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C Multiple-choice questions (page 58) 
 1 b  5 c  9 c  13 b  17 d 
 2 b  6 b  10 a  14 a  18 d 
 3 c  7 c  11 c  15 a  19 a 
 4 d  8 a  12 a  16 d  20 c 

 
 
 
Exercise Set 7 (page 62) 
 

A Economic concepts and definitions (page 63) 
 a 12  d 10  g 5  j 2  m 1 
 b 9  e 4  h 8  k 14  n 15 
 c 3  f 7  i 11  l 13  o 6 

 

 
B Short answer questions and problems (page 64) 
 

Question 1 Circular flow of income (page 64) 

 
 
Question 2 Aggregate expenditure (page 64) 
 Y = national income     G = government expenditure 

C = consumption     X = export receipts 
I = investment      M = import payments 
∆R = change in stocks (inventories)  (X – M) = net exports 
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Question 3 National income equilibrium (page 64) 
 I + G + X = S + T + M 
 
Question 4 National income measurement (the ‘national accounts’) (page 65) 
a GDP: Gross domestic product; the output produced in the country in one year. 
b Real GDP: The value of GDP expressed in base year dollars. 
c Real GDP per capita: Real GDP divided by the population; real GDP per head of population. 
d Expenditure on GDP: C + I + G + (X – M), i.e. spending by all sectors of the economy, which drives 

national production. (Assume I includes changes in stocks.) 
 
 
C Multiple-choice questions (page 66) 

 1 d  5 b  9 d  13 b  17 c 
 2 c  6 c  10 d  14 c  18 a 
 3 c  7 c  11 a  15 a  19 d 
 4 c  8 c  12 c  16 d  20 a 

 
 
 
Exercise Set 8 (page 70) 
 

A Economic concepts and definitions (page 70) 
 a 4  c 2  e 3  g 7  
 b 1  d 6  f 5    

 

 
B Short answer questions and problems (page 71) 
 

Question 1 Aggregate demand and supply analysis (page 71) 

 
• AD shifts right (increases).         • AS shifts left (or upwards) (decreases). 
• Output increases and the price level increases.       • Output decreases and the price level  

          increases (stagflation). 
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• AD shifts left (decreases).         • AS shifts right (or downwards) (increases). 
• Output and the price level decrease.         • Output increases, the price level decreases. 

 
 
 
 

• AD shifts to the left (decreases) 
• Increased savings means reduced consumption. 
• Output (and employment) falls. 
• Overall savings may not actually increase. 
• Price level may fall. 

 
 
 
 
 
 
 
 
 

 
 
C Multiple-choice questions (page 73) 

 1 d  5 b  9 d  13 b  17 d 
 2 b  6 b  10 b  14 a  18 a 
 3 b  7 b  11 c  15 d  19 b 
 4 a  8 c  12 c  16 d  20 a 

 
 
 
Exercise Set 9 (page 77) 
 

A Economic concepts and definitions (page 77) 
 a 4  d 1  g 11  j 12  m 4 
 b 9  e 13  h 6  k 8  
 c 5  f 3  i 2  l 10  
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B Short answer questions and problems (page 78) 
 

Question 1 Credit creation (page 78) 
When a bank receives deposits, it keeps a percentage as reserves (prudential reserves) and lends the 
balance (its excess reserves). The amount lent becomes new deposits to itself and other banks. These new 
deposits allow for further loans and further deposits, and so the process continues until the banks have no 
excess reserves remaining. 

The limiting factor to the process of credit creation is the proportion kept in reserve. The larger the 
prudential reserve ratio, the smaller the credit multiplier and the less credit and deposits created. 

 
Question 2 Credit creation and banking (page 78) 
a If the prudential reserve ratio is 10%, deposits must increase by $20,000m if reserves increase by 

$2000m. Only the increase is shown in the balance sheet. 
 

Simplified balance sheet of combined registered banks 

Assets $m Liabilities $m 
Reserves  2 000 Deposits 20 000 

Loans 18 000   

Total 20 000 Total 20 000 
 

 The total change in the money supply (M) will be $20,000m since the reserve ratio is 10% of deposits. 
 This is made up of primary expansion of the money supply of $2000 and secondary expansion of 

$18,000 (credit created). 
 

b Credit creation is equal to $18,000m.  
 
C Multiple-choice questions (page 79) 

 1 c  3 b  5 d  7 c  9 b 
 2 a  4 b  6 b  8 a  10 d 

 
 
 
 
Exercise Set 10 (page 81) 
 

A Economic concepts and definitions (page 81) 
 a 5  b 1  c 2  d 3  e 4 

 

 
B Short answer questions and problems (page 82) 
 

Question 1 The equation of exchange (page 82) 
 MV = PY 
 where:  M = money stock 

   V = velocity of circulation 
   P = price level 
   Y = real national income 
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C Multiple-choice questions (page 82) 
 1 b  3 b  5 c  7 c  9 b 
 2 a  4 b  6 d  8 b  10 c 

 
 
 
Exercise Set 11 (page 85) 
 

A Economic concepts and definitions (page 85) 
 a 6  d 8  g 2  j 10  
 b 9  e 1  h 5  k 12  
 c 4  f 3  i 7  l 11  

 

 
B Short answer questions and problems (page 86) 
 

Question 1 Fiscal policy (page 86) 
a 

• Expansionary fiscal policy will shift AD to the 
right. 

