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CHAPTER 1:  

MACROECONOMIC MEASUREMENTS 

PART I: PRICES AND UNEMPLOYMENT 

MEASURING THE PRICE LEVEL 

The first distinction that needs to be made regarding price levels, is the difference between a 

price and a price level. 

A price refers to a singular price, e.g. the price of an apple is R2.70. A price level, on the 

other hand, is a weighted average of the prices of all goods and services, e.g. if the price of 

an apple, orange and banana are respectively R2.70, R1.20 and R3.20, then the price level 

(or the average price of all of the goods) will be 
2,70+1,20+3,20

3
= R2,37. 

Price levels are measured by using price indices, e.g. the consumer price index or the 

producer price index. 

The Consumer Price Index (CPI) 

Economists measure the price level by constructing a price index. The major price index that 

is used in South Africa to calculate the price level is the consumer price index, abbreviated as 

the CPI.  

The consumer price index refers to the weight average of prices of a specific set of goods 

and services purchased by a typical household, also called the market basket.  

The goods and services that are included in the market basket are determined by annual 

income and expenditure surveys as administered by StatsSA. The survey gives an indication 

of which goods and services are typically bought and also which goods and services are being 

regarded as being most important to be able to effectively provide each good and service with 

a specific weighting within the basket. The market basket includes eight major categories of 

goods and services, which include food and beverages, housing, apparel (clothing), 

transportation, medical care, recreational expenses, education and tuition and any other 

goods and services that are believed to be a good measure of the standard of living of typical 

households. 

In South Africa, the official CPI is the headline CPI for all urban areas, which is estimated and 

published on a monthly basis by StatsSA. It is important to note that because the CPI is used 

to calculate the price level in the economy, it is also used to calculate the inflation rate in the 

economy, because it tells us how much the price level has increased or decreased over a 

given period. 

To calculate the CPI, we use the following formula 

CPI =
total rand expenditure of the market basket in the current year

total rand expenditure of the market basket in the base year
× 100 
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CHAPTER 2 

MACROECONOMIC MEASUREMENTS 

PART II: GDP AND REAL GDP 

GROSS DOMESTIC PRODUCT (GDP) 

The Gross Domestic Product, abbreviated as the GDP, refers to the total market value of all 

final goods and services produced annually within a country’s borders, within a given period 

of time – usually a year or a quarter. 

There are some aspects of the definition that need to be clarified first. 

“…of all…” This measure of GDP only includes goods that are sold legally. This 

GDP measurement does not, however, include all goods and services. 

Certain goods and/or services are excluded, such as 

1. Certain non-market goods and services 

If a family hires a person to cook and clean, the service is counted in 

GDP. If the family members perform the same tasks, however, their 

services are not counted in GDP, as there was no reimbursement for 

the services. Certain non-market goods and services are, however, 

included, e.g. when a family of farmers who own and work on the farm, 

produce and consume food from the year. 

2. Underground activities: both legal and illegal 

Illegal goods and services are not counted in GDP because there exists 

no record of the related transactions, e.g. drug trade or prostitution is 

legal and will not be recorded. An example of a legal good that does 

not get recorded is any cash transactions, e.g. if a gardener prefers to 

be paid in cash and therefore does not record the transaction, possibly 

to avoid paying tax on the income. 

3. Sales of used goods 

Due to the fact that the GDP only measures current production, items 

that have been previously sold, will not be taken into account in the 

GDP, because the used item was accounted for in the GDP when it 

was originally produced.  

4. Financial transactions 

The trading of stocks and bonds is not included in the GDP, because it 

does not represent the production of new assets – it is simply the 

trading of existing assets, i.e. the exchange of stocks or bonds for 

money. 

5. Government transfer payments (social grants) 
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CHAPTER 5 

KEYNESIAN MACROECONOMICS AND ECONOMIC 

INSTABILITY 

KEYNES’S CRITICISM OF SAY’S LAW IN A MONEY ECONOMY 

Keynes did not believe that an increase in saving will lead to an equal fall in consumption and 

an equal increase in investment. Keynes believed that individuals save for a variety of different 

reasons and accordingly no single factor, such as the interest rate, can ensure that the amount 

of savings will exactly equal the amount of investment.  

