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SOLUTIONS TO ASSIGNMENT 03 QUESTIONS – SEMESTER 1, 2017 
 
3.1 Only statement [5] is correct. 
 
In section 17.1, it is explained that simple economies consist of three major economic flows, namely 
income, spending and production. In the national accounts, total spending during any particular period is 
also equal to total production and income. 
 
3.2 Only statement [5] is correct. 
 
As explained in box 17.2 (page 317 of the prescribed textbook), one of Keynes’ assumptions of a simple 

economy is that aggregate demand (A) is the force which determines total production (Y). Therefore, in 
Keynes’ simple economy, production adjusts to changes in spending. 
 
3.3 Only statement [4] is correct. 
 
The consumption function shows the level of consumption spending at each level of income. It shows 
that households spend more as their total income increases. (Refer to section 17.3 on page 318 of the 
prescribed textbook.) 
 
3.4 Only statement [2] is correct. 
 
In section 17.3, it is explained that when income increases, consumption increases but the increase in 
consumption is less than the increase in income. This happens because households save some of their 
income. 
 
3.5 Only statement [3] is correct. 
 
In section 17.4 (page 322 of the prescribed textbook), it is explained that consumption spending is the 
largest component of total spending (which is why option 1 is incorrect), and investment spending is 
more variable and less predictable than consumption spending (which is why option 2 is incorrect). 
In making investment decisions, firms estimate the cost of capital goods (e.g. buildings, machinery and 
equipment) and compare these costs to the amounts they expect to earn from investment. The 
investment decision thus involves three important variables, namely the cost of capital goods, the 
interest rate and the expected revenue to be earned from the capital goods (which is why option 4 is 
incorrect). There in an inverse relationship between the interest rate and the expected return on 
investment spending, ceteris paribus. This relationship is illustrated in figure 17-3. Option 5 is thus 

incorrect. 
 
 
3.6 Only statement [3] is correct.  
 
As explained in section 17.3 (page 319 of the prescribed textbook), the MPC can never be greater than 
one, since the additional amount used for consumption out of additional income can never exceed the 
additional income. The marginal propensity to consume therefore lies somewhere between zero and 
one. In symbols we can therefore write 0 < 𝑐 <1. 
 
3.7 Only statement [2] is correct. 
 

In the equation, C = 35 + 0.75(Y), 35 is the constant, which means that R35 constitute autonomous 
consumption, that is consumption independent from the level of income. This can also be regarded as 
the minimum level of consumption, which is financed from sources other than income, for example, from 
past saving or credit. 0.75(Y) is the induced component. Induced consumption is expenditure by 
households which is determined by the level of income. 0.75(Y) indicates that when income increase, ¾ 
of that income will be spent on consumption. (See section 17.4 on page 318 of the prescribed textbook.) 
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3.8 Only statement [5] is incorrect. 
 

In section 17.6, it is explained that the equilibrium condition is given by Y=A. Y=A states that there is 
equilibrium when total production/income(Y) is equal to total spending (A). Total spending (A) consists of 

consumption spending (C) and investment spending (I). Thus, Y = A. 
 
3.9 Only statement [3] is correct. 
 
In an economy, a small increase in investment can cause equilibrium GDP to rise by several times that 
amount. This is because an increase in investment leads to more spending, which creates more income, 
and so on. The multiplier effect refers to the increase in income arising from a new injection of spending 
(e.g. investment). (Please refer to section 17.7 on page 328 to 332 in the prescribed textbook.)     
 
3.10 Only statement [1] is correct.  
 
As explained in section 17.5 (on page 326 of the prescribed textbook), when aggregate spending (A) is 

greater than total production (Y), firms experience an unplanned decline in their inventories. The reason 
is that current production is insufficient to meet the demand for goods and services. Firms therefore have 
to draw their stock or inventories to meet the demand. The unplanned fall in inventories acts as an 
incentive for firms to increase their production of goods and services. As illustrated in figure 17-7, the 
equilibrium level of income (Yo) is the level of income at which the aggregate spending function (A = C + 
I) intersects the 45-degree line at point E. Option 2 is therefore incorrect. At any point below the 45-
degree line there is an excess supply of goods and services, therefore option 3 is incorrect. 
 
3.11 Only statement [4] is correct. 

 
In figure 17.8 autonomous investment is 150, therefore option [1] is incorrect. 
In figure 17.8 autonomous consumption is 50, therefore option [2] is incorrect. 
The marginal propensity to consume (MPC) is equal to 4/5, and not the marginal propensity to save 
(MPS); therefore, option [3] is incorrect. 
Investment spending is autonomous with respect to income, meaning the investment decision by firms is 
not influenced by income. Therefore, option [5] is incorrect. 
 
