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[bookmark: _GoBack]Dear Student

In this tutorial letter we provide you with the answers to the multiple-choice questions in Assignment 04, with brief explanations where necessary. In most cases, however, we merely refer you to the prescribed textbook and/or the study guide. If you have any questions about the answers that are provided, please discuss this with your fellow students and your e-tutor on the e-tutor website.


1 [bookmark: _Toc407024061]DISCUSSION OF ASSIGNMENT 04/2018
All references, unless otherwise indicated, are to the prescribed textbook: Mohr, P and associates 2015. Economics for South African students, fifth edition. Van Schaik (Pretoria)

4.1	The correct statement is [4]. The AD-AS model deals with the general price level and the total production of goods and services. Refer to section 19.1. Option [1] is incorrect because aggregate supply (AS) curve illustrate the various level of output which will be supplied at different price levels. Options [2] and [3] are incorrect. Refer to Box 19-1.
	
4.2	There is no correct answer. The question was, therefore, removed. 
	
	Expansionary fiscal policy involves increasing government expenditure, decreasing taxes or both. A decrease in taxes lead to an increase in households disposal income. Higher disposable income increases consumption. A contractionary policy is a form of monetary policy that involves increasing interest rates. Therefore, statement a. and b. are incorrect. In the AD-AS model, demand management policies (monetary and fiscal policy) are used to influence aggregate demand, while incomes policy is used to influence aggregate supply. Thus, statement c. is incorrect. 

4.3	Option [3] is the only correct 	answer. A decrease in the prices of imported capital goods reduce the domestic cost of production at each level of real output. Aggregate supply will rise. This will be illustrated by a rightward shift of the AS curve. Real output will increase, while the price level falls.

	Option [1], [2], [4] and [5] are incorrect. If the labour cost increases or productivity decreases, the aggregate supply will decrease. This will be illustrated by a leftward (upwards) shift of the AS curve. Real output will decrease, while the price level rises.  Refer to Table 19-2.

4.4	The correct option is [4]. Refer to Table 19-1. A decrease in government spending is illustrated by a leftward shift of the AD curve. Option [1] is incorrect as it is illustrated by the movement along the curve. Option [2] is incorrect as it does not affect the AD curve. Option [3] is incorrect. An increase in net export is illustrated by a rightward shift of the AD curve.  
	
4.5	 The correct option is [3]. Refer to Table 19-2. Option [1] is incorrect. It causes the movement along the curve. Option [2] and [4] are incorrect. An increase in aggregate spending or a decrease in interest rate will shift the aggregate demand curve to the right and leave AS curve unchanged.
  	
4.6	The correct option is [1]. Refer to page 370.  

4.7	The correct option is [3]. An increase in the consumption spending is generally effective in stimulating a depressed economy. A policy that decrease the government spending, increase the tax rates, or interest rate will further depress the economy. Thus, options [1], [2] and [4] are incorrect.

4.8	The correct option is [1]. Refer to Table 20-2. Option [2] is incorrect. Refer Table 20-2. Option [3] and [4] are incorrect. Refer the definition of inflation.  

4.9	The correct option is [1]. Refer to Table 20-2. When calculating consumer price index, the prices include VAT. Option [2] and [4] are incorrect. Both intermediate and capital goods are excluded. Option [3] is incorrect. Consumer price index reflects the cost of a representative basket of consumer goods and services. 


4.10	The correct option is [1]. Refer to the section on the producer price index on page 383 and Table 20-2.  

[bookmark: _Hlk526841654]4.11	Only option [1] is correct. If the interest rate that Betty must pay Tony is higher than inflation rate, Tony will receive more real interest rate (i.e. in terms of purchasing power). Statement a. is incorrect. Tony will be better off than Betty. Statement b. is incorrect. If the interest rate is lower than the inflation rate, then Tony will be worse off than Betty. Refer to the section on the distribution effects which start on page 384. 

4.12	The correct option is [3]. When there is inflation, taxpayers’ nominal incomes (e.g. wages and salaries) increase but their real income remain unchanged. Since taxes are levied on nominal income and not real income, an increase in nominal wages will raise the average rates of personal income tax that individuals will have to pay. Refer to the section on the distribution effects which start on page 384. 