Keynes believed that savings is more responsive to factors such as changes in the level of 

income and that investment is more responsive to factors such as technological change and 

innovation, but more importantly to business expectations and expected rates of return on 

investments.  

Keynes on wage rates 

The classical economists believed that wages are flexible and will be able to adjust to ensure 

that long-run equilibrium is achieved. Keynes disagreed, because he believed that wages are 

quite inflexible, especially when trying to adjust them downwards. 

Keynes believed that wages would be inflexible downwards, because employees (and their 

trade unions) are more likely to resists wage cuts, as well as factors such as long-term 

contracts that are in place and the efficiency wage model (i.e. paying people more will 

incentivise them to work more productively, and the inverse also applies). 

This led to Keynes believing that when the economy is in a recessionary gap, the mechanism 

to return to long-run equilibrium as proposed by the classical economists, will fail, because the 

wage rate will not fall. This will mean that the economy will not be able to self-regulate and 

therefore be stuck in a recessionary gap. 

Keynes, therefore, believes that the economy is inherently unstable and that the economy is 

in fact not self-regulating. 

Different markets, different rates of adjustment 

The issue is often not whether prices and wage rates will fall if the economy is in a recessionary 

gap, but rather how long it will take for prices and wages to fall so that the economy can 

return to long-run equilibrium. 

Keynesian economists argue that the labour market does not adjust the same way or as 

quickly as some other markets, e.g. the stock market. In other words, wage rates are not likely 

to fall simply because the demand for labour has declined. The wage rate is likely to be 

inflexible downward; that is, it isn’t likely to decline – at least for some time. 

Why is the wage rate inflexible downwards? One explanation has to do with long-term labour 

contracts. Management might want to enter into such a contract for two reasons: it leads to 

fewer labour negotiations and fewer worker strikes, both of which effectively diminish or 
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CHAPTER 6 

FISCAL POLICY AND THE FEDERAL BUDGET 

THE BUDGET 

The national budget consists of government expenditure and tax revenue. 

Government expenditure refers to all goods and services that the government spends their 

money on.  

The way that they can afford this government expenditure is through the tax revenue that they 

receive. 

Income tax structures 

1. A progressive income tax system refers to a tax system where the tax rate increases 

as a person’s taxable income level rises. A progressive tax is usually capped at some 

tax rate. 

2. A proportional income tax refers to a tax system where the same tax rate is used for 

all levels of income. This is sometimes called a flat tax rate. 

3. A regressive income tax refers to a tax system where the tax rate decreases as a 

person’s taxable income level rises. 

Terminology of the budget 

It can often happen that the allocation of the government between their expenditure and their 

revenue might not be very effective. Three cases exist 

1. A budget deficit occurs when the government expenditure exceeds the tax revenue, 

i.e. the government spends more money than what they receive as tax revenue. 

2. A budget surplus occurs when the tax revenue exceeds the government expenditure, 

i.e. the government less than what they receive as tax revenue. 

3. A balanced budget refers to when the government expenditure and the tax revenue 

are exactly equal, i.e. the government spends everything they receive as tax revenue. 

Structural and cyclical deficits 

Economists use the term cyclical deficits to describe the part of the budget deficit that is the 

result of a downturn in economic activity. The remainder of the deficit – the part that would 

exist even if the economy were operating at full employment – is called structural deficit. 

This means that the total budget deficit is the sum of the cyclical deficit and the structural 

deficit. 

Public debt 

The total public debt refers to the total amount that the government owes to its creditors. 

  



52 | P a g e  
 
 

 

CHAPTER 7 

MONEY, BANKING AND THE FINANCIAL SYSTEM 

MONEY: A BRIEF OVERVIEW 

Money is defined as any item that is widely accepted for purposes of exchanges, i.e. the 

payment of goods and/or services, and the repayment of debt, or taxes. 

It is important to realise that “income”, “credit” and “wealth” cannot be used interchangeably 

with “money”. All of these terms refer to different things in economic terms. 

The functions of money 

Money has the following three major functions in the economy 

A medium of exchange 

Money was created as a universally acceptable item to enable trade in order to move away 

from a barter economy, where goods and/or services are exchanged for goods and/or 

services. The use of money as a medium of exchange has reduced the transaction costs 

involved with completing a transaction as it now takes less time and effort to complete a 

transaction. This allows a person to have more time for leisure activities and it is expected that 

the standard of living of a person will increase in a money economy as opposed to in a barter 

economy. 

