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MONETARY SECTOR 

What is money?  

Money is what we use to make payments for our debts, goods, services, products, and 

financial assets.  But unlike gold or silver money, modern money has no real value - it 

is just green paper with no intrinsic value - but everyone wants more of it. Why? It is 

because money is an asset that performs three very important functions in the 

economy.  

FUNCTIONS OF MONEY 

Medium of exchange   

Money is an asset used as a means to make final payment. We use dollars to pay for 

goods and services. Increases efficiency of trade and exchange. Without money in the 

economy, we would have a barter economy, where we would trade goods for goods, 

or services for goods, etc. instead of money for goods or services.  Barter is inefficient 

because it relies on the "double coincidence of wants."  

For example, to get food, you would have to find a farmer who has what you want 

and you would have to have something the farmer wants. To get medical service, the 

farmer would have to find a doctor who wants a cow or milk, etc. Barter is extremely 

inefficient.  
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Compared to barter, money is extremely efficient. The farmer can sell a cow for 

money, and then go out and buy whatever he/she wants with the cash - medical 

services, electricity, etc. Money eliminates the "double coincidence of wants" and 

makes the economy operate much more efficiently.  

When is barter efficient? - baseball card convention, coin/stamp trading, etc. Market 

for dating/marriage. Russia - Pepsi/Stolys. To avoid high taxes. Or during 

hyperinflation.  

Money is used as a unit of account.  

In the RSA, everything is priced in rands, so we have a standard unit of measurement 

(ZAR) to measure value in the economy, just like we use standard units to measure 

distance (yards, feet, miles, kilometers, etc). Money is a measuring rod of value. By 

having a common unit of account (measurement), we can compare prices/values 

easily since economic value is stated in rands.  

Another reason that a barter economy is inefficient - there is no standard unit of 

measurement. Makes comparison shopping very difficult.  

Store of value/wealth 

Money is used as a financial asset to transfer purchasing power from the current 

period to a period in the future. You can put R100 bills under your mattress and 

transfer purchasing power to a later period (next year, ten years from now, etc.).  You 
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can also store wealth in stocks, bonds, mutual funds, real estate, etc., but money has 

some advantages:  

Advantages of money as an asset (vs. stocks, bonds, real estate):  

a. cash is more liquid than any other asset - (Liquidity: the degree to which an asset 

can be converted to cash quickly without loss of value.) Stocks and bonds are not as 

liquid as cash.  

b. cash has a fixed nominal value (R100 bill will always be worth R100) - unlike 

stocks/bonds/real estate which could fluctuate in value.  

c. cash is anonymous  

Disadvantages of money as an asset:  

a. pays no interest, and will lose value (purchasing power) when inflation is positive  

b. cash is anonymous  

In most cases, the same currency is used for the unit of account, the medium of 

exchange and a store of value.  

Why is money valuable?  

Commodity money has been used throughout history until this century - gold, silver, 

copper, tobacco, beads, salt, etc. We were on a limited form of commodity money 

until 1970, when all silver was removed from the half dollar. Silver was removed from 

quarters/dimes in 1964.  
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Advantage of commodity money - limited supply of precious metal can prevent 

inflation and stabilize the price level. Exception: tobacco.  

Disadvantage: uses up scarce resources. High opportunity cost. Gold/silver has other 

uses besides coins.  

Fiat money  

= money which has no intrinsic value and is not backed by a commodity. Paper 

money, metal coins and checks are now used in RSA and this is fiat money. Fiat money 

means that the government has issued a decree of fiat, that RSA ZAR are legal tender - 

for all debts, public and private. It is illegal for a bank or private company to issue legal 

tender.  

 

  SUPPLY OF MONEY  

How do we measure money?  For the central bank to regulate the money supply (MS), 

they have to know how much money is in circulation.  There is no clear definition of 

exactly what money is.  For example, you have R1000 cash, that is definitely money, 

but what if you have a R1000 Certificate of Deposit (CD) or a R1000 T-bill?  You can't 

use the CD or T-Bill to pay for goods and services, but they fit the definition of money 

as a store of value.  Economists and the FRS use three arbitrary measures of money - 

M1, M2 and M3 - to account for the different functions of money.  

http://www.lucianotutorials.com/


We simply Economics 

10 
www.lucianotutorials.com                                                                                                                012 751 7588 

M1 - most narrow definition of money.  M1 measures those forms of money that can 

be used as a medium of exchange - money used for final payment. Only three ways to 

make final pmt.: pay with cash, write a check or use a traveler's check. There are two 

different types of checking accounts:  

 

a) demand deposits, which are non-interest bearing checking accounts.  Most 

businesses have demand deposit checking accounts.  

b) other checkable deposits, that are interest-bearing personal checking accounts. 

Usually limits/restrictions to get interest, like maintaining a minimum account balance 

to get interest.  

M2 - broader definition of money than M1. M2 includes everything in M1 plus other 

forms of money, all interest bearing financial assets. M2 includes money used as a 

store of value.  M2 includes all savings accounts, small CDs, money market mutual 

funds, short-term overnight deposits.  

We take supply of money as exogenously determined, i.e. we say its fixed thus the 

supply curve is as below 
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Money supply diagram 
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CREDIT CARDS VS MONEY  

Money is a financial asset that provides us with current or future purchasing power. 

Credit cards are not part of the money supply because they are just convenient ways 

to make a loan. You are actually borrowing money from the bank that issued the card, 

and payment is deferred until you make pmt. to the credit card issuer. Money is an 

asset that represents current or future purchasing power. Credit purchases do not 

technically represent purchasing power; they represent consumer credit, a way to 

defer final payment.  Credit cards are not counted as part of the MS, but do affect the 

money supply, since having the convenience of plastic reduces our average cash 

balances, decreases our demand for money.     

