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Section A  (  50 marks )  Answer ALL questions. Choose the best answer for each question.

1
Under competitive market equilibrium, all firms will NOT have the same


A
average cost of production


B
marginal cost of production


C
level of technology




D
marginal revenue of the goods

2
Which of the following is false in a one-man economy ?


A
There is no transaction cost.


B
There is no discrimination as there is no competition.


C
There is no constraint as resources bear no cost.


D
None of the above.

3
Utility maximization is


A
a tautology because utility is not observable.


B
the same as maximizing use value by a consumer.


C
useful provided that we can specify all the constraints involved.


D
none of the above.

4
Which of the following is an example of price discrimination ?


A
The Ocean Park charges zero entrance fee for senior citizens.


B
A cup of coffee is sold at a higher price in a hotel than in a fast-food shop.


C
An airline company charges lower fares for any passengers below 5 years of age.


D
The price per can of coke of a pack of eight cans is lower than that of a single can.

5
Economic theory is not useful in every situation because


A
it is refutable in some situation and not refuted in other situations.






B
its assumptions contain both realistic and unrealistic ones.


C
the constraints are different in different situations. 


D
of all the above.

6
Which of the following statements about discrimination is correct ?


A
It is inevitable because of positive transaction costs in any type of economy.


B
Whenever there is competition, there is discrimination.


C
Whenever there is scarcity, there is discrimination.


D
Both B & C.

7
Which of the following statements is true ?


A
The slope of the total product curve is the average product.


B
The average product curve passes through the maximum of the marginal product.


C
The average product is inversely proportional to the average cost for a price-taking market.


D
The marginal revenue product is also based on the law of diminishing marginal returns.

8
In economics, equilibrium


A
is an observable phenomenon in a market.


B
is an assertion to support economic theories to explain the reality.


C
is an economic concept that cannot be observed in reality.


D
is a theoretical implication derived from an economic theory.

9
The Theorem of exchange is based on 


A
the assumption of negligible transaction costs.


B
the assumption of zero transaction costs.


C
the assumption of well-defined property rights.


D
the equi-marginal principle.

10
Monopoly rent


A
is a cost for the rights to transfer the existing monopoly licence.


B
can be discounted to represent the market value of the monopoly right.


C
may also be a form of economic rent.


D
All of the above.

11
If a change in constraint allows a monopolist to change its simple pricing to perfect price discrimination, 
with negligible transaction costs, 


A
the market value of the monopoly right will increase.


B
the change in pricing policy leads to a loss to some consumers.


C
the monopolist has already minimized its variable costs.



D
the marginal revenue curve of the monopolist is no longer downward-sloping.

12
Scarcity


A
is inconsistent with the concept of a public good.


B
is implied by the presence of an excess demand in the market.


C
exists whenever a shortage emerges.


D
implies competition and discrimination of some kinds.
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13
Which of the following statement is FALSE about a common property ?


A
It would lead to a dissipation of rent through competition.


B
It leads to a divergence between private and social cost.


C
Its property rights cannot be changed to private property rights.


D
It is different from a public good.

14
The emergence of firms implies that


A
there is a private property right system.


B
transaction cost is significant for at least some transactions.


C
contractual arrangement is more efficient than market arrangement.


D
the number of contracts made will be increasing.

15
Which of the following about the Giffen good is true ?


A
It is a theoretical possibility only and can never be found in reality.


B
It can be derived from the indifference curve analysis by holding money income constant.


C
It refers to a good with an income effect greater than the substitution effect.


D
It only exists in case of an extremely low income group of consumers.

16
Suppose there is a slavery market with voluntary exchange, then it benefits


A
the masters with consumer’s surplus enjoyed but not to the slaves.


B
the slaves with economic rent but not the masters.


C
both the masters and the slaves.


D
the middleman only because transaction costs must be significantly high.

17
A person likes to have beer and peanuts. After a certain amount of beer, he has no desire to have more. 
As for peanuts, he always prefers more to less. His preference could be shown by an indifference curve :


A
Beer






B
Beer










Peanuts







Peanuts

C
Beer






D
Beer








Peanuts







Peanuts
18
An increased success in law enforcement against drug trafficking will have the following result EXCEPT


A
The total use value of the society will increase.


