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Give your answers of ALL sections in your answer book.  ( 100 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 true ?


A.
The validity of the paradox of thrift depends on the relation between saving and investment.


B.
Whether saving can stimulate investment or not depends on the marginal propensity to invest.


C.
If the economy is at full employment, a decision to save more will result in deflation.


D.
If changes in income can induce changes in investment, then the paradox of thrift is valid.

2
Which of the following statements about inflation is INCORRECT ?


A.
Inflation, if fully anticipated, will not affect the nominal interest rate.


B.
Unanticipated inflation is a tax on those net monetary creditors.


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

D. Inflation may be treated as taxation under a progressive tax system.

3
Which of the following statements are correct ?
   Exp.

I.
The IS curve will shift to the left.







S + T

II.
The amount of total injection is unchanged.


III.
The expenditure multiplier will decrease.






    I0 + G0

IV.
The amount of leakages is smaller.























(

A.
I & II


B.
I & IV







  I0 + G1

C.
II & III

D.
II & IV










    0





    Income
4 Which of the following should be included in the calculation of gross national product (GNP) ?


A.
the value of newly issued shares
 sold

B.
the value of shares transacted in the stock market


C.
the amount of stamp duty paid for buying shares



D.
the amount of capital gain from selling shares

5
Other things being equal, an open market purchase of bonds by the public from the central bank will


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


II.
lead to a fall in the monetary base.


III.
eventually raise the market rate of interest.


A.
I & II.


B.
I & III
.

C.
II & III.

D.
All of them

6
Which of the following sources of income earned by local residents should be included in the


calculation of ‘net income from abroad’ ?


I.
export of goods.


II.
export of services.

III. property investment in foreign countries.

IV. 
stocks and shares investment in foreign countries.


A.
I & II.


B.
I & III.


C.
II & III.

D.
III & IV

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


Which of the following statement is correct ?



C






















C

A.
The average propensity to consume decreases








from J to K and becomes a constant beyond K.




B.
The government adopts a progressive tax system.

      K


C.
Consumption increases as disposable income



increases.


D.
The marginal propensity to consume



decreases as disposable income increases.

   J













     450















  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.
buying bonds in the open market


B.
raising the minimum required reserve ratio


C.
raising the best lending rate



D.
all of the above

9
For the past several years, the GNP of H.K. was higher than the GDP. This shows that over the period,

A. H.K. has enjoyed a trade surplus.



B. H.K. has suffered a trade deficit.

C. The Filipino maids have earned a lot of money in H.K.




D.
H.K. has enjoyed an inflow of external factor income.

10
Which of the following statements about GDP is correct ?

A. GDP will be larger than GNP if the net export is positive.

B. GDP does not include the income derived by local citizens from abroad.

C. GDP does not consider the value of depreciation.

D. Net income from abroad cannot be negative.

11
Refer to the following balance sheet of a banking system : 

	ASSETS ($)
	LIABILITIES ($)

	Reserves 
  

100

Loans


   
300
	Deposits

400



The legal reserve ratio is 20 %. Suppose that all banks loan out their excess reserves and all loans are re-deposited into the banking system. After the credit creation process is completed, the amount of reserves held by banks is 

 and the amount of loans will increase by 

 .


A.
less than $100 ; more than $100.



B.
equal to $100 ; $100.


C.
equal to $100 ; more than $100.



D.
more than $100 ; less than $100.

12
Which of the following would increase the disposable income of the public, other things being equal ?

I.
A higher level of national income.


II.
A higher level of unemployment allowance.


III.
A higher level of social welfare payments


A.
I & II.


B.
I & III.


C.
II & III.

D.
All of them

13
Suppose a person withdraws HK$ 2 000 from his savings account and changes it for US$ in cash. Which of the following statements about the money supply of HK$ is correct ?

A. M1 will increase while M2 will remain unchanged.

B. M1 will remain unchanged while M3 will decrease.

C. Both M1 and M3 will remain unchanged.

D. Both M1 and M2 will decrease.

14
In the expenditure approach, which of the following figures would NOT appear as negative values in estimating GDP ?

I.
Indirect business taxes.


II.
Personal income taxes.


III.
Government transfer payments.


A.
I & II.


B.
II & III.


C.
I & III.

D.
All of them

15
Refer to the table below :

	
	$ Million

	Gross Investment
	
  5 000

	Gross National Product at market prices
	
12 000

	Net National Product at market prices
	
10 000

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


B. The total factor income is $ 8 500 million.



C.
The net investment is $ 2 500 million.




D.
The value of X is $ 4 500 million.



Section B
( 40 marks )
Answer ALL questions.

1 Investment is equal to saving in a 2 sector model but NOT in a 3 sector model. Do you agree ? Explain. 
(6)

2

“ Inflation rate affects nominal interest rate because the latter is equal to the sum of real interest rate and 

the expected inflation rate. ”



“ No, inflation rate affects both the nominal interest rate and the real interest rate. ”

How could BOTH statements be true ? Explain.








(8)

3
“ To stimulate an economy, a deficit budget should be used. ”


“ To stimulate an economy, a balanced budget should be used. ”

How could BOTH statements be true ? Explain.








(8)

4
Explain how the equation of exchange was developed into the Quantity Theory of Money ?


(6)

5
“ The simple Keynesian model is the same as the IS-LM model with a liquidity trap. ”

Do you agree ? Explain with the aid of diagrams.








(6)

6
An increase in government expenditure is expansionary in a simple Keynesian model but not necessarily 


so in the case of the IS-LM model. Explain.