   

DEMAND FOR MONEY 

Think of money as cash or non-interest checking balances. Money demand (MD) is the 

amount of cash/checking that people/businesses are willing to hold at any given time, 

given our current level of income and wealth.  We all want more income/ wealth, but 

at a given level of income or wealth, the amount of money we hold is MD. 

Motives of holding money  

1. Transaction motive- this money is held to carter for day-day transactions such 

as buying bread on routine basis 
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2. Precautionary Motive –  

the money is held to carter for the unforeseen, contingencies e.g. holding just 

in case something bad happens and I would need money 

3. Speculative purposes 

Holding money so that you can take advantage of any opportunity which might 

arise and make profit  

 

Balances 

Transaction balance + Precautionary Balance =Active Balance 

Speculative Balance = Passive Balances 

 

Factors affecting Money Demand (MD) 

 

1. Income 

 There is negative relationship between income and demand for money 

 A change in income will cause MD to shift upwards or to the right while a 

decrease causes a left shift of MD curve 

 

Y ↑   → MD↑ or    Y↓ → MD↓ 
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2. Interest Rate 

MD is inversely related to the Interest Rate - think of the Interest Rate as the 

Interest Rate on bonds, savings accounts or CDs. Interest Rate is the 

Opportunity Cost of holding cash balances. If you hold R1000 in cash at 0%, 

you are giving up interest earned from buying a bond, CD or putting cash into a 

savings account.  Even when you hold money in an interest bearing checking 

account (1%), you are still usually giving up a higher interest rate in a CD or 

savings account (3-4%), so there is still an opportunity cost to holding cash 

balances in a checking account. 

 

 There is a negative relationship between interest rate and  MD 

 When interest increase the demand for money decreases 

 A change in interest causes a movement along the MD curve as below 
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Monetary Policy 

These are the actions of the central bank in trying to influence economic activity via 

interest rates and money supply. 

Expansionary MP is aimed at stimulating economic activity by increasing money 

supply or reducing interest rates. 

Contractionary MP will discourage economic activity by increase of interest rates and 

reduction of money supply.  

 

Impact of expansionary MP (increase of MS) 

 MS will shift to the right 

 At new equilibrium the interest rate is lower  
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SELF ASSESSMENT QUESTIONS 

1. List four of the main functions of the South African Reserve Bank.   (4) 

 Issuing banknotes and coins 

 Acting as banker for the other banks 

 Acting as banker of government 

 Acting as custodian of the country’s gold and other foreign reserves 

 Formulating and implementing the monetary policy 

 

2. Use the following diagrams of the money market to show the effect on 

equilibrium of:  • an increase in the interest rate.   (1)   

(i)  
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 You should know that a change in interest rate causes a movement along 

the demand curve as below: 

 

 

 

 

 

 

 

• a decrease in the income level.   (2) 
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 Decrease in income will cause money demand curve to shift to the left as 

below 

 

 

 

 

 

 

 

For more question refer to our exam pack with questions and solutions from 2009-

2012 
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MEASURING PERFORMANCE OF THE ECONOMY 

The Variables 

• Gross domestic product and its components 

• Balance of payments and exchange-rate 

• The price level  

• Employment and wages 

Defining GDP 

• Two definitions of GDP: 

– The market value of final goods and services produced in a country in a 

given year  

– Total income earned by domestically-located  

factors of production.  

• Remember that in any market transaction expenditure for the buyer equals 

income (revenue) for the seller. 

Ways of measuring GDP 

• Expenditure: sum of expenditure or purchases by final users 

• Income: sum of incomes earned or costs incurred in production 
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• Value added: total sales less the value of intermediate inputs or sum of value 

added at each stage.    

Expenditure Approach 

• Expenditure: sum of expenditure or purchases by final users 

• Income: sum of incomes earned or costs incurred in production 

• Value added: total sales less the value of intermediate inputs or sum of value 

added at each stage.    

Consumption Approach 

• Consumption is spending by households on: 

– durable goods 

– nondurable goods  

–  services 

• Spending on used or secondhand goods and on new houses are excluded. 

• Consumption expenditure accounts for about two thirds of GDP in the US. 

Investment 

• Investment is spending by business firms on plant, equipment, and inventories 

and spending by households on housing. 

• Investment has three components: 
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– Nonresidential fixed investment  

– residential fixed investment 

– Inventory investment (change in inventories from year end to year end) 

 

Stocks vs. Flows 

A stock is a quantity measured at a point in time.   E.g. “The RSA. Capital stock was 

$26 trillion on January 1, 2006” 

A flow is a quantity measured per unit of time.  E.g., “RSA investment was $2.5 trillion 

during 2006.” 

Government Spending 

• Consists of the purchases of goods and services by federal, state, and local 

government. 

– Excludes transfer payments and interest payments. 

• Note that the distinction between consumption, investment and government 

purchases is primarily based on the type of purchaser! 

Exports and Imports 

• Exports (EX) are goods produced in the country but purchased by economic 

agents from other countries. 
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• Imports (IM) are goods purchased by economic units in the country but 

produced in other countries. 

• Net exports (X) equal the difference between exports and imports, also called 

the trade balance.   

 

Value added 

definition:  A firm’s value added is the value of its output  minus  the value of the 

intermediate goods  

the firm used to produce that output.    

Illustration 

– The miller turns the wheat into flour  

and sells it to a baker for $3.00.   

– The baker uses the flour to make a loaf of  

bread and sells it to an engineer for $6.00.   

– A farmer grows a bushel of wheat  

and sells it to a miller for $1.00.   

– The engineer eats the bread.   

Compute & compare value added at each stage of production and GDP 
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Final goods, value added, and GDP 

• GDP  = value of final goods produced  

          = sum of value added at all stages of production. 

