divided by the change in disposable income (Yd) or household 
income. The change in household income in this case = R17 000 – R21 000 = – R4 000, and the 
change in consumption is = R16 000 – R19 000 = – R3 000. 
 

Therefore MPC = 
∆𝐶

∆𝑌𝑑
 =

−3000

−4000
 = 0. 75 

 
Since MPS = 1 – MPC, we have MPS = 1 – 0,75 = 0,25  
 
Question 6 
The multiplier in the Keynesian model equals the 

1) equilibrium level of income for a given level of aggregate expenditure. 
2) increase in autonomous expenditure brought about by a change in income. 
3) equilibrium level of income divided by autonomous expenditure. THE CORRECT 

OPTION IS [3]. 

4) increase in equilibrium income when autonomous expenditure increases. 
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Question 7 
Given the following information: 
Marginal propensity to consume   = 0.9 
Investment      = R170m 
Autonomous consumption    = R90m 
 
What will the equilibrium level of income be? 

1) R 800m. 
2) R2 600m. THE CORRECT OPTION IS [2]. 
3) R2 900m. 
4) It is not possible to calculate the equilibrium level of income from the given 

information. 
 
Explanation 
 

α = 
1

1−𝑐
 = 

1

1−0,9 
 =

1

0,1
 = 10 

 
Y = αĀ  =α(Ī + Č) = 10(170 + 90) = R2600m 
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Questions 8 and 9 are based on the following figure of a model of a closed economy 
without a government sector. 
 

 
 
 
 
 
Question 8 
Which of the following statements are correct? 

a) Autonomous private consumption is R300m. 
b) Autonomous investment is R400m. 
c) Total autonomous spending is R700m. 

 
1) All the statements are correct. 
2) a and c 
3) a THE CORRECT OPTION IS [3]. 
4) b 
5) c 

 
Explanation 
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Autonomous consumptions is 300 and autonomous investment is C + I – C = I (400 – 300 = 100), 
since total autonomous spending is Ī + Č = 400 
 
Question 9 
Which of the following statements are correct? 

a) The marginal propensity to consume is ½. 
b) The marginal propensity to consume is 1/3. 
c) The multiplier is 2. 

 
1) a and c 
2) b and c 
3) a 
4) b THE CORRECT OPTION IS [4]. 

5) c 
 
Explanation 
In a closed economy without government spending, aggregate expenditure (A) is given by C + I. But 

C consists of autonomous consumption spending as well as induced consumption (MPC x Y). With Č 

+ Ī = 400 and C = Č + cY, where c = MPC and Y = national income, A = C + Ī = Č + Cy + Ī . Č 

= 300, Ī =100 and at equilibrium A = Y. A = Č + cY + Ī = 300 +cY +100. At A= Y , Y=600, 
therefore Y = 300 + c Y +100.   
Y = 400 + c Y , substitute Y = 600 and solve for c. 600 = 400 + c (600)  
600 – 400 = c(600)  
200 = c(600) solving for c gives c = 200/600 = 1/3. And the multiplier is 1/(1-c) = 1/(1-1/3) = 1 
1,5. 
 

Questions 10 to 12 are based on the following information: 
 
Full employment output   = R 90m 
exports     = R 10m 
the marginal propensity to import  = 0.15 
autonomous imports    = R 10m 
the tax rate     = 0.3 
investment     = R 21m 
autonomous consumption   = R 17m 
the marginal propensity to consume = 0.5 
 
Question 10 
The value of the multiplier is 

1) 1.333 
2) 2.222 
3) 1.25 THE CORRECT OPTION IS [3]. 
4) 2 

 
Explanation 
 

α = 
1

1−𝑐(1−𝑡)+𝑚
 =

1

1−0,5(1−0,3)+0,15
 =

1

1−0,5(0,7)+0,15
 =

1

1−0,35 0,15
  

 

=
1

0,8
 =1, 25 
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Question 11 
To obtain full employment, government spending should be: 

1) R 0 
2) R 25m 
3) R 34m THE CORRECT OPTION IS [3]. 

4) R 44m 
 
Explanation 
As always, Y = αĀ, thus if Y should be R90 m and α (the multiplier) has been calculated as 
1,25, then Ā = 90 ÷ 1,25 = R72 m.  
Therefore, autonomous G = Ā (R72m) minus autonomous C (R17m) minus autonomous I 
(R21m) minus autonomous exports X  
(R10m) plus autonomous imports (Z) (R10m) = R 34m. 
 
Question 12 

At the full employment level of output, the government budget will be in 
1) Deficit THE CORRECT OPTION IS [1]. 
2) Surplus 
3) balance. 
4) It is not possible to determine from the given information. 