B
The volume of drug transactions will fall.


C
The total use value from the drug transactions will fall.


D
The costs of drug transactions on the exchanging parties will increase.

19
A monopolist, formerly practising simple pricing, has developed a new production technique resulting in a 


reduced cost by 20 %. To maximize wealth, his output will be


A
increased by 20 %.




B
increased by less than 20 %


C
increased by more than 20 %.


D
none of the above.

20
A person drove for one hour to a beach to enjoy a quiet afternoon tea. Before he entered the café, it was 
already crowded with noise from everywhere. He hesitated to stay or leave. What is his cost at that 
moment ?


A
The gasoline cost, depreciation expense and the time ( one hour ) cost.


B
The costs in (a) plus the expenses of the afternoon tea.


C
The costs in (b) plus the value of quiet atmosphere sacrificed.


D
None of the above.

21
The following reasons will lead to a more elastic demand curve for a factor of production (X), EXCEPT


A
There are only a few substitutes of the good produced by X in the market.


B
The rate of diminishing marginal returns is smaller.


C
The demand for the good produced by X is more elastic.


D
The supply of another relevant factor of production is more elastic.

22
Which one of the following statements about interest is FALSE ?


A
Interest is the whole of income.


B
Interest is the rate of return on the capital value of assets.


C
Interest does not exist in a barter economy without a market price.


D
Interest may include the amount of economic rent earned by a factor of production.

23
A firm earns a profit if


A
its promotion strategy is successful due to an unusually good foresight of the market.


B
the demand for its products increases out of a sudden.


C
it is a closed market price-searcher but a price-taker in the factor market.


D
it owns a superior factor resulting in an exceptionally low production cost.
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24
A divergence between private and social benefits will lead to ________ and _______ 


of the goods produced.


A
under-pricing ; under-production

B
under-pricing ; over-production


C
over-pricing ; over-production


D
over-pricing ; under-production

25
Which of the following is true of economic rent ?


A
It will be driven down to zero by competition.


B
It will not be equal to the amount of transfer earnings.


C
It will not exist in any productive resources.


D
It may be included in the wage rate of a labour, say your economics teacher.

Section B   ( 50 marks )  Answer ALL questions. Keep your answer SHORT. ( 8 marks each except Q. 6 )

1
What is a market ? Does the existence of a market necessarily imply discrimination ?

2
“ Whenever a firm exists, transaction costs exist. “
“ Whenever a firm exists, a contract exists. “


Defend BOTH statements.

3
A public good can be a common property but not vice versa. Do you agree ? Explain.

4
A labour can earn rent as well as profit. Do you agree ? Explain.

5
The marginal cost curve of a price-taking firm is its short run supply curve. Do you agree ? Explain.

6
What are the major similarities and differences between economic rent and monopoly rent ?
Section C
( 50 marks )
Answer ALL questions. 

1
Suppose an aged has a pension of $3000 per month and can buy bread for $3 per kilogram. The 
government now subsidies his bread purchases by agreeing always to pay one-half of his bread bill. 






         $






     3000




















0


     
1000

    Bread (kg.)



(a)
(i)
Draw a similar diagram as shown to show his new optimum point (call it R) and the amount 


of subsidy (call it $S).



(ii)
Suppose the government abolishes the subsidy scheme and gives a cash grant of $S per 



month. Show his optimum position with explanation.  




(8)


(b)
Which would him rather have : the subsidy or the cash grant ? Why ?  (4)

2
Department stores always have their discount sales at the end of each year. 


(a)
Among these department stores, it was observed that the majority of the goods bears different 


percentages of discounts. Many similar goods are also offered with different discounts.



What are the economic explanations for these arrangements ?  (6)


(b)
Sometimes, the same types of goods are priced (with discounts) differently among these 



department stores. Are they examples of price discrimination ? Explain. (6)

3
The service plans of a mobile phone company is shown below.




Plans

Basic Monthly Charge

Included Minutes of Use

Additional Charge










      ( Free-of-charge )

       Per Minute


I   : Low Volume

$120





0



$4


II  : Standard Volume
$400



First 100 minutes



$1.6 * ($1.2)


III : High Volume

$700



First 350 minutes



$1.6 * ($1.2)






 *  denotes the peak minute (7:00 a.m. - 9:00 p.m.) charge.