• The recessionary gap can be eliminated if AD 
moves enough to the right. 

• The price is some increase in the price level 
(inflation). 

 
 
 
 
 
 
 

b Tax cuts, e.g. cut in the income tax rate or GST, or increases in welfare benefits, and/or increased 
government spending, such as on doctors, nurses in public hospitals, teachers, or building roads or dams. 

c See Box 17.2 ‘Limitations of fiscal policy fine-tuning’ on page 341 of the textbook. 
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Question 2 Aggregate demand and supply analysis (page 87) 

 
• Increased AD produces growth with minimal      • Increased AD produces minimal growth but 

increase in the price level.     substantial increase in the price level. 
 
C Multiple-choice questions (page 88) 

 1 b  5 c  9 d  13 c  17 d 
 2 b  6 c  10 a  14 a  18 a 
 3 a  7 c  11 d  15 b  19 b 
 4 c  8 c  12 a  16 b  20 b 

 
 
 
Exercise Set 12 (page 92) 
 

A Economic concepts and definitions (page 93) 
 a 12  e 6  i 18  m 15  q 20 
 b 1  f 2  j 3  n 7  r 11 
 c 4  g 17  k 5  o 19  s 13 
 d 10  h 8  l 14  p 9  t 16 

 

 
B Short answer questions and problems (page 94) 
 

Question 1 Absolute advantage (page 94) 
a i New Zealand        ii Finland 
b i See table. 

Production of … Cheese Mobile phones 
(pre-trade) (cartons) (units) 

New Zealand 5 000 15 000 
Finland 2 500 45 000 
'World' 7 500 60 000 

 

 ii See table. 
Production of … Cheese Mobile phones 
(post-trade) (cartons) (units) 

New Zealand 10 000 – 
Finland – 90 000 
'World' 10 000 90 000 
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 iii Post-trade (and specialisation) production less pre-trade (and specialisation) production 
    10,000 cheese – 7,500 cheese   = 2,500 cartons of cheese 

   90,000 mobile phones – 60,000 mobile phones = 30,000 mobile phones 
 

  Gains from specialisation:   2,500 cartons of cheese 
       30,000 mobile phones 

 
c In New Zealand 10 cheese = 30 mobile phones 

  therefore 1 cheese = 3 mobile phones 
  or  1 mobile phone = 0.33 cheese 

 In Finland  5 cheese = 90 mobile phones 
  therefore 1 cheese = 18 mobile phones 
  or  1 mobile phone = 0.055 cheese 

 Cheese could trade at ratios between: 
    1 cheese :   3 mobile phones 
  and 1 cheese : 18 mobile phones. 

 For example, 1 cheese : 10 mobile phones would benefit both countries. 
 

 
Question 2 Comparative advantage (page 95) 
a i New Zealand      ii New Zealand 
b i 0.67        ii 1.67 
c i 1.5         ii 0.6 
d Australia. The opportunity cost of producing wool is lower in Australia than in New Zealand. In 

Australia, production of one additional unit of wool means that resources must be transferred from fish 
production. Fish production falls by only 0.6 tonnes whereas in New Zealand one additional unit of wool 
involves foregoing 1.5 tonnes of fish. 

e New Zealand. The opportunity cost of producing fish is lower in New Zealand than in Australia: 
 1 fish : 0.67 wool (New Zealand) 
 1 fish : 1.67 wool (Australia). 

f David Ricardo. 
 
 
Question 3 Exchange rates (page 96) 
a 

 
 
 

• Demand for the New Zealand dollar falls. 
• Exchange rate depreciates. 
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b 
 
 
 

• Capital inflows increase causing increased demand for 
NZ$. 

• Exchange rate appreciates. 
 
 
 
 
 

c  
 
 
 

• Reduced imports reduce supply of NZ$. 
• Increased exports increase demand for NZ$. 
• Twofold upward pressure on NZ$: appreciation. 

 
 
 
 
 

 
d  

 
• Improved competitiveness of New Zealand exports causes 

increased export sales and results in increased demand for 
NZ$. 

• Improved competitiveness of domestic import-competing 
industries leading to reduced demand for imports and fall in 
the supply of NZ$. 

• The New Zealand dollar appreciates. 
 
 
 

 
C Multiple-choice questions (page 98) 

 1 b  5 d  9 b  13 b  17 c 
 2 a  6 b  10 b  14 a  18 a 
 3 d  7 b  11 c  15 c  19 b 
 4 d  8 b  12 d  16 a  20 b 

 