To further explain this concept, we look at the double coincidence of want that was a 

necessary condition for trade to occur in a barter economy – what the one person wants must 

be what the other person is giving. Money eliminates this constraint as a person will now 

receive money and be able to purchase whatever they want. 

A unit of account 

Money acts as a unit of account, i.e. it is a common measure in which the values of all goods 

and/or services are expressed. Regardless of the fact that goods and/or services might be 

denominated in different currencies, it is still measured in one thing – money, as opposed to 

in a barter economy where some things might be measured in apples, others in horses, etc. 

A store of value 

Money has the ability to maintain its value over time, which allows us to refer to it as a store 

of value. This allows us to save money in order to make use of it at another time. 

DEFINING THE MONEY SUPPLY 

Money, as we know it today, has value due to the level of trust that the users have in it, which 

is a function of its general acceptability as a payment method. It is important to note that our 

money supply is no longer backed by any commodity – not even gold. 
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ADDITIONAL CHAPTER 

SARB 

THE STRUCTURE OF THE SARB 

The SARB is the central bank that was created in 1921 and has been privately owned ever 

since, while its independence is enshrined in the Constitution of South Africa since it was 

adopted in 1996. Because the SARB is responsible for monetary policy, it works closely with 

the South African government. 

The SARB has a board of directors with 14 members: the Governor, currently Mr Lesetja 

Kganyago, and three deputy governors who manage the daily affairs of the Bank and have 

full responsibility for the workings of the bank and are appointed by the President of the 

Republic for five years. Three others are also appointed by the President of the Republic for 

a three year period. The other seven (one for agriculture, two for industry and four for 

commerce or finance) are appointed by shareholders for a period of three years. 

THE FUNCTIONS OF THE SARB  

The primary function of the Reserve Bank is to protect the value of South Africa’s currency. In 

trying to accomplish this, the SARB takes responsibility for 

1. Formulating and implementing monetary policy by using  

• Refinancin systems and interest rates 

The bank’s influence on the interest rate through its refinancing system constitutes the 

essence of its monetary policy transmission. 

• Open-market operations  

The SARB will conduct open market transactions to neutralise the influence of exogenous 

factors on the liquidity position in the money market and to create a liquidity shortage in the 

money market, i.e. a situation where the required reserves exceed the actual reserves. 

2. Providing a service to the government  

• Custodian of gold and foreign exchange reserves 

The bank keeps the major part of the gold and foreign-exchange reserves, which originates 

from international trade, foreign investment inflow and borrowings abroad. 

• Banker, and adviser, to the government 

The bank’s main services to the government include administering the auctions of 

governments bonds and Treasury bills, participating in the National Treasury’s debt 

management meetings and managing the flow of funds of the Exchequer Account and the tax 

and loan accounts. 
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CHAPTER 8 

MONEY AND THE ECONOMY 

MONEY AND THE PRICE LEVEL 

The equation of exchange 

The equation of exchange is an identity stating that the money supply (M) multiplied by 

velocity (the average number of times a dollar is spent to buy final goods and services during 

a year, denoted by V) must be equal to the price level (P) multiplied by the real GDP (Q). 

The equation of exchange can be given by  

𝑀𝑉 ≡  𝑃𝑄 

The ≡ denotes an identity, which means the equation holds for all variables.  

This equation can also be interpreted as the total expenditure (MV) that must equal the total 

revenues of businesses (PQ). Or, the money supply multiplied by the velocity equals the GDP 

(because GDP = PQ). 

For a large economy, we cannot count the number of times that a dollar changes hands and 

therefore we calculate V by calculating GDP (P X Q) and M and then dividing GDP by M, i.e. 

V =
GDP

M
=

P × Q

M
 

The simple quantity theory of money 

The simple quantity theory of money is based on the assumption that V and Q are constant 

(especially in the short run) and predicts that changes in M lead to strictly proportional changes 

in P.  

The velocity of money can be considered to be constant as the changes that occur in V are 

so small, that it can be considered to be constant. The real GDP can be considered to be 

constant, especially over the short periods. 