( ) denotes the off-peak minute (9:00 p.m. - 7:00 a.m.) charge.
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3
(a)
What are the economic reasons for the company to offer different service plans to the users ?



Why don’t the company simply charge an uniform price to save the administration costs of the 


service plans ?  (8)



(b)
Which would the likely service plan(s) be chosen by an mobile phone user in the event of :-



(i)
perfect certainty of the future minutes of use ;



(ii)
certainty of the future minutes of use but uncertainty about the time of use within a day ? (6)

4
During the recent years, the government allowed the Provisional Airport Authority ( PAA ) to hire workers 


through their contractors from China, Philippines and Thailand. A Chinese worker had to contact an


agency in China first and obtained a visa (working) permit through a state-controlled labour bureau. The 


Mainland agency will contact another agency in H.K. which would help the worker to complete the 


registration and legal procedures with the Hong Kong Immigration Department.


Recently it was discovered that the workers hired by the contractors had been cheated by receiving a 
wage rate of only about 10 % of their original contracted rate. The critics blamed mainly on the agencies 
to be responsible for the issue.


(a)
What are the economic explanations for the existence of the agencies BOTH in China and in Hong 

Kong ?  (6)



(b)
Suppose the government allows the PAA free to recruit the workers directly. 



What will be the results ? Who will be benefited as a result ?  (6)
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Section A  (  50 marks )  Answer ALL questions. Choose the best answer for each question.

1
Which of the following statements is/are correct ?


(1)
GNP per capita is always larger than NNP per capita.


(2)
Nominal growth rate of GNP is always larger than real growth rate of GNP.


(3)
GNP per capita is always larger than GDP per capita.


A
1 only


B
1, 2


C
2, 3


D
All of them

2
Refer to the diagram, which of the following 

Exp.

statements are correct ?









C + I + G


(1)
The amount of savings and taxes is 













denoted by RT.








         C


(2)
The multiplier effect is given by SU / RT.



    


(3)
The APC is given by TV / OV.


A
1, 2


B
1, 3




C
2, 3


D
All of them

       0






Income
3
At point M in the diagram, there is an excess        r


_______ in the _______ market and at point 


IS


M
LM


N there is an excess ________.


A
supply ; product ; money demand


B
demand ; product ; money demand





    N


C
supply ; money ; money supply


D
demand ; money ; money supply
       0






Y

4
Which one of the following statements is implied by an anticipated inflation rate equal to zero ?


A
The nominal interest rate is the same as the real interest rate.


B
The nominal interest rate is the greater than the real interest rate


C
There will be no change in the equilibrium market interest rate.


D
None of the above.

5
A built-in stabilizer like a progressive tax system will be more effective if


A
there are a greater number of marginal tax rates in the system.


B
there is a higher rate of unemployment.


C
the tax base of the system is relatively wide.


D
All of the above.

6
Suppose an economy has an autonomous government expenditure at all income levels. The equality 


between its realized savings and realized investment


(1)
is statistically observable



(2)
is also an identity


(3)
is an equilibrium condition for income

(4)
is a theoretical possibility


A
2, 3


B
1, 4


C
1, 2 & 4

D
1, 3 & 4

7
The crowding-out effect of a government spending will be larger if the money stock is _________ 

to income and the interest elasticity of money demand is _____.

A
exogenous ; large




B
endogenous ; large

C
exogenous ; small




D
endogenous ; small

8
The equation of exchange


(1)
is a tautological identity.


(2)
is valid under the condition of full employment income.


(3)
states that total expenditure is always equal to total output value.


A
1, 2


B
1, 3


C
2, 3


D
All of them

9
Which of the following correctly explains the shift of
r


the total demand for money from M0 to M1 ?



M1
M0


(1)
An expected rise in bond prices.


(2)
A more wide-spread use of credit cards.




(

(3)
An increase in the risk of holding bonds.


(4)
Interest elasticity of income becomes larger.


















0



         Money Stock






            










A
1, 2


B
2, 3


C
1, 4


D
2, 3 & 4

10
Which of the following statements about inflation is INCORRECT ?


A
Unanticipated inflation is a tax on net monetary creditors.