 
Explanation 
The government revenue at Y = R90 m will be Y multiplied by tax rate, thus 90 x 0,3 = R 
27m.  
G was calculated as R34 m in the answer to the previous question.  
Thus government revenue less government expenditure equals = surplus (+) or deficit (-). 
From the calculations using the above information, 
 
Tax revenue – government spending = surplus (+) or deficit (-)  
R90 x 0.3 = surplus or deficit  
R27 – R34 = -R7m  
 
Since government spending exceeds government revenue by R7m, there is a deficit. 
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Consider the following graph to answer questions 13 and 14. 

 
 
Question 13 
A decrease in tax rate will 

1) raise the intercept of curve A2 but leave A1 unchanged. 
2) raise the intercepts of both curves A2 and A1. 
3) raise the slopes on both curve A2 and A1. THE CORRECT OPTION IS [3]. 

4) raise the slope of curve A2 but leave A1 unchanged. 
 
Explanation 
A change in the tax rate would affect the multiplier and hence the slope but not the intercept, and a 
decrease would increase the slope. This would affect both spending curves, since it does not depend 
on whether the economy is open or closed. 
 
Question 14 
An increase in the marginal propensity to import will 

1) make curve A2 steeper, leaving its intercept unchanged. 
2) lower the intercept of curve A2 without changing its slope. 
3) change both the intercept and the slope of curve A2. 
4) make curve A2 less steep, leaving its intercept unchanged. THE CORRECT OPTION IS 

[4]. 
 
Explanation 
A change in the marginal propensity to import would affect the multiplier and hence the slope, but 
not the intercept. An increase in marginal propensity to import would decrease the slope, not 
increase it. 
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Question 15 
In an economic model, an endogenous variable is 

1) a stand-in for more complicated variables. 
2) determined by the model itself. THE CORRECT OPTION IS [2]. 
3) determined outside the model. 
4) a variable that has no effect on the workings of the model. 

 
Explanation 
An endogenous variable is a dependent variable generated within the model. Its value is determined 
by the states of other variables in the model or system. 
 
Question 16 

Gabriel's disposable income increases from R2 000 to R2 500. As a result his saving 
increases from R300 to R450. This implies that his marginal propensity to save is 

1) 0,3 THE CORRECT OPTION IS [1]. 
2) 0,7 
3) 0,76 
4) 0,82 

 
Explanation 
 
C =Č + cYd 
 
S=Yd –(Č + cYd) 
 
S = -Č +Yd + cYd = -C +(1-c)Yd 
 
Where 1-c is the marginal propensity to save (MPS) 
 
A change in disposable income = R2 500 – R2 000 = R500, and a change in savings = R450 – R300 = 
R150. Therefore the MPS is: 
 

=
∆𝑆

∆𝑌𝑑
 = 

150

500
 = 0, 3 

 
Question 17 
Assume share prices on the Johannesburg Securities Exchange drops dramatically and 
families find that their wealth has declined. Which of the following is consistent with this 
decline in family wealth? 

1) The marginal propensity to consume in South Africa will decrease. 
2) The marginal propensity to consume in South Africa will increase. 
3) Autonomous consumption in South Africa will increase. 
4) Autonomous consumption in South Africa will decrease. THE CORRECT OPTION IS 

[4]. 
 
Explanation 
Autonomous consumption is a part of consumption that is not determined by income. A decline (fall) 
in wealth causes families to reduce their consumption spending, which is reflected as a fall in 
autonomous consumption. 
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Question 18 
If the government increases government expenditure, but keeps the tax rate constant, 
consumption spending will __________, total tax revenues will __________, and 
investment spending will __________. 

1) stay the same; stay the same; stay the same THE CORRECT OPTION IS [1]. 
2) increase; stay the same; stay the same 
3) increase; increase; stay the same 
4) increase; increase; increase 

 
Explanation 
An increase in government expenditure would raise the level of aggregate spending, leave the 
multiplier unchanged and increase the equilibrium level of income. It would not influence either of 
the variables. 
 
Question 19 
The marginal propensity to import 

1) increases as income increases. 
2) decreases as income increases. 
3) remains constant as income increases. THE CORRECT OPTION IS [3]. 

 
Explanation 
The marginal propensity to import represents the proportion of national income that is spent on 
imports. As income increases, the marginal propensity to import remains constant, because it does 
not depend on the amount of income. Only the induced imports increase when income increases. 
 
Question 20 
Given the import function Z = 300 + 2/3Y, 

1) the marginal propensity to save is 1/3. 
2) the induced component is 300. 
3) imports are seen as autonomous. 
4) 2/3 is the proportion of any increase in income that is spent on imports. THE 

CORRECT OPTION IS [4]. 
 
Explanation 
The marginal propensity to import represents a change in imports that results from a one unit 
change in national income. It is given as a change in imports divided by a change in national income. 
Therefore 2/3 is the proportion of any increase or decrease in income spent on imports 
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