(6)

Section C
Answer ALL questions.  ( 40 marks )

1.
(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)

2.
Given the following equations of an economy :





C  =  160  +  0.8 Yd



Money supply  =  900



I   =  100  - 350 r




Asset demand for money  =  200 - 250 r



G  =  80

T  =  90


Transaction demand for money  =  0.6 Y


(a)
Find the equations of the IS & LM curves ; and hence the equilibrium income and interest rate.
(4)


(b)
If there exists a liquidity trap at r = 0.02, what is the highest value of income associated with this



interest rate for the LM curve ? 










(4)

(c) If the full-employment income is 1350 and the market interest rate is 0.08, use a sketch diagram 

to explain the situation of the economy at full-employment.





(6)

3
The following table shows the balance sheet of a banking system : 

	ASSETS
	LIABILITIES

	Reserves



  8 000

Loans




22 000
	Demand Deposits

20 000

Time deposits

10 000



Given : 
Required reserve ratio of demand deposits = 20 %. 

Required reserve ratio of time deposits = 10%.


(a)
What is the amount of required reserves and excess reserves ?





(4)


(b)
Suppose a customer withdraws $2 000 cash from his current account with a bank.



(i)
How will its balance sheet appear immediately after this withdrawal ?



(2)



(ii)
What will be the maximum amount of loans the bank can make as a result ?


(4)


(c)
What is the effect on the money supply if people transfer their demand deposits into time 

 

deposits within the banking system ? Explain briefly.






(4)
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Section B  ( 40 marks )

1.
It depends. In a 2-sector model, I = S in an ex-post sense. In a 3-sector model, I + G = S + T in an ex-post sense.
If G = T, then I = S also. In an ex-ante sense, I & S may not be equal to each other both in a 2-sector or 3-sector model.

2.
Yes. Nominal interest rate  =  Real interest rate  +  Inflation ; based on anticipation. So the anticipated 


inflation rate would affect the nominal interest rate.


If nominal interest rate is fixed for some loans, inflation would lower the real interest rate as a result; 


no matter people have anticipated inflation or not.

3.
1st Statement : A deficit budget means that G is greater than revenue (in general taxes) and AD will be stimulated with a multiplier effect on national income.


2nd Statement : A balanced budget could still be expansionary. + Explanation.

4.
Assume V & y are constants, the price level will vary directly as the change in money stock. In the short run, 

y could also be changed if unemployment exists so that the rate of change in money stock is equal to the sum 

of the rate of change of the price level and the rate of change of real income.

5.
Yes, I agree. In a simple Keynesian model, investment expenditure is assumed to be a constant.

In a IS-LM model, the LM curve has a horizontal portion in case of a liquidity trap exists. As a result, interest rate and investment are constants also. There will be no crowding-out effect so that the effect of a change in income, say by an increase in government expenditure, is the same in both models.

6.
The multiplier effect of G on income will lead to an expansionary effect on the economy in a simple 
Keynesian model. 


In the case of the IS-LM model, the net effect depends also on the condition of the money market, i.e. 


the slope of the LM curve. In the extreme case of a vertical LM curve, the effect of G on income is 


totally crowded out by the corresponding change in interest rate which affects I and imposes an 


opposite and offsetting effect on income.

Section C
( 40 marks )

1.
(a)  
* Initially at ro & Yo with a vertical
   r 






LM0


   IS curve..






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 
  r1



  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 and interest rate at r1 .

(b) In general, the slope of the LM curve determines the impact of the crowding out effect on income. The steeper the LM curve, the greater the crowding out effect in the sense that a higher level of equilibrium interest rate would lower a greater amount of investment in the product market. 

1.
(c)
But in (a), the crowding-out effect is insignificant because investment is perfectly interest inelastic.

The slope of the LM curve only affects the equilibrium interest rate but not the income because income is determined by the position of the IS curve already.

2.
(a)
IS Curve :    0.2 y  =  268 - 350 r 


y*  =  1200  ;



LM Curve :  0.6 y  =  700 + 250 r        


r*  =  0.08.













(b)
LM Curve  :  0.6 y  =  700 + 250 ( 0.02 ) 

New   y  =  1175










(c)
AE = 160 + 0.8 ( 1350 - 90 ) + 100 – 350( 0.08) + 80 = 1320 #



Deflationary Gap = 1350 - 1320 = 30 #



There is an excess money demand in the money market and an excess supply in the product market.



Diagram ( Max. 4 marks )





Interest Rate






LM








IS





   0.08











A *





   0.02





         0

1175
    1200
   1350
        Income

3.
(a)
Required Reserves  =  20 000  X  20 %  +  10 000  X  10 %  =  4 000  +  1 000  =  5 000 #


Excess Reserves     =   8000 - 5 000  =  3 000 # 


(b)
(i)
Reserves in bank  = 8 000 - 2 000  = 6 000 #



Demand Deposits  = 20 000 - 2 000  = 18 000 #

	ASSETS
	LIABILITIES

	Reserves


  6 000

Loans



22 000
	Demand Deposits

18 000

Time deposits

10 000




(ii)
Required Reserves  = 18 000  X  20 %  +  10 000  X  10 %  = 3 600  + 1000  = 4 600 #




Actual Reserves  = 6 000 #



( Excess Reserves  = 6 000 – 4 600 = 1 400 )




Maximum loans created
  = 1 400 /  10%  = 14 000 #
(c) The money supply will increase because the required reserve ratio of time deposits is smaller than that of the demand deposits so that a further process of credit creation is possible.

	ASSETS
	LIABILITIES

	Reserves


  3 600

Reserves


  2 400

Loans



36 000
	Demand Deposits

18 000

Time deposits

24 000


*

*

*
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