B
Inflation is not the only factor causing money illusion of workers.


C
Inflation is taxation under a progressive tax system.


D
Fully anticipated inflation will not impose costs to an economy.
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11
When a government policy leads to a higher amount of public debt, 


A
the market interest rates would rise.


B
there will be no re-allocation of resources.


C
the higher the real debt burden, the higher the unemployment rate.


D
the higher the real debt burden, the lower the unemployment rate.

12
Which of the following statements are correct ?
Exp.

(1)
The IS curve will shift to the right.







S + T


(2)
The value of total injection is greater.


(3)
The expenditure multiplier will increase.






    I1 + G















(

A
1, 2


B
1, 3








  I0 + G


C
2, 3


D
All of the them










    0






Income
13
Which of the following statements concerning unemployment is FALSE ?


A
The ‘Classified Post’ in the South China Morning Post could reduce the search unemployment.


B
Frictional unemployment exists in any economy with a free labour market.


C
When a working woman is pregnant and stays in a hospital, she is treated as unemployed.


D
The recent increase in the number of retired people will raise the unemployment rate in H.K.

14
Given :


C  =  80 + 0.75 YD


I  =  66

G  =  40


If the government gives a transfer payment of 16 and imposes a lump-sum tax of 24, what will be the 


equilibrium level of income ?


A
768


B
720


C
656


D
640

15
The following table shows the costs of production of 2 goods in 2 nations.


Jeans


Watches

Hong Kong

HK$ 100

HK$ 50




Japan


Y 1500

Y 4500





Which of the following are true ?


(1)
A terms of trade of 1 watch : 2 units of jeans is mutually beneficial to the 2 nations.


(2)
Japan has a comparative advantage in the production of watches.


(3)
The possible exchange rate lies between Y15 / HK$ to Y90 / HK$.


A
1, 2


B
1, 3


C
2, 3


D
All of them

16
Refer to the diagram between consumption


expenditure and disposable income.


   C




 


Which of the following is correct ?








    C


A
The average propensity to consume decreases



T



from R to S and becomes a constant beyond S.

S


B
The equilibrium national income is at T.


C
Consumption increases as disposable income



increases.


D
The marginal propensity to save increases
    R



as disposable income increases.










    0






    YD
17
Which of the following is an explanation for 


the shift in supply of the HK$ from S to S1 ?

US$/HK$












D


S1
    S


A
There is a rise in the invisible earnings



of the USA.









       (

B
There is an increase in the USA 



investment activities in H.K.


C
The commercial banks in H.K. choose to



arbitrage by selling US$ in the forex market.


D
The market exchange rate of US$ is HK$ 8 / US$.











0





HK$

18
If a loan created by a bank has a half of it being held as cash by the non-bank public and the other half


of it re-deposited into the banking sector, then


A
the banking multiplier is equal to 2.


B
the money supply will increase by one half only.


C
the actual reserve ratio of the bank is equal to 50 %.


D
the maximum amount of loans created is reduced.
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19
Other things being equal, an open market purchase of bonds by the non-bank public from the central 
bank will


A
lead to a fall in the excess reserves of the commercial banks.


B
lead to a fall in the monetary base of the central bank.


C
be the same as a purchase of bonds by the non-bank public from a commercial bank.


D
eventually raise the market rate of interest.

20
The liquidity trap is 


A
valid because employers and employees have money illusion.


B
valid because it is a result from real world observation.


C
true if people thought that the present interest rate is already very low.


D
None of the above.

21
Which of the following can reduce a balance of payments deficit ?


A
The nominal wage rate rises with a higher level of productivity.


B
An increase in interest rates of a trading partner.


C
The imposition of import tariffs.


D
An increase in money supply by redeeming government bonds.

22
Which of the following events will NOT increase the reserves of a commercial bank ?


A
The central bank lends $3 billion to a commercial bank.


B
A commercial bank opens two new branches in an outlying island.


C
A depositor deposits a cheque issued from an overseas bank to a local bank.


D
The central bank redeems a government bond from a commercial bank.

23
In which of the following situations will an increase in government expenditure have NO effect upon the 
equilibrium level of interest rate ?