	You were given the diagram below to answer questions 4.13 and 4.14. 
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· The diagram illustrates cost-push inflation.


4.13	The correct option is [4]. The type of inflation arising from the above diagram could be due to a change in the cost of production (Refer to Table 19-2). Any change in tax rate, government spending, and net exports will cause a decrease in the aggregate demand and a decrease in inflation (Refer to Table 19-1).Therefore, option [1] to [3] are incorrect.  

4.14	The correct option is [4]. Cost-push inflation occurs when the cost of production increases.  If the cost of production decreases, the aggregate supply will increase and lead to a decrease in price level (i.e. inflation) and an increase in the total production. This will be illustrated by a rightward shift of the AS curve. The appropriate policy to lower production costs is the anti-inflationary incomes policy. Read sections on anti-inflationary policy (page 395) and income policy (page 406 to 408). 


	To answer question 4.15, suppose that the CPI for July 2013 is 101.9 (with 2012 =100) and the CPI for July 2014 is 108.8. The inflation rate between July 2013 and July 2014 is…
						
						CPI = 

4.15	The correct option is [3]. 

	Use the information below to answer question 4.16. All the figures are in millions.
	
	
	Total population in 2016
	1800

	Total labour force in 2015
	550

	Economically active population in 2016
	675

	Number of people unemployed in 2016
	225



	The unemployment rate in 2016 is 33.3% (225/675*100)

4.16	The correct option is [3].    

4.17	 The correct option is [2]. Refer to the types of unemployment. Pages 401 to 402.


4.18	Only option [1] is correct. The production function illustrates the relationship between the level of labour employment and the level of real production. Since it is assumed that the production function reflects the law of diminishing returns, the slope of production function (which is equal to marginal productivity of labour, ∆Y/∆L ) decreases as employment increases. The model assumes that other inputs (e.g. capital) are fixed. Thus, statement a. is incorrect. Statement c. is not correct. It is possible for the real production to increase (for example, due to an increase in productivity) without leading to an increase employment. Read pages 404 to 205. 

4.19	This question had an error and it was, therefore, removed.  

4.20	The correct answer is [3]. Refer to Box 13-2 which shows an example of how nominal and real GDP are calculated. 

4.21	Option [3] is correct. Pollution is a negative externality. It is a cost to third parties from production or consumption but is not reflected in the market prices. Therefore, this cost is not considered when measuring GDP and hence it contributes to problems associated with GDP. Thus, option [1] is incorrect. Smuggling is an activity that is not formalised and its contribution to the economy is not easily quantified. Therefore, it is likely to cause a problem in the measurement of GDP. Refer to page 410. 

4.22	The correct option is [2]. Government intervention is recommended to smooth the peaks and trough in the business cycle. When the economy is in a cyclical upswing, contractionary policies are recommended. Refer to section 22.2. 

4.23	The correct option is [3]. During an upswing or expansion (i.e. economic boom), aggregate demand increases and lead to an increase in Inflation or price levels as well as total production. Unemployment decreases as total production decrease. 

4.24	The correct answer is [2]. An increase in the interest rate may result in a decline in aggregate spending. In the AD-AS model, this will be illustrated by a downward shift of the AD curve, showing a decrease in aggregate demand, price level (i.e. inflation) and total production. As production declines, unemployment increase. 


4.25	The correct options are [2 and 3]. The phillips curve (figure 21-2) shows how a change in aggregate demand impact on inflation and unemployment rates. A decrease in aggregate demand will result in a decline in inflation and an increase in unemployment. Refer to Table 21-2. 

4.26	The correct option is [4]. Real GDP per capita growth is calculated as an annual percentage change in real GDP per capita. Option [1] is incorrect, as it refers to an actual GDP per capita. 

4.27	The correct option is [2]. Refer to figure 22-1 and section 22.2. A downswing or economic contraction occur between point B (Peak) and point C (trough). 

4.28	The correct option is [3]. Read section 22.3.

4.29	The correct option is [2]. Illegal trade and prostitution activities are not formalised, this makes it difficult to measure their contribution to the economy. Thus, option [2] and [4] are incorrect. Read section 22.1. 

4.30	The correct option is [4]. Demand factors are listed on page 415.

We wish you all the best with your studies


Your lecturers
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