3.12 Only statement [4] is correct.  
 
In figure 17.8 the MPC/ 𝑐 = 0.8, thus the MPS is equal to [1 − 𝑐].             
Therefore, MPS = 1 – 0.8 

   = 0.2 or 1/5  
 

 
3.13 Only statement [1] is correct. 
 
As explained in section 17.6 (page 327 of the prescribed textbook), the equilibrium condition is given by 

Y=A. This equation (Y=A) states that there is equilibrium when total income (Y) is equal to total spending 
(A). The only possible equilibrium is A=Y, that is where the aggregate spending curve intersects the 45-

degree line at E. 
 
3.14 Only statement [1] is correct.  
 

𝛼 = 1/(1 – 𝑐). Substitute the information into the equation: 

    = 1/(1- 0.8)    
     = 1/0.2 
𝛼 = 5 (The value of the multiplier) 
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3.15 Only statement [5] is correct.  
 

𝛼 = 1/(1 – 𝑐). Substitute the information into the equation: 
= 1/(1- 0.75)   
= 1/0.25 
𝛼 = 4 (The value of the multiplier) 

Increase in GDP: 
𝛼 × ΔI 
= 4  R10 billion 
= R40 billion 

 
3.16 Only statement [3] is correct.  
 
As explained in section 18.1 (page 338 of the prescribed textbook), there is no systematic relationship 
between government spending (G) and the level of income (Y). Government is autonomous with respect 
to income. Government spending on goods and services has to be added to the components of 
aggregate spending, that is, consumption spending (C) and investment spending (I). It is graphically 

illustrated by a parallel shift of the A curve as indicated in figure 18.2 (page 340). Since G is autonomous, 
it affects the position of the A curve, but the slope remains unchanged.   
 
3.17 Only statement [3] is correct.  
 

The equilibrium level of income (Ye) can be calculated by multiplying the multiplier (α) with the level of 
autonomous spending (𝐴̅ ). Autonomous spending (𝐴̅ ) in this model is equal to 𝐶̅  + 𝐼 + G. The formula to 

calculate the multiplier (α) in this simple model is 1/(1 −𝑐). 
 

𝛼 = 1/(1 – 𝑐) 
   = 1/(1-O.6) 
   = 1/0.4    
𝛼 = 2.5 

 𝐴̅  = 𝐶̅  + 𝐼   + G = 20 million dixit + 30 million dixit + 20 million dixit  = 70 million dixit  

Y = ∝× 𝐴̅   
Y = 2,5 X R70 million = 175 million dixit  

 
3.18 Only statement [3] is correct.  
 
In section 18.1, it is explained that taxes constitute a leakage or withdrawal from the circular flow of 
income and spending. Taxes reduce the income that households have available to spend on goods and 
services. Graphically, the introduction of taxes swivels the consumption function downward, as illustrated 
in figure 18-4. In other words, the consumption function becomes flatter. 
 
 
3.19 Only statement [2] is correct.  
 

If MPS = 0.4, MPC = 1 - 0.4 
MPC = 0.6 
The multiplier is calculated as follows: 
𝛼 = 1/[1 − 𝑐 (1 −𝑡)]  
= 1/ [1 −0.6 (1 −0.2)] 
= 1/ [1 − 0.6 (0.8)] 
= 1/ [1 – 0.48] 
= 1/ 0.52 

𝛼= 1.9 
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3.20 Only statement [1] is correct.  
 

The multiplier is calculated as follows: 
𝛼= 1/[1 − 𝑐 (1 −𝑡)]  
= 1/[1 −0.6(1-0.2)] 
= 1/ [1 − 0.6 (0.8)] 
= 1/ [1 – 0.48] 

= 1/ 0.52 
𝛼= 1.9  

 

𝐴̅  =  + I + G 
    = 10 + 5 + 20 
  = R35 

Y0 = ∝× 𝐴̅ , meaning:  
The equilibrium level of income Y0 = 1.9 X R35 
Y0 = R66,5   

Y0 ≈ R67 

 
3.21 Only statement [1] is correct.  
 

The multiplier is calculated as follows: 

𝛼 = 1/[1 − 𝑐 (1 −𝑡)]  
= 1/[1 −0.6(1-0.3)] 
= 1/ [1 − 0.6 (0.7)] 
= 1/ [1 – 0.42] 

= 1/ 0.58 
𝛼= 1.72 

 

