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

Section A  (  15 marks )  Answer ALL questions. Choose the BEST answer for each question.

1
Refer to the table below :

	
	$ Million

	Gross Investment
	
  4 000

	Gross National Product at market prices
	
12 000

	Net National Product at market prices
	
  9 000

	Gross National Product at factor cost
	
  8 500

	Net National Product at factor cost
	X



Which one of the following statements is CORRECT ?


A
The net investment is $ 1 500 million.




B
The total factor income is $ 8 500 million.



C
The value of the indirect taxes net of subsidies is $ 3 500 million.



D
The value of X is $ 4 500 million.



2
Suppose the consumption function of an economy is a 45 degree straight-line passing through the origin.

Which of the following statements is/are a CORRECT description of this case ?


I
MPC and APC are constants.


II
The autonomous consumption is zero.


III
The total consumption expenditure is equal to the induced consumption.


A
I, II only


B
I, III only


C
II, III only

D
I, II, III

3 When planned saving exceeds planned investment, 

I
the national income declines.

II
the inventories are unexpectedly accumulated.

III
the unplanned investment is negative.

A
I, II only


B
I, III only


C
II, III only

D
I, II, III

4 The balanced-budget fiscal policy

A
increases the consumption expenditure and saving.


B
induces the upward shift of the total expenditure function.


C
makes the increase in national income equal to the increase in either government expenditure or the 

lump-sum taxes.


D
All of the above.

5
For an economy :

C = 400 + 0.7 Y

I = 500

G = 200


If the government raises its spending by 100, financed by lump-sum taxes, the total expenditure function is 


A
970 + 0.6 Y





B
1000 + 0.7 Y


C
1130 + 0.7 Y




D
1150 + 0.7 Y

6
Consider the following information about a hypothetical economy :



MS = 300

MD = 105 + 0.2 Y – 20 r


Suppose Y = 1000, the equilibrium level of interest rate is 


A
20 %



B
25 %



C
30 %


D
40 %

7 Which of the following statement about the LM curve is CORRECT ?

A
Along the LM curve, planned saving is equal to planned investment.

B
Along the LM curve, the real money stock is a constant.

C
Along the LM curve, the money held for speculative purpose is a constant.

D
None of the above.

8
Study the following diagram. 
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Which of the following is NOT a correct effect of change from E0 to E1 ?

A
the increase in money supply.




B
the increase in government expenditure.

C
the increase in induced consumption.

D
the increase in investment expenditure.


9
When the information circulated in the labour market gets perfect,


A
the aggregate demand will be more stable.


B
the natural rate of unemployment will fall.

C
the actual rate of unemployment will be smaller than its natural level.

D
the actual rate of unemployment will be larger than its natural level.

10
Suppose the required reserve ratio is 25 %. If  a person deposits $ 100 cash into his current account, the 
maximum amount of money supply that the banking system can create is


A
$ 300


B
$ 350



C
$ 400


D
$ 500

11
Open market operation is the most commonly used policy in the control of money supply because


A
the use of discount rate is an indirect means with more uncertainty in its effect.


B
the required reserve ratio is legally set and cannot be changed frequently.


C
open market operation is relatively less costly to use to adjust money supply by a desired amount.


D
All of the above.

12
Which of the following statements about the different items of investment is INCORRECT ?


A
Net investment cannot be smaller than the amount of depreciation.


B
Change in stocks can be negative if inventories are sold.


C
Net investment can be negative if gross investment is smaller than depreciation.


D
Depreciation can be negative if the value of the initial stock of capital increases.

13 Suppose within 12 years, the GNP at current prices of an economy has increased by 6 times, its GNP at 


constant market prices 3 times and its population 1.2 times. 

Which of the following conclusion(s) is/are CORRECT ?


I
The nominal per capita GNP increases by 5 times.


II
The real per capita GNP increases by 2.5 times.


III
The GNP deflator doubles.


A
I only.

B
I & II only.


C
II & III only.

D
I, II, III.

14
Suppose government expenditure is used to stimulate an economy facing with mass unemployment. 


Which of the following means of financing government expenditure is more favourable ?


A
Borrowing from foreign financial institutions and merchant banks.


B
Raising the corporate income tax of the relatively large listed companies.


C
Raising the sales tax of the relatively large-scale joint-stock companies.


D
Issuing of government bonds to local financial institutions.