The value of the final goods already includes the value of the intermediate goods,  

so including intermediate and final goods in GDP would be double-counting.   

 

**We have now seen that GDP measures 

– total income 

– total output 

– total expenditure 

– the sum of value-added at all stages  

in the production of final goods 

Real vs. nominal GDP 

• GDP is the value of all final goods and services produced.     

• nominal GDP measures these values using current prices.   

• real GDP measure these values using the prices of a base year.   

Changes in nominal GDP can be due to: 
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– changes in prices.  

– changes in quantities of output produced. 

Changes in real GDP can only be due to changes in quantities, because real GDP is 

constructed using constant base-year prices.   

The price level 

• The price level measures the purchasing power of the currency. 

• Deflators computed from GDP and the Consumer Price Index are alternative 

measures of the price level. 

• The percentage change in the price level from one year to the next is the rate of 

inflation or deflation, depending on the sign.  

GDP Deflator 

• The inflation rate is the percentage increase in the overall level of prices. 

• One measure of the price level is  

the GDP deflator, defined as 

GDP Deflator =100*Nominal GDP/Real GDP 

 

Consumer Price Index (CPI) 

• A measure of the overall level of prices  
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• Published by the Bureau of Labor Statistics (BLS)  

• Uses:  

– tracks changes in the typical household’s  

cost of living 

– adjusts many contracts for inflation (“COLAs”) 

– allows comparisons of dollar amounts over time 

• The CPI measures the cost of a fixed basket of goods and services in the current 

year compared to a base year.  It measures the cost of living of a typical urban 

household. 

  It is published monthly by the Dept of Stats 

 

Measuring Inflation 

CPI is a measure (index) of changes in the average price of consumer goods and 

services. 

Inflations rate is the annual (monthly or quarterly) of increase in the average price 

level. 

 

Calculating the CPI  
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Calculation has three steps: 

1. Find the cost of the CPI basket at base period price. 

2. Find the cost of the CPI basket at current period prices. 

3. Calculate the CPI for the base period and the current period. 

CPI = 100



yearbaseatproductsofCost

pricecurrentproductsofCost
 

Basically CPI provides a way of averaging price increase by comparing the cost of the 

basket rather than the price of each item. 

 

Measuring Inflation  

Inflation rate – The percent change in the price level from one year to the next. 

Denoted as: 

100



yearpreviousCPI

yearpreviousCPIyearcurrentCPI
 = %ΔCPI 

 

 

CPI vs. GDP Deflator 

prices of capital goods 
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– included in GDP deflator (if produced domestically) 

– excluded from CPI 

prices of imported consumer goods 

– included in CPI 

– excluded from GDP deflator 

the basket of goods 

– CPI:  fixed 

– GDP deflator:  changes every year 
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INCOME DETERMINATION:KEYNISIAN MODEL 

Assumptions 

Refer to BOX 18-2 of the prescribed text book. 

 

Differences from the Classical Model 

 

• The Keynesian model does not assume that markets clear in the short-run. 

In fact, it believes that prices are sticky downward. That is,  prices may not  decrease to 

 bring the market to equilibrium. This is why it focuses on the short-run.  

• In the short-run spending depends upon income. 

• Whereas the classical model focused on equilibrium in the labor market determining 

the level  of output, the Keynesian model will focus on the domestic spending of  

consumers.  

 

The Keynesian Model w/out Government 

 
• Households have 2 choices for spending their income, Purchase goods and servi
ces (Consumption) or Save. 

 
• Firms have 2 types of expenditures, purchase goods and services (Consumption)

      or purchase equipment and structures from borrowed funds (Planned Investment) 
 

• In the short-run, planned investment is taken to be independent of income. 
 
• There is a funds market where savings is made available to firms that wish to borr
ow. 
 

Disposable Income = Income - Taxes 

Since there is no government, taxes are equal to zero. Therefore, real income is 

equal to real disposable income. Y = YD
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Consumption Function  
 Algebraic equation that describes the relationship between consumption and real (dispo
sable) income. There is a positively sloped relationship between real consumption  
and spending and real (disposable) income. 
 
 

C = f (Y ) 
= a + bY 
 

Where the intercept “a” is called autonomous consumption and the slope “b” is called 
the marginal propensity to consume. 

 

Autonomous Consumption  

the part of consumption spending that is independent of income.This is  the  intercept  

of the consumption function. 

 

Marginal Propensity to Consume (MPC)  

The amount by which consumption spending rises when (disposable) income rises by one 

dollar. This is the slope of the consumption function 

 

MPC=∆C/∆Y  

Diagram 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Demand 

                                                                                             C=1000+0.8Y 

 

       1000 

                     

                                                                                                                 Income 
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In the above graph, autonomous consumption is 1000 So, when there is no income 

thetotal level of consumption is $1000. This $1000 must have come out of savings. The

 marginal propensity to  consume is 0.80. In  other words, if given an  additional  

dollar of income there would be  an increase in  consumption of $0.80. Likewise, if  

income decreases by $1 then consumption would decrease by $0.80.  

 
The Savings Function 

Algebraic equation that describes the relationship between savings and real (dispos

able) income. There is a positively sloped relationship between real consumption  

and spending and real (disposable) income. 
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Consider diagram 
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Marginal Propensity to Save (MPS) -
 The amount by which savings rises when (disposable) income rises by one dollar. This  
is the slope of the savings function. 
 
 

MP S = 
∆S /∆Y

 
 
 

Deriving the Savings Function 

Since savings by definition is the amount left over income after consumption has taken 
place, we can represent savings as a function of income. 
 
 

Y ≡ C + S 

or 
S ≡ Y − C  

We now have savings written solely as a function of income,because we know that 
consumption is a function of income. If the consumption function is known deriving 
the savings function is just a matter of algebra. 
 