The simple quantity theory of money is given by 

𝑀�̅� = 𝑃�̅� 

The first thing to note is that we moved from an identity to a theory, which means that we use 

a normal “=” instead of a “≡”. 

This phenomenon does not necessarily show up in data as a one-for-one increase, but the 

essence of the simple quantity theory of money is evident – the higher the growth rate in the 

money supply, the greater is the growth rate of the price level. 

In the AD-AS framework, because we have that TE = MV and we know that TE = C + I + G +

EX − IM, we can say that MV = C + I + G + EX − IM. This essentially means that a change in 

the money supply, or the velocity of money, will cause a change in the aggregate demand. 
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CHAPTER 13 

INTERNATIONAL FINANCE 

THE BALANCE OF PAYMENTS 

The balance of payments refers to a periodic statement of the monetary value of all 

transactions between the residents of one country and the residents of all other countries for 

a specific period, i.e. it is a summary of all transactions that occur between the residents of a 

country and residents from other countries. 

Accounts in the balance of payments 

The balance of payments must always balance, i.e.  

Current account balance 

+ Capital transfer account  

+ Financial account balance  

+ Unrecorded transactions 

= Reserve assets 

The reason why the balance of payments will always balance is due to the fact that each 

transaction contains a flow of goods, services or financial assets, as well as a flow of money 

as a payment. Accordingly, each transaction will be recorded twice, once as a debit entry and 

once as a credit entry; accordingly, the balance of payments will always balance.  

• A debit transaction represents an inward flow of a valuable item for which a payment 

is made to a non-resident, e.g. imports, because items flow in while payments flow 

to a non-resident (money flows out). This will lead to a demand for a foreign currency 

and accordingly a supply of the domestic currency on the foreign exchange market 

(commonly known as the forex market, which refers to the market where all 

transactions involving currencies take place), which will lead to a depreciation of the 

domestic currency. 

It is important to note that the debit transaction merely indicates what happens to the money 

spent, i.e. the imports that occur will be recorded as a debit entry, as there is an inward flow 

of valuable items. This means that the flow of the money will take the opposite entry, i.e. the 

fact that currency is flowing out of the country, it will be recorded as a credit transaction, as 

there is an outward flow of valuable items (in this case money). 

• A credit transaction represents an outward flow of a valuable item for which a payment 

is received from a non-resident, e.g. exports, because items flow out while payments 

flow from non-residents (money flows in). This will lead to a demand for the domestic 

currency and accordingly a supply of the foreign currency on the foreign exchange 

market, which will lead to an appreciation of the domestic currency. 
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CHAPTER 14 

GLOBALIZATION 

GLOBALIZATION FACTS 

Globalization refers to the phenomenon by which the economic agents in any given part of 

the world are increasingly affected by events that happen elsewhere. Additionally, it refers to 

the growing integration of the national economies of the world to the extent that a single 

worldwide economy might be emerging. 

Evidence that globalization is occurring  

Globalization is characterised by countries opening up their borders for international trade, 

increases in foreign investment and the increasing tendency to hire employees in other 

countries. 

Furthermore, the decrease of tariffs in many countries, together with the increase in foreign 

stock owned by people and the growing numbers of WTO members provide evidence that 

globalization is happening at a fast pace. 

Benefits of globalization  

• Globalization brings about increased international trade and accordingly the benefits 

thereof, such as  

o decreased prices for consumers,  

o more innovation due to competition among firms, and 

o a wider variety of choices for goods and/or services. 

• Furthermore, globalization leads to an increase in real GDP and accordingly, also an 

increase in the per capita income, which represents a higher standard of living, on 

average. 

Costs of globalization  

• Globalization leads to a larger level of income inequality among countries as it acts like 

a train – those that got on early enough will reach their destination faster, but those 

that did not get on will end up falling farther and farther behind. 

• Globalization leads to a loss of domestic employment opportunities as firms tend to 

make more use of offshoring by employing employees from foreign countries, which 

might be cheaper than domestic employees. 

• Globalization increases the opportunity for power to accumulate among the bigger 

corporations. 

FACTORS AFFECTING JUST THE AGGREGATE DEMAND 

Foreign real GDP (or Foreign Real National Income) 