15
If people have money illusion,


A
their decisions would not be based on real values anymore.


B
they choose to keep their monetary liabilities larger than their real liabilities.

C
they still accept payment in terms of money rather than payment in kind.



D
they think that the percentage increase in the capital value of financial assets will be larger than that 

of real assets.

Section B
( 50 marks )
Answer ALL questions. Keep your answer SHORT.

1 How could the level of employment affect the validity of the paradox of thrift ? Explain.


(8)

2 “ Planned injection is not always equal to planned withdrawal. “

“ Planned injection is only equal to planned withdrawal in equilibrium. “

How could BOTH statements be true ? Explain.








(8)

3 “ The nominal interest rate depends on the inflation rate. “

“ The real interest rate depends on the inflation rate. “

How could BOTH statements be true ? Explain.








(8)

4 How could the expenditure multiplier and the equilibrium level of income be affected if a proportional income tax is imposed by the government instead of a lump-sum tax ? Explain.



(8)

5 Recently commercial banks put forward the “electronic cash”, i.e. a stored-valued card specialized in settling daily transactions of a small amount ( e.g. the bus fare ). 


Explain how the popular use of this electronic card would affect the prediction of the Quantity Theory of 

Money under an economy with unemployment and an increase of 10 % in the money supply.

(8)

6
(a)
Explain the meaning of the natural rate of unemployment.






(4)


(b)
In the long run, the Phillips curve stays at the natural rate of unemployment. Why ?


(6)

Section C
( 55 marks )
Answer ALL questions.  

1
Given the following functions :


C = 76 + 0.8 Yd

I = 66 – 200 r

G = 50


T = 20

MT = 0.2 Y


MA = 120 – 500 r

MT : transaction demand for money

MS = 240






MA  : asset demand for money

(a)
Derive the equations of the IS & LM curve and find the equilibrium income & interest rate.
(10)

(b)
Explain the situation of an economy with Y = 780 and r = 10 %.





(5)

2
Given the following equations of an economy :





C  =  125  +  0.6 Yd

I   =  85


G  =  115



T  =  90



X = 150


M = 70 + 0.1 Yd

(a)
Find the equilibrium income and the lump-sum tax multiplier.





(6)


(b)
Suppose the marginal propensity to import changes from 0.1 to 0.2.




With the aid of a diagram, explain the corresponding change in the trade balance.


(8)

3 Given the initial currency in circulation is 8 000 and the public deposits 1 000 cash into the banking sector. 

The following table shows the balance sheet of the banking sector one month later : 

	ASSETS
	LIABILITIES

	Required Reserves

   800

Excess Reserves

2 200

Loans


    
1 000
	Demand Deposits

4 000





 (a)
Without any cash leakage, what is 

(i)
the maximum possible amount of loans created and the actual reserve ratio ; and

(ii) the new maximum amount of money supply ?






(8)

(b) Based on the quantity theory of money and the results from (a), calculate the amount of income,

if V = 3 and the price level = 90. Explain your answer also.





(6)

4
“ The effectiveness of fiscal and monetary policies depends on the value of the interest elasticities. “



Explain in well-labeled diagrams based on the IS-LM model.






(12)

* END   OF   PAPER  *       
Half-Yearly Examination

7 A
( 120 Marks )


  
Guidelines To Answer




December 1998
Section A   ( 15 marks )


1
C

2
D

3
A

4
D

5
C


6
B

7
B

8
A

9
B

10
A


11
D

12
A

13
D

14
A

15
A

Section B  ( 50 marks )

1
The paradox argues that if a person believes the view that the more everyone saves, the more income we could have at the end, then the person has committed the fallacy of composition. That person will put himself in a paradox because the actual result may contradict with the traditional belief ( i.e. the more one save, the more one could have later. ) due to the assumption mentioned.

The paradox of thrift depends on the relation between S & I as well as the level of employment.

If there is full-employment and saving is related with investment, when we save more, investment could not lead to a higher level of output or income because the economy has reached a state of full-employment. The paradox may exist in this case.


If there is unemployment with a relation between S & I, a higher level of saving may lead to a lower 

interest rate and encourage investment activities. Thus, the paradox may not exist in this case.

The level of employment may affect the validity of the paradox of thrift.

2 1st Statement : In an economy, realized injection must be equal to realized withdrawal by definition.