 

S = Y − (a + bY ) 

= Y − a − bY 
= −a + (1 − b)Y 
 

Here the intercept is the same magnitude as autonomous consumption but it has a 
different sign. This is because when we have no income and still spend on consump
tion we must have gotten it from savings. The slope of the  savings function,  the MPS,  
is (1 - b) or (1 -MPC). This is due to the fact that any  additional dollar  of real  
(disposable) income must be spent either on consumption or savings. 
 
 

MP C + MP S = 1  

Example Given the consumption function of C = 1000 + 0.8Y we would like to know  

The savings function. 

We substitute the consumption function into equation (??). This gives us 
 

S = Y − (1000 + 0.8Y ) 

= Y − 1000 − 0.8Y 
= −1000 + 0.2Y 
 

So, we find that when income is equal to $0, consumption is $1000 and savings is -$1000. 
In addition, the MPC was 0.8 and the MPS is 0.2. So if given an additional dollar of inco
me we will spend $0.80 and save $0.20, which of course sums to $1. 
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Solving for Equilibrium 
 
The Keynesian Model defines equilibrium like the Classical Model. The total amount peo
ple want to purchase should be equal to the total amount firms want to produce. 
 
 

AE = Y 

C + I = C + S 
I = S 
 

One major difference here is that since we are dealing with the short run, we do no

t analyze the funds market. Firms have decided the amount of planned  investment 

based upon the current interest rate and both are held constant. In our  case we will 

assume that planned investment is equal to zero. 

 

Solving for equilibrium can be done in one of two ways; Using the consumption function 
or using the savings function. In both cases we will achieve the same result due to the f
act that C + I = Y simplifies down to 

I = S. 
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The Consumption Route  

To solve for equilibrium using the consumption function we will use C + I = Y.  Here we 
haven’t broken income into its two components from the equilibrium condition. 

Substituting our consumption function, the level of planned investment into our equilib- 
rium condition and solving we have 
 

C + I = Y 
1000 + 0.8Y + 0 = Y 

-0.8Y -0.8Y 
1000 = 0.2Y 

Y∗ = 5000 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

We can draw a line on the consumption function graph such that every point along the 

x-axis, in this case income, is equal to the same point on the y-
axis, in this case aggregate 
expenditure. Since every point along this line requires that income is equal to aggreg
ate 
expenditure this line represents all possible equilibrium points. Every equilibrium point 
will 
be on this line. Due to the fact that this line bisects our graph we call it the 45◦ line. 

 

In our example I = 0 so, aggregate expenditure is equal consumption. We will be in 
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equilibrium if C = Y. So, where C crosses the 45◦ line is our equilibrium level of out
put. 
This happens when income is equal to 5000. When income is 5000, then consumptio
n is 
1000 + 0.8(5000) = 5000. So, consumption is equal to income and we are in equilibrium
 if 
planned investment is zero. 

 

 

 

 

 

 

 

 

 

 

 

The Savings Route 

To solve for equilibrium using the savings function we will use the simplified equilibri

um 
condition, I = S. 

Substituting our savings function, the level of planned investment into our equilibri

um 
condition and solving we have 
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KM: The Multiplier Model - Principles of Macro - R IT  -
 Dr. Jeffrey Burnette 

 

I  = S 

0 = −1000 + 0.2Y 
1000 = 0.2Y 

Y ∗ = 5000 
 
 
 
 
 
 
 
 
 

Here again we find that the equilibrium level of output is 5000. If we substitute 5000 into 
the savings function we should find that Savings is equal to zero. S=-1000 + 0.2(5000)=0 

 

 
 
In the above graph, since investment is equal to zero we find that we have equilibrium 
when the savings function crosses the x-axis. 

Example 2 

In this example we will stick with the same consumption function, but planned investm

ent 
is now equal to 100. 
 

C= 1000 + 0.8Y 
I = 100 
 

 

The Consumption Route 

Substituting our consumption function, the level of planned investment into our equilib- 
rium condition and solving we have 

 
 

 The Multiplier Model - Principles of Macro - R IT  - Dr. Jeffrey Burnette 
 
 

C + I = Y 
1000 + 0.8Y + 100 = Y 

-0.8Y -0.8Y 
1100 = 0.2Y 

Y∗ = 5500 
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In our example I = 100 so, aggregate expenditure is equal consumption plus 100. We 

will be in equilibrium if 
C + I = Y. So, where C + I crosses the 45◦ line is the equilibrium level of income
 for 
this situation. This happens when income is equal to 5000. When income is 5500, 
then 
consumption is 1000 + 0.8(5500) = 5400 and Investment is equal to 100. So, consumpti
on 
plus planned investment is equal 5500, and 5500 is the equilibrium level of output. 
You 
should notice that aggregate expenditure has shifted up by 100 for each level of inco
me. 
This is because in the short-run investment is independent of income. 

 

 

The Savings Route 

Substituting our savings function, the level of planned investment into our equilibri

um 
condition and solving we have 
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I  = S 

100 = −1000 + 0.2Y 
1100 = 0.2Y 

Y ∗ = 5500 
 

Here again we find that the equilibrium level of output is 5500. If we substitute 5500 i

nto 
the savings function we should find that Savings is equal to 100. S= -
1000 + 0.2(5500)=100, 
which is equal to the level of investment. 
 
 

 

 

 

 

 

In the above graph, since investment is equal to 100 we find that we have equilibrium 

when the savings function crosses the investment line. This happens when income is eq

ual to 5500. 

 
 

The Keynesian Model w / Government 

 
Adding government to the Keynesian model is very similar to the addition of government
 in 
the classical model. 
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• The addition of government means that now there are household income divided th

ree 
ways; Consumption and Saving as before, and Taxes paid to the government. 
 

