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Summary – GDP / Aggregate demand and supply  
(page 136)

1. interdependence

2. injections

3. withdrawals

4. value

5. inflation

6. increase

7. business cycle

8. recession

9. levels

10. Net Exports

11. output

12. excess

13. increase

14. employment

15. steep

16. productivity

17. intersection

18. recessionary

19. prices

Questions: Fiscal policy (page 138)
1. Government policy on its revenue and expenditure.

2. a. i.  Calculated as a percentage of a person’s income. Increasing 
marginal tax rates apply at higher income levels.

 ii.  GST is calculated as 15% of the price of a good or service.  

GST is collected from the producer. 

 iii.  Calculated as a proportion of the amount of profit made by a 
company.

b.  i.  NZ Super is a transfer payment for all New Zealand citizens over 
the age of 65.

 ii.  Costs of operating hospitals, subsidies to doctors, and 
prescription medicines.

 iii.  Costs of running schools and tertiary institutes – including 
teacher salaries, subsidies for early childcare centres, the interest 
costs of interest-free student loans.

 iv.  Costs of running government, particularly government 
departments throughout the country and public servants in 
Wellington.

 v. Interest costs on government debt.

3. Kiwibank, Air New Zealand, NZ Post, TVNZ, Solid Energy, KiwiRail.

4. Year 1 Year 2 Year 3 Year 4

Operating balance $3b $2b $5b $4b

Surplus Deficit Deficit Deficit

5. a.  False. Government must run a surplus until government debt is at a 
prudent level and thereafter run a balanced budget on average.

b. True.

c.  False. A budget surplus would have a contractionary effect, as more 
money is being withdrawn from the economy by the government 
than is being injected.

d.  False. Income tax cuts would reduce the government’s revenue, but 
this would only create a deficit if it resulted in government revenue 
falling below government spending.

e. False. Fiscal policy does not include control of interest rates.

f. True.
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   Consumers have increased disposable income – would allow 

increased consumer spending, increasing AD. As a result, the price 
level increases from PLe to PL1, economic growth increases since 
Real GDP increases from Ye to Y1, and employment increases as the 
economy moves towards Yf, i.e. full employment.

b. A decrease in benefits would reduce incomes for those households 
affected, resulting in a decrease in consumer spending and thus 
a fall in AD. This results in a fall in the price level from PLe to 
PL1. Economic growth falls since Real GDP has fallen from Ye to 
Y1. Employment has fallen since the gap between Yf and Y1 has 
increased.
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c. The increase in government spending will increase AD, as more is 
spent on additional goods and services and new jobs are created. 
The improved infrastructure would raise productivity, increasing 
AS. This results in an increase in economic growth since Real GDP 
increases from Ye to Y1. Employment increases since Real GDP 
has increased towards Yf (and increased production requires more 
workers). The effect on the price level depends on the size of the 
shifts of AD and AS.
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d. An increased deficit would mean that there is an increased injection 
of money into the economy by the government, increasing AD. The 
price level increases from PLe to PL1. Economic growth increases 
since Real GDP increases from Ye to Y1, and employment increases 
due to the increase in Real GDP and the reduction in the gap Y1 and 
full employment.
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7.  a.  The government’s tax take would increase – due to higher incomes, 
higher employment and higher profits for businesses. As a result, 
income tax, GST and corporate tax would increase. At the same time, 
less would need to be spent on social welfare, as more people will 
be working. Overall, the government’s operating balance would 
improve.

b.  Falling tax revenue – as incomes are less likely to increase and 
unemployment will rise. As a result, consumer spending would fall, 
reducing GST revenue; and company profits would fall, reducing 
corporate tax revenue. In addition, as unemployment rises, spending 
on social welfare would increase. Overall, the government’s 
operating balance would deteriorate.