𝐴̅  =  + I + G 
   = 10 + 5 + 35 
  = 50 

 
Y0 = ∝× 𝐴̅ , meaning:  
The equilibrium level of income Y0 = 1.72 X 50  
Y0 =86 

 
3.22 Only statement [2] is correct. 
 
In section 18.1 (page 346 of the prescribed textbook), it is explained that if the government wishes to 
increase the equilibrium level of income, it can increase G and/or decrease 𝑡. The increase in G will 

initially have a direct impact on aggregate spending 𝐴̅ , which will then be multiplied as a result of an 
increase in induced consumption spending. The decrease in 𝑡 will increase the multiplier. A decrease in 𝑡 
will raise the equilibrium level of income in an indirect way by increasing disposable income and 
consumption at each level of income, that is, it raises induced consumption spending. 
 
3.23 Only statement [5] is correct.  
 
The fiscal policy is the policy in respect of the level of composition of government spending, taxation and 
borrowing. The main instrument of fiscal policy is the budget and the main policy variables are 
government spending (spending on overseas trips for ministers, social grants to pensioners and foster    
parents) and taxation (value-added tax, company taxes). (Please refer to section 15.8 and section 18.1 
of the prescribed textbook.) 
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3.24 Only option [2] is correct.  
 

In figure 18.8 (b), the aggregate spending curve prior to the introduction of foreign sector is given by 𝐴̅ o. 
The corresponding equilibrium level of income is Yo. When negative net exports (X-Z) are added to 

aggregate spending 𝐴̅ o (i.e. C + I + G), the curve shifts parallel downward to 𝐴̅ 1. (Refer to page 351 of 
the prescribed textbook.) 
 
3.25 Only option [1] is correct. 
 

If 𝛼= 5, net exports = R20 billion, then GDP(Y) will increase by: 

5 × R20 billion    Y = R100 billion 

 
3.26 Only option [1] is correct.  
 

Yo represents the equilibrium level of income if the economy were closed. At Yo, the aggregate spending 
curve (𝐴̅  = C + I +G) intersects the 45-degree line, which represents the equilibrium level of income if the 
economy were closed 
 
3.27 Only option [1] is correct.  
 

The multiplier is calculated as follows: 

𝛼 = 1/[1 − 𝑐 (1 −𝑡) + 𝑚]  
   = 1/[1 – 0.6 (1 −0.25) + 0.25] 

   = 1/[1 – 0.6 (0.75) + 0.25] 
   = 1/[1 – 0.45 + 0.25]  
   = 1/0.8 
   = 1.25 

 
3.28 Only option [3] is correct.  
 
For alternative [1]: 
 

𝐴̅  = 𝐶̅  + 𝐼  + G +(X-Z) = R15 million + R20 million + R17 million + (R5 million – R5 million) 
Y = ∝× 𝐴̅   
Y = 1.25 X R52 million = R65 million  

 
 Thus, alternative [1] is incorrect.  
 

For alternative [2]: 

 
𝐴̅  = 𝐶̅  + 𝐼  + G +(X-Z) = R15 million + R20 million + R0 million + (R5 million – R5 million) 
Y = ∝× 𝐴̅   
Y = 1.25 X R35 million = R43.75 million  

 
Thus, alternative [2] is incorrect.  

 
For alternative [3]:  
 

𝐴̅  = 𝐶̅  + 𝐼  + G +(X-Z) = R15 million + R20 million + R29 million + (R5 million – R5 million) 
Y = ∝× 𝐴̅   
Y = 1.25 X R64 million = R80 million  

 
Thus, alternative [3] is correct.  
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For alternative [4]:  
𝐴̅  = 𝐶̅  + 𝐼  = 𝑅10 million + 𝑅20 million = 𝑅30 million  

Y = ∝× 𝐴̅   
Y = 2,5 X R30 million = R75 million  

 
Thus, alternative [4] is incorrect.  
 
For alternative [5]: 
 

𝐴̅  = 𝐶̅  + 𝐼  + G +(X-Z) = R15 million + R20 million + R12 million + (R5 million – R5 million) 
Y = ∝× 𝐴̅   
Y = 1,25 X R47 million = R58.75 million  

 
3.29 Only option [2] is correct. 
 
Refer to section 17.5 of the prescribed textbook. 
 
3.30 Only option [2] is correct.  
 
The 45-degree line represents all the points at which total spending (A) is equal to total income (Y). This 
line therefore shows all possible equilibriums. At equilibrium, there is no excess demand and/or excess 
supply. (Refer to section 17.5 of the prescribed textbook.) 


