St. Joseph's College

Half-Yearly Examination
7 A




 
  

Economics




December 1997

Time Allowed : 3 hours.










Total Pages : 3

Give your answers of ALL sections in your answer book.  ( 120 marks )

Section A  (  20 marks )  Answer ALL questions. Choose the BEST answer for each question.

1
Which of the following statements about the paradox of thrift is FALSE ?


I
Whether saving can stimulate investment or not depends on the initial consumption level.


II
If the economy is at full employment, a decision to save more will lead to the paradox.


III
The paradox of thrift is just an economic example of the fallacy of composition.


A
I, II


B
I, III


C
II, III


D
I, II, III

2
Which of the following statements about inflation is correct ?


I
Fully anticipated inflation will not affect the debtors.


II
Inflation may be eliminated by price control.


III
Income will be redistributed from the public to the government in times of inflation.


IV
The nominal interest rate must be greater than the real interest rate.


A
I, IV


B
III, IV


C
II, III


D
II, IV

3
Which of the following statements are correct ?
   Expenditure



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






    S + T


(2)
The amount of injection is greater.


(3)
The expenditure multiplier will increase.






    I1 + G0













(

A
1, 2


B
1, 3








    I0 + G0

C
2, 3


D
1, 2, 3


    0





    Income
4
A product market equilibrium will exist at point R if
  
r

     


(1)
the desire to invest becomes stronger.




IS


(2)
money stock increases.










(3)
the interest elasticity of investment is greater.















        * R


A
1, 2

B
2, 3




C
1, 3

D
All of them


  

0



    
 y

5
The liquidity trap is 


A
inconsistent with the crowding-out effect.


B
valid because it is an empirical result from real world observation.


C
valid if the employers and the employees both have money illusion.


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

6
Consider the following information about a hypothetical economy with 2 sectors :



I = 10 – 100 r

S = 0.15 Y

Ms = 100

Md = 100 + 0.4 Y – 500 r


When Y = 100 and r = 8 %, there is an excess 

 in the 

 market.


A
demand ; product




B
supply ; product


C
demand ; money




D
supply ; money

7
Refer to the diagram between consumption expenditure and disposable income.


Which of the following is correct ?


   C




 










    





    C


A
The average propensity to consume decreases



T



from R to S and becomes a constant beyond S.

S


B
The equilibrium income is at T.


C
The marginal propensity to save increases



as disposable income increases.

D
Consumption increases as disposable income
    R


increases.   
    





       45o









    0






    Yd
8
If the demand for money increases and the monetary authority wants to keep the interest rate unchanged,


which of the following policy should be used ?


A
raising the best lending rate


B
raising the minimum required reserve ratio


C
buying bonds in the open market

D
all of the above

9
John borrowed $ 3 million from a bank a year ago. His anticipated inflation rate is 9 % and the real interest rate resulted from the loan is 8 %.


If the actual inflation rate is found to be 8 %, what would the realized real interest rate be ?


A
16 %






B
9 %




C
8 %






D
1 %

10
Study the following diagram. 


Expenditure








     R (










AE = C + I








         (  







      S

  
C








         (  










      T 






 45o




0



Yf


    Income





At the full employment income level ( Yf ) , the distance RS denotes _______ and ST denotes ________.


A
deflationary gap ; realized investment.


B
inflationary gap ; unrealized investment.


C
unplanned inventory investment ; planned investment.


D
past inventories sold ; planned savings

Section B
( 50 marks )
Answer ALL questions.

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.

(8)

2
“ An increase in money supply would lower the nominal interest rate. “


“ An increase in money supply would raise the nominal interest rate. “


Explain why both statements could be true.








(8)

3
If the full-employment income is the same as the actual amount of national income of an economy,


an inflationary gap will still exist. Do you agree ? Explain.





(6)

4
Assume the money supply is fixed. How could the income version of the quantity theory of money

explain the derivation of the LM curve ?








(6)

5
How is the paradox of thrift related to the fallacy of composition ? Explain.



(6)

6
If a balanced budget is already expansionary, why should a deficit budget still be used by the 

government to stimulate income ?









(6)

7
Given the following functions :


C = 80 + 0.8 Yd

I = 200 – 20 r

Mt  : transaction demand for money

G = 100


T = 0.25 Y









Ma  : asset demand for money

Mt = 0.3 Y


Ma = 100 – 12 r

Ms = 250







(a)
Derive the equations of the IS curve and LM curve.

(b)
Find also the equilibrium income and interest rate.






(10)

Section C
( 50 marks )
Answer ALL questions.  

1
The following table gives the components of Country A’s GNP :

Consumption
Investment
Government Expenditure
Lump-sum Tax
Exports
Imports
GNP

?
100
50
30
80
50
300


(a)
Find the value of consumption expenditure. Is it an ex-ante or ex-post value ?


(6)


(b)
In equilibrium, what is the relation between the trade balance and the budget balance ?
(4)

2
Given the following equations of an economy :




C  =  180  +  0.6 Yd

I   =  75


G  =  100



T  =  100



X = 140


M = 120 + 0.15 Yd

(a)
Find the equilibrium income.









(4)


(b)
Suppose the marginal propensity to import changes from 0.15 to 0.1.



(i)
What is the expenditure multiplier ?



(ii)
Explain the corresponding change in the trade balance with the aid of a diagram.
(10)

3
The following table shows the balance sheet of a commercial bank : 

ASSETS
LIABILITIES

Reserves


2 000

Loans


    
3 000
Demand Deposits


5 000




(a)
Suppose there is an excess reserve of $1 000 and the central bank redeems $500 worth of bonds 

from the public. Without any cash leakage, what is 

(i)
the maximum amount of loans created ; and

(ii)
the maximum amount of money supply as a result ?