• There is no change in the types of expenditures by firms. While it is true that 
gov- 

ernment does tax firms we will make the simplifying assumption that all governm
ent 

income is derived via a tax on households. 
 

• The funds market now has three players, households, firms and the government. 
 
• In the short-run, planned investment is taken to be independent of income. 
 
• In the short-run, government expenditure is taken to be independent of income. 
 
• There is a funds market where savings is made available to government and firms t

hat 
wish to borrow. 
 

Using the above assumptions we can now define aggregate expenditure and aggreg

ate 
output. 
 

Aggregate Expenditure (AE) = Consumption + Planned Investment + Government 

Expendi- 
ture = C + I + G 

Aggregate Output = Aggregate Income = Y = Consumption + Savings + Taxes = C + 

S + T 

 

Disposable Income = YD = Y - T 

So, we will have equilibrium in the classical model if 

 
 
 

AE = Y 

C + I + G = C + S + T 
I + G = S + T 
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The Keynesian model differs due to its focus on the consumption function’s dependen

ce  on income in the short-

run. The problem with our equilibrium conditions above is that 
consumption and savings are functions of disposable income and not total income and we a
re 
interested in the equilibrium level of total income. So, we will have to do a little substituti
on. 
This is best demonstrated by using our example. We will add government in parts. F
irst 
we will focus on the impact of government expenditure, then we will examine the impac
t of 
taxes. 
 
 

 
Example 2 Con’t 

We now modify our example but keep the same consumption function, planned invest- 
ment is 100 and we will assume government expenditure to be 100. In this example s
ince 
taxes are equal to zero disposable income is equal to gross income. 
 

C= 1000 + 0.8YD 
I = 100 
G = 100 
T=0 
 

The Consumption Route 

Substituting our consumption function, the level of planned investment into our equili

b- 
rium condition and solving we have 
 

C + I + G = Y 
C + I + G = YD - T 

1000 + 0.8YD + 100 + 100 = YD - T 
-0.8Y -0.8YD 

1200 = 0.2YD 
YD∗ = 6000 
 
 
 
 

 
In our example I = 100, and G = 100 so, aggregate expenditure is equal consumption 
plus 200. We will be in equilibrium if C + I + G = Y. Again, since T = 0, YD =
 Y.  
The addition of government is very similar to adding planned investment. The aggreg
ate 
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expenditure shifts up by another 100 above the initial level when G was equal to zero. 

 

The Savings Route 

Substituting our savings function, the level of planned investment into our equilibrium 
condition and solving we have 
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               SELF ASSESSMENT QUESTIONS 

1. Calculate the multiplier if the marginal propensity to consume is 6/7 and the tax rate is 1/8. Show 

all your calculations.   (2)   

2. Given the following information:   

autonomous consumption spending  = R300 m 

 investment spending   = R200 m 

 government spending   = R350 m   

exports     = R250 m  

imports     = R100 m  

multiplier     = 2  

 full employment level of income  = R2 400   

Calculate (Show all your calculations):   

• the equilibrium level of income.   (2) 

• total spending if the economy is at equilibrium.   (2) 

• the change in government spending required to attain full employment. (2)
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AGGREAGATE DEMAND / AGGEREGATE SUPPLY MODEL 

We now look at dynamic changes in the macro model - e.g. acts of nature like 
droughts or earthquakes, important discoveries like the computer chip, shifts in 
consumer confidence, changes in the stock market, changes in foreign income or 
ex-rates, etc. We will still assume that fiscal and monetary policies are unchanged 
so that we can isolate private markets and see how they react to dynamic change. 
Then we can look later at the effects of macro policy (fiscal and monetary) on the 
economy.  
 

We distinguish between Anticipated and Unanticipated changes, because 
dynamic adjustment differs depending on whether changes are expected or not. 
An anticipated change gives people time to make adjustments, whereas an 
unanticipated changes catches people off guard.  

Example: inflation is 5% now and government announces that inflation will be 
10% next year or that inflation will be 0% next year. That is different from 
inflation being 5% and unexpectedly going up to 10% or down to 0%.  

Or researchers develop a new high yield drought resistant hybrid seed that 
increases grain production by 10% (anticipated) vs. unusually favorable weather 
conditions resulting in a 10% increase in output (unanticipated).  

Unanticipated change is change that catches most people by surprise, so that 
decisions were already made that did not take the event into account. Most 
economic changes are unexpected, at least by the majority of the people. That is 
where the role of the entrepreneur becomes important.  

"Economics is largely about how people respond and markets adjust to change."  
   

FACTORS THAT SHIFT AD  

AD curve isolates the impact of the price level (P) on the AQD of Goods/Services 
(Real GDP). Factors besides price level (P) changes also affect Real Output (Q) and 
those factors SHIFT the entire AD curve. Six factors:  
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1. Changes in Real Wealth - Changes in the price level affect real wealth by 
changing the real value of cash balances. Real wealth can also be affected by 
other factors. Examples: a) Stock prices doubled between 1995 and 1998 - this 
boom represents an increase in real wealth of households holding stocks, mutual 
funds, pension funds, IRAs, etc. (more than 50% of the population owns stock).  b) 
The stock market crashed in 1987 by 20% in one day, a decrease in real wealth. 
AD shifts out (increases) from an increase in wealth, because there is an increase 
in demand for goods and services - people buy cars, go on vacation, etc. AD shifts 
back (decreases) from a decrease in real wealth, because people cut back on 
purchases.  