A
The LM curve is vertical.



B
The LM curve is horizontal.


C
The IS curve is vertical.



D
The IS curve is horizontal.

24
Under the flexible exchange rate system, which of the followings are correct ?


(1)
The overall balance of trade is always balanced.


(2)
A currency will appreciate with a balance of payments surplus.


(3)
The volume of international trade depends on the market exchange rate.


A
1, 2


B
1, 3


C
2, 3


D
All of them

25
The terms of trade of a nation was 100 in the base year. During the next year, its export prices fell by
10 % and import prices rose by 10%. The current terms of trade was


A
82


B
92


C
100


D
122

Section B
( 50 marks )
Answer ALL questions. Keep your answer SHORT. ( 8 marks each except Q. 6 )

1
If the aggregate expenditure function, i.e. AE = C + I + G, has a slope NOT equal to 1, the economy must 
have a state of equilibrium at a certain level of income. Do you agree ? Explain.

2
Given the following equations :



C = 60 + 0.8 YD

I = 100

G = 150




X = 125


M = 75

T = 10

TR = ?


(a)
If the equilibrium income is 1840, find the amount of transfer payments (TR) and its multiplier 


effect on national income.


(b)
If both T & TR are increased by 10, what is the effect on the level of equilibrium income ? 



Explain why this is so.

3
A balanced-budget is expansionary in a simple Keynesian model but not necessarily so under the case of 
a IS-LM model. Do you agree ? Explain.

4
The IS curve of an open economy is steeper than the IS curve of a closed economy. Do you agree ? 
Explain.

5
“ H.K. has a flexible exchange rate system so that the market exchange rate of HK$/US$ could fluctuate 
   freely. “


“ H.K. has a linked exchange rate so that the market exchange rate could not fluctuate far from 
  
 
   HK$7.8/US$. “


Do the two statements inconsistent with each other ? Explain.

6
“ An increase in money supply lowers the nominal interest rate. “


“ An increase in money supply raises the nominal interest rate. “


Explain why BOTH statements could be true.
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Section C
( 50 marks )
Answer ALL questions.

1
Suppose an economy like H.K., not fully employed, has an equilibrium interest rate and income initially.
The government has just launched a deficit budget (mainly for the airport project) to stimulate the 
economy.


(a)
Explain, with a IS-LM diagram, the possible result of the policy.

(6)


(b)
What are the main factors determining the effect of this policy on the national income of Hong 


Kong ? Explain also.  (6)

2
(a)
Compare the possible effect(s) of the Exchange Fund in redeeming its bonds worth $100 million in 

two different time periods :-the time before the Chinese New Year and the time after the Chinese 

New Year.
(6)


(b)
Under what situation(s) would the effect(s) in both time periods above be the same ? 



Explain also.  (6)

3
In order to ensure a sufficient supply of manpower for the construction project of the new airport, the 
government had allowed the Provisional Airport Authority (PAA) to import and hire foreign labour.


(a)
Explain the effect of this policy on the inflation rate and national income of H.K.
(8)


(b)
Some critics argued that both our unemployment rate and inflation rate stayed at a higher level 


in 1995.



Does this phenomenon conflict with the trade-off suggested by the Phillips curve ?
(4)

4
In a small and open economy like H.K., where total trade accounts for over 230 % of the GDP, the 
government’s ability by using fiscal and monetary policies to influence economic activities is limited.


This is clearly demonstrated by the airport project where much of the additional government spending


goes into the imports of goods and services. The effect has been a widening of the trade deficit. The ratio


of the trade deficit to total imports changes from less than 2.8 % in 1993 to 10 % in  (Jan.- Oct.) 1995.


(a)
Explain the effect of this additional government spending on the national income of H.K. and the 



strength of the HK$.  (8)


(b)
Following its weakness in the early part in 1995, the HK$ has strengthened considerably against 


other major currencies since the third quarter. The effective exchange rate index has risen by 4 % 

during the period.