Planned injection is not always equal to planned withdrawal because planned investment is decided 

by the business sector and the planned saving is decided by the individual consumers. There is no apparent relation between the two sectors. 

When the government sector and the foreign sector are included, the situation becomes more complicated because different components of the aggregate expenditure function are decided by different sectors which are not directly related.

2nd Statement : Whereas in equilibrium, aggregate demand is equal to aggregate supply by definition. When the amount of consumption expenditure is taken out from BOTH the demand and supply side, only the planned injection and planned withdrawal are left behind and they are equal in a situation of equilibrium.


The second statement is also true.

3
Nominal interest rate  =  Real  interest rate  + (Expected) inflation rate.

1st Statement : It is just the mere description of the equation above. + Explanation of the equation.

2nd Statement : With (anticipated) inflation, the real interest rate is found by deducting the inflation rate from the agreed nominal interest rate. The higher the inflation rate, the lower the real interest rate will be. The second statement is also true.

4
If a proportional tax is imposed, the expenditure multiplier becomes smaller than before because the tax 
 
reduces the marginal propensity to consume out of disposable income. In turn, the expenditure multiplier is 
smaller.

Whereas the change in the equilibrium level of income would depend on the net effect of the proportional tax on income via the expenditure multiplier and the effect of lump-sum tax on income. The net effect is uncertain.
5.
The popular use of electronic card would lower the use of coins and bank-notes considerably because in 
 
every transaction only an exact amount is exchanged. The value of the variable “ V “ in the Quantity Theory 
of Money (QTM) would decrease. 

The product of M times V will have a rate of increase less than 10 %. With unemployment, real income may increase due to the increase in money supply in the short run. So the price level may also rise but by a smaller percent and the actual percentage change is uncertain especially when :

( M +  ( V =  ( P +  ( y.


The prediction of the QTM on the change in price level becomes more difficult / uncertain.

6.
(a)
The meaning of natural rate of unemployment explained.

(b) In the long run, more perfect information in the labour market would lead the workers to choose to be voluntarily unemployed because they found that their real wages are not the same as that expected, i.e. the economy will face with a natural rate of unemployment.

Section C
( 55 marks )

1
(a)
IS Curve : 0.2 Y = 176 – 200 r

OR :
Y = 880 – 1 000 r


LM Curve : 0.2 Y = 120 + 500 r

OR :
Y = 600 + 2 500 r


Equilibrium Y = 800 and equilibrium interest rate = 8 %.
(b)
The situation of Y = 780 and r = 10% is a situation of product market equilibrium but a point graphically at the upper left hand side of the LM curve. There is an excess money supply.

2
(a)
In equilibrium,
Y = 125 + 0.6 Yd + 85 + 115 + 150 – 70 – 0.1 Yd  = 720



The lump-sum tax multiplier = - ( 0.6 – 0.1 ) / ( 0.6 – 0.1 ) = - 1


(b)
Original trade balance = 150 – 70 – 0.1 ( 720 – 90 ) = 17 ( surplus )


New trade balance = 150 – 70 – 0.2 ( 615 – 90 ) = 25 ( deficit )


The change is a decrease in the trade balance by 42. + A well-labelled diagram.

3
(a)
(i)
The required reserve ratio = $  800 ( $ 4 000 = 20 %


The maximum amount of deposit created

= $1 000 X Banking Multiplier = $1 000 X ( 1 / 20 % ) = $5 000

The actual reserve ratio = ( 800 + 2 200 ) / 4 000 = 75 %
(ii)
The maximum amount of money supply = $ 7000 + $5 000 = $ 12 000.

(b)
M . V = P. Y

12 000 . 3  =  90  .  Y

Y = 400
Explanation needed.

4
The value of interest elasticities refers to the value of interest elasticity of investment and interest 


elasticity of money (asset) demand. 

The former one affects the slope of the IS curve while the latter affects the slope of the LM curve.

+ Explanation ( See the table below ) with diagrams.

	Interest Elasticity
	IS
	LM
	Fiscal Policy
	Monetary Policy

	Interest elasticity of investment : 

elastic / inelastic
	flat / steep
	
	Less / more effective in changing income.
	More / less effective in changing income.

	Interest elasticity of money (asset) demand : elastic / inelastic
	
	flat / steep
	More / less effective in changing income.
	Less / more effective in changing income.


*
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