2. Changes in the Real Interest Rate - Interest rates affect decisions of 
households and businesses in terms of their willingness and ability to borrow.  A 
new vehicle and an auto loan are like complimentary goods, goods that are 
consumed jointly. Or houses and mortgages, furniture and credit card debt. If the 
cost of financing a car or house or furniture goes down, the cost of the joint 
purchase falls, and the demand increases. Lower int. rates make the cost of 
buying a car/house cheaper, AD increases, shift out. If real int. rates increases, the 
joint cost of purchasing a car, home, etc. goes up and the demand decreases, 
causing AD to decrease (shift in). Same for business borrowing for expansion, 
property, plant, equipment, etc.  

3. Business and Household Expectations about the Economy - 
Consumer/Business confidence about the future health of the economy, 
optimism or pessimism about the economy, affects AD. Increased optimism 
encourages consumption and production, increases AD. Pessimism about the 
future makes consumers and businesses nervous about spending, the economy 
contracts, AD falls.  

4. Expected rate of inflation - Expected prices in the future, affect AD (AD curve 
reflects demand NOW - TODAY).  If inflation is expected to accelerate in the 
future, people will have an incentive to "buy now, before prices go up." AD will 
increase now when there is an increase in expected inflation.  Expectation of 
falling prices (deflation) in the future will reduce AD now. Example: waiting to buy 
a computer in the future when prices are lower.  

5. Changes in Foreign Income - will influence our exports. If foreign incomes rise 
due to an economic expansion in Canada, Europe, etc., this will stimulate demand 
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for US products, exports will increase and AD will increase (shift out).  About 12% 
of our domestic production is exported, for many European countries exports are 
closer to 50% of GDP.  If there is a recession in Canada, Japan, Europe or Mexico, 
demand for our exports will fall, AD will decrease (shift back).  

6. Changes in Exchange Rates - To buy RSA products, foreigners first have to buy 
ZAR. To buy foreign products, we have to first buy foreign currency. The value of 
the ZAR relative to other currencies will influence our exports (sales) to other 
countries and our imports (purchases) from other countries.  

If the ZAR is very strong, we can buy lots of yen, pounds or marks, so Japanese, 
British and German products seem cheap so our imports go up. If our dollar is 
strong, the foreign currencies are weak, so they find RSA goods expensive, our 
exports go down. If Exports go down and imports go up, net exports goes down, 
and AD decreases.  

If the ZAR depreciates and foreign currencies appreciate, our goods are cheap to 
foreigners. Weak ZAR means foreign products are expensive to us. Exports (X) will 
go up and imports (M) will go down, net exports will go up and AD will increase.  

 

 

 

 

 

 

 

  

 
 

Price Level 

 

 

 

                                                                                         AD1 

                                                                          AD0 

 

                                                                                                          Output/Income 
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 SHIFTS IN AGGREGATE SUPPLY   

What if AD stays the same and there is change in AS? We have to determine if the 
change is permanent or temporary. If the change is permanent, the LRAS and the 
SRAS both change, like from a technological change that lowers production costs 
(information technology, bar codes, etc.)      

If the change is temporary, only the SRAS shifts. An example of a temporary 
change to the supply side of the economy: a drought. Output temporarily drops 
that year, but will return to long run potential after the drought, next season, so 
there is no impact on LRAS.    

What will change LRAS? Same factors that shift the PPF  

1. An Increase in the Quantity of Resources will Increase LRAS and SRAS.  

Examples: a) investment in physical capital results in more machines and 
equipment  
b) investment in human capital results in a more educated, skilled workforce  
c) increases in the labor force due to an increase in population or an increase in 
labor force participation (more women working),  
d) increased supply of natural resources, materials (oil exploration), etc.  

Any of these increases in either the quantity or quality of resources will allow the 
economy to produce a permanently higher level of output, shifting out both the 
SRAS and LRAS.  

2. Improvements in Technology That Increase the PRODUCTIVITY of the Labor 
Force will increase LRAS and SRAS.  

Research, development and discovery lead to more efficient methods of 
production. Machine Age developments - steam engine, internal combustion 
engine, electricity, nuclear power, etc. Information Age developments - computer 
and electric technology, fax machines, Internet, VCRs, calculators, bar code 
systems, etc.  Because of technological advances, we are much more productive 
in U.S. today than 100 years ago and are much more productive than most other 
countries.  Productivity increases average about 2% / year for U.S. economy.  

3. Institutional/legal factors can influence the LRAS and SRAS.  
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Having an efficient legal system and institutional framework with enforcement of 
property rights, including intellectual prop rights, contracts, etc. can increase 
LRAS and SRAS. Patents, copyrights, trademarks, corporate law, etc. increase 
LRAS. Having an efficient legal system provides the underlying framework for a 
market economy.  Emerging economies like Russia, Eastern Europe, have weak 
legal systems since they have not had private property or private companies for 
generations.  As they improve the legal framework, they can make significant 
advances in economic growth.  

General equilibrium 

 

 

 

 

 

 

 

 

  CHANGES IN THE SRAS  

Factors that will temporarily change the SRAS without affecting LRAS:  

1. Temporary changes in resource prices and production costs. If a price change 
is from a permanent change in supply, the LRAS will shift. If the price change is 
temporary, only the SRAS will change.  

Example: temporary favorable or unfavorable ex-rate (strong or weak dollar) for 
buying foreign resources.  

2. Favorable or unfavorable, but temporary, "supply shocks."  

Price 

                                                                                      AS 

 

        P0 

 

                                                                                        AD 
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Supply shocks are unexpected favorable or unfavorable events that either 
increase or decrease SRAS.  

Examples: unusually good (or bad) weather resulting in large (small) amount of 
corn/soybeans in one year. OPEC in the 1970s restricting the supply of oil and 
temporarily raising the world price by a cartel arrangement to temporarily restrict 
output.  It was not a permanent decrease in the world supply of oil, but an 
artificial or created shortage by the OPEC cartel.    