What are the possible effects on the exports and the balance of payments position of H.K. ?   (6)
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Paper I

Section A

1. A

2. C

3. D

4. A

5. C

6. B

7. D

8. C

9. D

10. D

11. A

12. D

13. C

14. B

15. B

16. C

17. A

18. A

19. D

20. D

21. A

22. C

23. B

24. A

25. D

Section B

1
A market is an arrangement allowing buyers and sellers to come into close contact to make voluntary 
exchanges. It is also a means of allocation of resources with the constraint of scarcity. It is a form of 

competition - market competition.. Therefore, it implies discrimination through competition of some 
sorts.

2
Firms exist to reduce the transaction costs of using a price/market mechanism or market coordination. + 
Explanation. So, the 1st statement is true.


Firms reduce transaction costs by using contractual arrangement with the input owners to coordinate 
production within the firm. Hence, a contract exists as a result.

3
A pure public good : non-excludable and non-rivalry in use. Property rights could be defined.

A common property is non-excludable but rivalry in use, e.g. fish in the open sea. There is a dissipation 
of rent to reduce the net value (rent) to zero through competition. There is no well-defined owners but it 
is possible to be defined and owned.


So, they are only similar but are different in concept.

4
A labour can earn economic rent so long as its (expected) factor income exceeds its transfer earnings. It 
may earn a profit as well if he could obtain unexpected income in excess of the expected amount, e.g. year end bonus, tips or gratuity. Rent can be capitalized or discounted but profit cannot.

5
No, the supply curve is only a portion of the MC curve starting from the minimum point of the average 
cost curve. + Explanation ( MR = MC ; Shut-down point ; P = MR = MC )

6
Similarities : They are earnings of factor income in excess of the operating costs. They could be 




 expected, capitalized and hence a part of costs.


Differences : Economic rent can exist in any factor inputs or can be earned by any input owners. 




 Monopoly rent can only be enjoyed by a price-searcher.

Section C

1

(a)
(i)
Correct diagram with an optimum at R. The budget line rotates out at the Y-axis.


(ii)
The budget line parallelly shifts out with another optimum (at T) reaching a higher level of 


preference indicated by an indifference curve further away from the origin.

(b)
The cash grant is preferred because both income and substitution effects work to improve his level of 

preference. The subsidy scheme, instead, leads only to a substitution effect primarily.

2

(a)
Majority Goods : Different price elasticities of demand + Explanation.


Similar Goods : Information on the discounted prices is costly to both buyers and sellers (store owners).


Servicing costs are also different among different stores in packaging, sales services etc. Some goods are 
franchised so that the discounts are set by the wholesalers instead of the store owners.

(b)
No, it is not an example of price discrimination. Different consumers are charged with the same price for 
the goods within a store. Their costs ( e.g. servicing costs, storage costs, advertising costs ) may well be 
different also.

3

(a)
Different consumers have different MUV schedules. Their preferences are likely to vary widely. Their 
price elasticities of demand may be different. The company wants to compete for a larger market share.


As a wealth maximiser, the company wants to extract the consumer’s surplus by means of price 
discrimination. 


The marginal gain by different service plans may well exceed the marginal costs of the plans. The 
administration costs of service plans may be insignificant compared with other operating costs. 


Hence, the save in costs by uniform pricing may be even smaller or insignificant at all.

(b)
(i)
Any plan depends on the number of minutes of use and the time of use.


(ii)
If less than 70 mins./month are used, plan I is chosen. Otherwise, either plan II or III will be 


chosen because the price per minute ( $4) is the highest in plan I. Consider the basic charge also.

Ans. Page 2.

4

(a)
Initially, the market wage rates in China are extremely lower than that in H.K. The employed Chinese 
workers are eager to work with a significant economic rent. Hence, they are more willing to surrender a 
part of the rent to the agencies legally and illegally (bribes). 

The agencies provide information for labour and the contractors. The agency in China helped the 
workers to handle the procedures with the labour bureau. The agency in H.K. helped to handle the procedures with the Immigration Department. As a result, they reduce the transaction costs involved. 


At the same time, they compete for the economic rent of workers so as to maximise their own gain.


The contractors and PAA have comparative disadvantage in the recruitment of workers.

(b)
There is a change in the form of competition ( including the jobs and the economic rent of workers ).


The contractors cannot cheat anymore, so they lost in this sense.