(8)


(b)
If there is a cash leakage, what is its impact on :

(i)
the value of the banking multiplier ; and

(ii)
the amount of loan created as a result ?






(6)

4
(a)
Suppose investment is perfectly interest inelastic. The government decides to increase its

expenditure as well as an increase in the lump-sum tax.

Explain the effect of it on the equilibrium income and interest rate with a diagram.

(6)

(b)
Based on (a), what could you conclude about the impact of the crowding-out effect on the 

level of equilibrium income and interest rate in this case ?





(6)
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Section B  ( 50 marks )

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


A state of equilibrium exists only if the autonomous expenditures have a positive value and the slope is 

less than 1.


If the autonomous expenditures are equal to zero, the AE function starts from the origin and there is no 

equilibrium income as a result.

2
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 the 

nominal interest rate falls at least in the short run. 

A shift of the LM curve to the right will lead to a lower level of equilibrium interest rate.


2nd Statement : Nominal r  =  Real  r  +  Expected inflation rate.

With anticipated inflation after the change in money supply, the nominal r will rise because the creditors prefer to keep the real return ( real interest rate ) from lending funds unchanged.

3 An inflationary gap exists if the level of actual aggregate demand or expenditures is greater than the 

actual amount of income at the full-employment level of output. The statement does not mention about 

the level of demand. So, basically, the inflationary gap will still exist but it depends on the level of 

demand generated as a result of the level of output or income of the economy.

4 According to the income version of the QTM, the higher the level of income, the more the shift of the 

aggregate money demand function will be, given a fixed money supply. The equilibrium interest rate 

will rise as a result. The equilibrium interest rate and the level of national income will have a positive 

relation, i.e. an upward-sloping LM curve could be derived. + An optional diagram.

5 To anyone with the view that it is a paradox, the fallacy of composition has been committed. It is 

simply because what is good for an individual may not be good for an economy. If anyone thinks that 

what is good for an individual will be good for an economy, the person has committed the fallacy.

6 A deficit budget could be more expansionary to income than a balanced budget.

The government may want to give a stronger signal to the economy and stimulates the private sector to expand also. In case of a large accumulated budget reserve, the government may also want to redistribute more wealth to the private sector by a deficit budget.

7
(a)
IS Curve : 
0.4 Y = 380 – 20 r

or Y = 950 – 50 r


LM Curve : 
0.3 Y = 150 + 12 r

or Y = 500 + 40 r

(b)
Equilibrium Y = 700 and equilibrium interest rate = 5.

Section C
( 50 marks )

1
(a)
C = 300 – 100 – 50 – 80 + 50 = 120



It is an ex-post value because the ex-post injection must be equal to ex-post withdrawal.



It is an ex-ante value only if the economy is in equilibrium or an equilibrium is assumed.

1
(b)
In equilibrium, the level of AD = the level of AS :

C + I + G + X – M = C + S + T

( S –  I ) = ( X – M ) + ( G – T )

Given ( S – I ) = 50 ; the two balances must also give a positive value. Here, the trade balance is a surplus and the budget balance is a deficit with the net value being a positive value.

The value of the trade balance must be greater than the budget balance.

2
(a)
In equilibrium,
Y = 180 + 0.6 Yd + 75 + 100 + 140 – 120 – 0.15 Yd  = 600


(b)
(i)
The expenditure multiplier = 1 / ( 1 – 0.6 + 0.1 ) = 2



(ii)
Original trade balance = 140 – 120 – 0.15 ( 600 – 100 ) = 55 deficit




New trade balance = 140 – 120 – 0.1 ( 650 – 100 ) = 35 deficit




The change is a decrease in the trade deficit by 20. + A well-labelled diagram.

3
(a)
(i)
The required reserve = $2 000 – 1 000 = $1 000




With a deposit of $5 000, the required reserve ratio is 20 % or 1 000 / 5 000.




With no cash leakage, the total reserve rises to $1 500. 




The maximum amount of deposit created

= $1 500 X Banking Multiplier = $1 500 X ( 1 / 20 % ) = $7 500

The maximum amount of loan created is $7 500 – 1 500 = $6 000.

(ii)
The maximum amount of money supply = $7 500.

(b)
(i)
The value of the banking multiplier will fall because the amount of re-deposit into the 

banking sector will gradually decrease as a result of cash leakage. 

(ii) As from (i), the power of credit creation is also lower so that the multiplier effect is 

smaller. As a result, the amount of loan created is smaller.

4
(a)  
* Initially at ro & Yo.


 r 






LM0










IS0        IS2
     IS1   


   
* firstly, a change in G will lead to a


     
   shift of the IS curve to the right from







     
   ISo to IS1 with a rise in income ; 




 

* secondly, a change in tax will lead to 



         



   a leftward shift of the IS curve from 




  E2


     
   IS1 to IS2 with a fall in income.














r0


* The final or overall equilibrium 

   depends also on the position of



   the LM curve, say LMo as shown 
    O

     Y0

Y2
Y1


   Y

   in the diagram.




* The final state of equilibrium is at point E2  with income at Y2 .

(b) The crowding-out effect is insignificant here because investment is perfectly inelastic.

The slope of the LM curve determines the magnitude of the crowding-out effect which affects the equilibrium interest rate but not the income because income is determined by the position of the IS curve already.

*

*

*
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