3. Changes in the expected rate of inflation.  

Changes in expected future inflation influence SRAS, which captures the 
willingness of suppliers to produce NOW in the current period. If producers 
expect prices to rise in the future, their willingness to supply them today is 
reduced - they can wait and get a higher price in the future. An increase in 
expected inflation will reduce SRAS now. A reduction in expected inflation will 
increase the incentive to produce now, causing SRAS to increase. Sell now before 
prices fall (assuming deflation), or sellers will figure: why delay production if 
prices won't be very much higher in future?  

UNANTICIPATED INCREASES IN SRAS  

Suppose there is a temporary, favorable supply condition that will not be 
permanent - good weather or a temporary price decline for a foreign input - oil. 
The LRAS will not change, but the SRAS will shift out/increase.  

  UNANTICIPATED DECREASES IN SRAS  

Unfavorable supply shocks:  Examples: 1973 and 1979 oil shocks when OPEC 
doubled the world price of oil by artificially restricting supply. 1988 severe 
drought conditions resulted in very poor harvest in U.S. 1990 - Iraq invaded 
Kuwait, oil prices doubled from $15 to $30/bbl.  These were all temporary 
situations that did not affect LRAS, but affected SRAS.  
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IMPACT OF EXPANSIONARY MONETARY AND FISCAL POLICY 

The expansionary polices will stimulate aggregate demand and shift it to the right 
as below. The equilibrium price and quantity will increase as a result 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

        Price 

                                                                                             AS 

               P1 

                P2 

                                                                                                                           AD1 

                                                                                                        AD0 

                                                                Y0             Y1                                         Income 

http://www.lucianotutorials.com/


We simply Economics 

51 
www.lucianotutorials.com                                                                                                                012 751 7588 

MORE ON MACROECONOMICS 

Monetary Transmission Mechanism 

The monetary transmission mechanism shows how the changes in monetary 

policy in the monetary sector are being transmitted carried to the other sectors of 

the economy.  

Assume a decrease in interest rate, and how it’s being transmitted by using the 

Keynesian Model and the AD-AS Model. 
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The Business Cycle 

Macroeconomics is the study of aggregate economic behavior, of the economy as 

a whole. Business cycle is the alternating periods of economic growth and 

contraction 

I. Assessing Macro Performance 

There are three basic measures of macroeconomic performance, and they are:  

 Output 

 Unemployment  

 Inflation  

Macroeconomic performance worsens as GDP growth decrease.  However, this 

does not imply that we are in or heading to a recession.  A recession requires 

negative GDP growth.  

II. GDP Growth 

Production possibility frontier curve tells us how much output the economy could 

produce with available resources and technology. 

In order for the economy to stay healthy output has to increase.  There are two 

reasons why GDP must increase over time: 

 Increase in population (i.e. a constant increase in a factor of production). 

 Technological improvements. 

Recall that it must do this just to keep up with an increase in inputs. 
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Business cycle 

The business cycle is nothing more that the 

growth trends of the economy with its troughs 

and peaks. 

 

Real GDP 

We measure the volume of output by its market 

value, not by it physical value.  The real GDP is used to avoid false reading of the 

economic well being. 

We refer to the dollar value of all the output produced in a near as gross domestic 

product. 

Nominal GDP is the total value of goods and services produced with in a nation’s 

borders during a given period of time, measured in current price. 

Real GDP is the inflation adjusted value of GDP; the value of output measured in 

constant price. 

Erratic Growth  

Real GDP does not increase in consistent, smooth increments but in a pattern of 

steps, stumbles and setbacks. 

 Great depression  

 WWII expansion  

 1981-1982 recession  

 1982-1989 expansion  

 1990-1991 recession 

 1992-2001 expansion  

 2002 recession  

GDP 

or Y 

 

 

 

 

 

 

 

 

    Time 

Trough 

Peak 

Growth 

Trend 
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 2002 – 2007 expansion 

 2007 – 2009 recession 

 2009 current expansion! 

III. Unemployment  

Another key indicator of how well the economy is performing in the 

unemployment rate.  Another way of understanding what is happening with the 

economy.  If GDP is negative, unemployment will be or is increasing in the near 

future, and vice versa. 

The labor force 

Labor force consists of all the persons over age 16 that are either working for pay 

or actively seeking paid employment. 

The unemployment rate 

Unemployment rate is the proportion of the labor force that is unemployed and 

actively seeking a job 

Denoted as: 
labor

unemployedthose
U   

Unemployment is the inability of labor force participants to find jobs. 

It is often regarded as an index of human misery. Those who lose their jobs in a 

recession experience not only a sudden loss of income but also losses of security 

and self-confidence. 

Even though your book says that unemployment is an index of human misery.  

The Misery Index was formulated in the 1960s by Arthur Okun, and it is defined 

as: 

Misery Index = Unemployment + Inflation 
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The highest level in the Misery Index was reached in June 1980 at 21.98.  The 

lowest Misery Index was 2.97 in 1953 and the current (as of August 2010) is 

10.75. 

The Full-employment goal 

Types of unemployment 

There are four types of unemployment: 

 Seasonal  

 Frictional  

 Structural  

 Cyclical  

Seasonal Unemployment  

Seasonal unemployment is the unemployment that arises because of seasonal 

weather patterns.   

 X-mas retail hires  

 Agriculture  

 Construction 

The definition of seasonal unemployment regards X-mas as a weather event not 

as a cultural event.  Never the less, X-mas does create seasonal unemployment. 

Frictional Unemployment  

Work and workers are not perfectly suitable: 

 It takes time to find an decent job, and  

 It takes time for a firm to hire a qualified employee. 