The PAA may or may not gain because it incurs the transaction costs of collecting information, of 
recruitment, of negotiating contracts etc. Whereas at the same time, it may pay a lower wage rate 
provided  
that the government did not intervene with the determination of  wage rate. 


The person(s)-in-charge of the recruitment as well as the Chinese bureau and staff are likely to face with 
a high bribe from the Chinese agency (it may still exist) and the workers also.


Without a strict legal enforcement, the rent will be competed among the exchanging parties involved.

Paper  II

Section A

1. A

2. B

3. A

4. A

5. C

6. B

7. C

8. B

9. A

10. D

11. C

12. A

13. C

14. B

15. B

16. C

17. C

18. D

19. B/D

20. D

21. C

22. B

23. B

24. C

25. A

Section B

1
No, it depends on the value of the autonomous expenditures and the slope of the AE function.


A state of equil. exists only if the autonomous expenditures have a positive value and slope is less than 1.


If the autonomous expenditures are equal to zero, there is no equilibrium income.

2
(a)
1840  =  60 + 0.8 ( 1840 - 10 + TR ) + 100 + 150 + 125 - 75



T R    =  20






Multiplier (Effect on Income)  =  0.8 / ( 1 - 0.8 )  =  4


(b)
There is no effect on income because disposable income is kept unchanged. There will not be any 

multiplier effect as a result.

3
Simple Keynesian Model : It is expansionary because multiplier effect of G is greater than that of taxes.


IS-LM Model : There is crowding-out effect which depends on the slope of the LM curve so that the 



     expansionary effect is smaller compared with the case above.

4
Yes, in an open economy, there is a leakage in the form of imports ( MPM ( 0 ) so that the change in 
income from any induced expenditures is smaller.
OR :


No, it is not if the amount of imports is autonomous with MPM equal to 0.

5
No, they are consistent.


1st Statement : H.K. has a flexible exchange rate system without government control. + Explanation.


2nd Statement : The linked rate will lead to arbitrage in the open market so that the market exchange rate 


     will still fluctuate during the process of adjustment or arbitrage.

6
1st Statement : An excess money supply would drive down the nominal interest rate. Even with anticipated inflation, the change in money supply may be more than the anticipated one so that nominal interest rate falls at least in the short run.


2nd Statement : Nominal r  =  Real  r  +  Expected inflation rate ; with anticipated inflation after the 
change in money supply, the nominal r will rise so as to keep the real return ( real interest rate ) from 
lending funds unchanged.

Section C

1
(a)
Diagram + Results : the effect is expansionary with normal IS & LM curves. + Explanation.


(b)
Slopes of IS (steep) & LM (flat) curves, i.e. interest elasticity : -of money demand (elastic) ; of 


investment (inelastic) ; of income ( elastic ).  + Value of autonomous spending also.

2
(a)
Before : money supply rises due to redemption of bonds. Cash leakage is greater at the time. The 


transactionary demand for money increases due to habitual or cultural reasons.



After : Cash leakage is smaller with the process of credit creation, the rise in MS is greater.

(b)
The level of cash leakage is the same or people abandon the use of cash for red pocket money, i.e. 

a change in V in the quantity theory of money or a change in habitual usage. There is no excess 


reserve in the commercial banks.

Ans.  Page  3

3
(a)
Income : It increases due to a stimulus in AE by G. The wage earning will lead to a purchase of 


our GDP. Though M rises also, income would still be increased.



Inflation : AE may rise faster than AS so that there is an inflationary pressure on the economy. The 

increase in imports to fit the increased AE may help to smooth out the rise in AE.


(b)
No, based on government statistics, it is still full employment. The high unemployment rate is only 

comparative with that of earlier periods.



Besides, there are changes in money supply over the year so that the Phillips curve may shift 


already.

4
(a)
G would lead to a rise in Y with a multiplier effect ; but the rise in M would slow down the rise in 

Y by a portion. The net effect should still be expansionary.



The rise in M, compared with a smaller change in X, would lead to a trade deficit or a smaller 


trade surplus so that the HK$ would depreciate under a flexible exchange rate system.


(b)
The competitiveness of our exports was reduced with a higher export price level.



The balance of payment became worsened because the export price level was rising gradually 


which adversely affects our exports.

*

*

*





Be A Happy Josephian Always !
