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Write the sections A, B & C on the front cover of your answer book.

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

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

1
The equality between injection and withdrawal in an economy


A
determines the full-employment level of national income.


B
determines the equilibrium level of national income. 

C
is a tautology because it always holds by definition.




D
exists at the full employment level of national income only.

2 When the H.K. people made a cash donation to the needed people in Mainland China suffering from the flooding disaster, it would lead to


A
a debit entry in the current account of H.K.


B
a debit entry in the capital account of China.


C
a credit entry in the current account of H. K.


D
a credit entry in the capital account of China. 

3 Which of the following statements are CORRECT ?

I
Net National Product can never be larger than the Gross National Product.

II
If net fixed capital formation is positive, the economy accumulates more capital goods.

III
Gross National Product always exceeds Gross Domestic Product.


A
I & II only.


B
I & III only.

C
II & III only.

D
I, II & III.

4
Suppose the consumption and the saving function overlap and is a straight line passing through the 

origin. Which of the following is CORRECT ?

I
MPC = MPS


II
APC = APS


III
APC and APS are constants.


A
I & II only.


B
I & III only.

C
II & III only.

D
I, II & III. 

5
Study the following figure carefully.
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Which of the following is a CORRECT description of the figure above?

I
The autonomous amount of saving is – 60.

II
At income level $200, the APC is 0.7.

III
The marginal propensity to save is 0.4.

A
I & II only.

B
I & III only.


C
II & III only.

D
I, II & III.


6
Suppose the actual level of income is $1,000, the saving function is S = - $100 + 0.2Y, and the investment function is I = $40. Then, the realised investment is 
and the unplanned investment is

.


A
$100 ;  $60.

B
$100 ;  $20.


C
$40 ; $60.


D
$40 ; $20. 

7 Suppose an economy is situated at point E in the figure below.
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Which of the following is a CORRECT description of the figure above?


A
The expansionary fiscal policy does not lead to the crowding out effect.


B
The expansionary monetary policy fails to raise the level of real income. 

C
The investors in the market expect the bond price to rise in the near future.

D
Bond and money are perfect substitutes currently.

8 Given the following information:

	Nominal money supply
	$ 5 000

	Price level
	$ 100

	Real income
	$ 1 000


If the equation of exchange holds valid, which of the following is consistent with the data above?

A
The income velocity of money is 20.

B
The real money supply is 50 units.

C
The nominal total expenditure is $100,000.


D
All of the above.

9
The labour force of a country is 2 million.  In a year, 500,000 workers are searching for jobs. The unemployment rate of the country at that year is 6.25%.  Then the search duration is 


A
25 %



B
20 %


C
6.25 %


D
2.5 % 
10
Given the balance sheet of a banking system :

	Assets
	Liabilities

	Cash Reserves
$ 1 000

Loans


$ 4 000
	Demand deposits

$ 5 000


Currently, the banking system does not hold any excess reserve.  If the public deposits cash $1,000 into the banking system, which of the following statements is a CORRECT description of the immediate effect?


I
The excess reserves are $800.


II
The demand deposits are $6,000.


III
The total money supply increases by $1000.


A
I & II only.


B
I & III only.

C
II & III only.

D
I, II & III.

11
A small country imposing an import tariff will


A
improve the terms of trade.


B
raise the consumers’ surpluses of domestic consumers.


C
raise the marginal cost of production of the domestic firms.

D
generate a net gain in wealth to the society as a whole.

12
Suppose the supply curve ( where X-axis : pounds ; Y-axis : US$ / pound ) of sterling pounds shifts to the right. 


Which one of the following statement is a possible explanation ?

A
There is a speculation against the pound. 

B
There is a decline in American invisible earnings.

C
The investment from the United Kingdom declines in the United States.

D
The number of British tourists visiting the United States decreases.

13
Which of the following condition will lead the money demand curve to shift to the left ?


A
The bond price rises.


B
The real income increases.


C
Investors are more willing to bear risk.

D
Investors plan to buy fewer bonds.

14 Consider a closed economy with the government sector :





       Expenditures












     S + T

S













     W
    










       V





I + G












        (

 (

     ( X
  I











   U















Y1



    Income
Which of the following statement is FALSE ?

A
The equilibrium income is Y1.

B
There is no lump-sum taxes.

C
The income multiplier is VU/XW.


D
There is a deficit budget at Y1.

15
Which one of the following conditions will NOT create any extra deposits when a new deposit is accepted by the banking system ?