Frictional unemployment (1) – it is the unemployment that raises form normal 

labor turnover: from people entering and leaving the labor force and from the 

ongoing creation and destruction of jobs. 
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Frictional unemployment (2) – it is the unemployment that arises as workers 

search for suitable jobs and firms search for suitable workers. 

Structural Unemployment  

Structural unemployment (1) is the unemployment that arises when changes in 

technology or international competition changes the skills needed to perform 

jobs (or change the locations of jobs). 

Structural unemployment (2) is the long term and chronic unemployment that 

exists even when the economy is not in a recession. 

Chronically unemployed are those who are unemployed a large part of the time. 

Discourage Worker is a person who is available and willing to work but has not 

made specific efforts to find a job within the previous four weeks 

Reasons for structural unemployment are: 

1. Unskilled or low-skill workers often are unable to obtain desirable L-T 
jobs. 

2. The reallocation of labor from industries that are shrinking, or regions 
that are depressed, to areas that are growing. 

 

Cyclical Unemployment  

Cyclical Unemployment (1) is the fluctuation unemployment over the business 

cycle that increases during a recession and decreases during an expansion. 

 Manufactures of durable goods 

Cyclical unemployment (2) is the difference between the actual unemployment 

rate and the natural rate of unemployment. 
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“Cyclical unemployment is caused by a business cycle recession and wages not 

falling to meet the equilibrium level. Cyclical unemployment rises during 

economic downturns and falls when the economy improves” 1 

Cyclical unemployment = uu   

Where “u” is actual rate of unemployment and u is the natural rate of 

unemployment. 

 

Policy Goal  

Full employment (1) is the lowest rate of unemployment compatible with price 

stability.  

Full employment (2) is “the level of employment rates when there is no cyclical 

unemployment.”2 

Note that full employment is the thing as zero unemployment or the natural rate 

of unemployment.  However each of these definitions are relating to employment 

indifferent ways. 
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Inflation  

Inflation means there is a sustained increase in the price level. The main causes of 
inflation are either excess aggregate demand (economic growth too fast) or cost 
push factors (Supply side factors) 

 Causes of Inflation 

1. Demand pull inflation  

If the economy is at or close to full employment then an increase in AD leads to 
an increase in the price level. As firms reach full capacity, they respond by putting 
up prices leading to inflation. 

 

AD can increase due to an increase in any of its components C+I+G+X-M 

The link between output and inflation suggests that there will be a similar link 
between inflation and unemployment,  

The Phillips curve initially showed a link between money wages and 
unemployment, it was then argued an increase in wages would lead to inflation  
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2. Cost Push Inflation      

If there is an increase in the costs of firms, then firms will pass this on to 
consumers. There will be a shift to the left in the AS. 

  

Cost push inflation can be caused by many factors 

 

Hyperinflation is a period of extremely high inflation (inflation > 30) 

 

Relative vs. Average Price  

Inflation is an increase in the average level of prices of goods and services. 

 It is the average price level of all goods and services because of the 
methodology used by the Bureau of Labor and Statistics (BLS) in 
constructing the Consumer Price Index (CPI). 

Deflation is a decrease in the average level of prices of goods and services. 

Relative price is the price of one good in comparison with the price of all other 

goods. 
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Example:  

An increase in the price of product ‘x’, simply mean that the price of ‘x’ is more 

expensive relative to the price of all other goods and services produced. 

 This is a signal to the producers that they should increase their productivity. 

 If all prices change at the same pace, then we do not have any important 
signal. 

Effects of inflation  

Redistribution 

Because of inflation, income or wealth is redistributed to different players within 

an economy.  This is why, economist study the effect of inflation.  Some of the 

effects of inflation are: 

 Inflation makes some people worse off, but it makes other people better 
off. 

 Inflation acts as a tax, taking income or wealth from some people and 
giving it to others. 

Price effects  

Nominal income the amount of money income received in a given time period, 

measured in current dollars. 

Real income is in constant dollars; nominal income adjusted for inflation. 

If what you get paid does not increase, then the nominal income does not change, 

but the real income will decrease if inflation is greater than zero. 

There are two basic lessons about inflation to be learned: 

1) Not all prices rise at the same rate during an inflation. 

a) This is call price stickiness.  If we look at today’s economy we can see the 
following occurring to prices of different products: 
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i) Rise rapidly, 

ii) Rise modestly, and 

iii) Fall. 

2) Not everyone suffers equally from inflation. 

a) Those people who consume the goods and services whose prices are 
rising faster will bear a greater burden of inflation. 

b) Those people who consume the goods and services whose prices are 
rising faster will see their real incomes fall. 

Conclusion: 

 There is a redistribution of income because of inflation. 

 Because of the redistribution of income, producers will redistribute 
products. 

 

Income Effect 

If the price of product ‘x’ does in fact rise faster than all other products’ prices, we 

can safely make three predictions: 

 The real income will fall relative to those who do not consume product ‘x’. 

 The real income of those who do not consume product ‘x’ will rise to that of 
those who consume the product ‘x.’ 

 The nominal income will rise for those who are producing product ‘x.’ 

The last one tells us that the seller will pocket a bigger proportion of income from 

the buyer. 

In general term, people do receive an increase in nominal income as a result of 

inflation. 
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 If prices are rising, income should be rising (the years between 1998 and 
2010 did not see income rise, but it did have inflation). 

 “I think”… it is believed that higher wages create the higher prices and not 
the other way around. 

 

Wealth effects 

The effects of inflation on you capital stock or wealth are: 

 Inflation reduces the real value of your savings or wealth. 

 If you hold stocks, the real value of your investment should be higher than 
inflation. 

Examples were higher inflation could cause a lost in wealth are: 

 SS income that increases at a rate below inflation – Grandma and Grandpa 
loss while the Gov’t wins. 

Mortgage rate that is below inflation – borrower wins and banks loss.   
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