A
The minimum reserve ratio is a fraction.


B
There is neither a cash drain nor an excess reserve.

C
The extra excess reserves are used to buy government bonds from the central bank.


D
None of the above.

16
The diagram below shows the production possibility curve (UV) of a country for two goods X and Y; the line RS indicates the pre-trade domestic price ratio and point T is the pre-trade equilibrium position.
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If international trade is possible at a price ratio of 2 units of Y = 1 unit of X, then the country will 


A
consume more Y and less X.


B
produce more X and consume more X.


C
produce more X but the new consumption pattern cannot be defined.

D
produce more Y and consume more X.

17
The real Gross National Product will under-estimate the welfare of an economy because


I
there exist some non-market transactions.


II
the qualitative aspects such as industrial pollution have not been considered.

III
the inflation rate has not been considered.

A
II only.


B
I & II only.

C
I & III only


D
I, II & III.

18 The banking system cannot create deposits when it 

A
buys bonds newly issued by the central bank. 

B
buys bonds from the public.

C
grants a short term loan to a customer with financial problems. 

D
provides an instant loan to a risky customer by its excess reserves. 

19
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Before trade, a country consumes and produces at E on its production possibility curve, AB.  If the line CD indicates the international rate at which good X and good Y can be exchanged, then the country


A
will not benefit from the specialization and the trade.


B
will specialize in the production of good X.


C
will produce at point A and may consume at point G.

D
will produce at point A and may consume at point F. 

20
When inflation exists, total expenditure is growing faster than the real output, which means that



A
the nominal GNP is rising slower than the real GNP.


B
the nominal GNP is rising faster than the real GNP. 


C
the per capita real GNP is rising slower than the per capita real GDP.


D
the per capita real GNP is rising faster than the per capita real GDP.

21
The natural rate of unemployment will rise when


A
the actual inflation rate changes.


B
the long-run Phillips curve shifts to the right.


C
the actual inflation rate is smaller than the expected inflation rate.


D
the actual inflation rate is larger than the expected inflation rate.

22 If a nation has an absolute advantage in the production of all goods, then


A
trade will probably take place and all nations will gain. 

B
trade will take place with nation A gains the most.


C
trade between nation A and other nations but not trade among the other nations. 

D
trade among other nations but not trade between nation A and the other nations. 

23
If the government increases its expenditure as well as its taxation revenue at the same time, the IS curve 

A
shifts to the right.



B
shifts to the left.


C
will shift either to the left or to the right.


D
will not shift but rotates to the right as a result.


24
Which of the following would cause a reduction in Hong Kong’s exports ?

A
a reduction of the amount of tariff imposed by other nations.

B
a decrease in the marginal propensity to import of the importing nations.

C
a depreciation of the Hong Kong dollar.

D
an increase in Hong Kong’s interest rate.

25
The cost of holding money is


A
the real interest rate.


B
the actual inflation rate.


C
the sum of the desired real interest rate and the anticipated inflation rate. 


D
the nominal interest rate minus the expected inflation rate.

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

1
Suppose an economy with a proportional income tax maintains a balanced budget & a balance of trade initially.


(a)
What is the effect of an increase in the proportional tax rate on the balance of trade ?

(4)


(b)
What is the effect of a change in investment on the balanced budget ?




(4)

2
Given the following equations of an economy: 

C = 12 + 0.8 YD    


T = 25


Ms = 90

I  = 16 – 200 r


G = 30


Mt = 0.4Y

X = 30



M = 20


Ma = 24 – 100 r



(a) Derive the IS, LM curves and find the equilibrium income.





(4)
(b) Suppose YF = 200, what policies should be used to achieve the full-employment level of output ? (4)
3
“According to the IS-LM model, an increase in money supply could lower the interest rate.”  

“According to the quantity theory of money, an increase in money supply could lead to a rise in price level.   

  Inflation would make the market interest rate to rise.”

Are there any contradiction between the implication of the quantity theory of money and of the IS-LM model ? 

4

Suppose there is an increase in money supply of an economy with unemployment initially. Under a flexible exchange rate system, what is the effect of it on :


- its exchange rate, - the international terms of trade and volume of trade ? 

5
The aggregate expenditure schedule (AE) of a 3-sector economy with a lump-sum tax is shown below :



Expenditure
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(a) With an expenditure multiplier of 3, calculate the deflationary gap and show it in the diagram provided.

Show also the desired aggregate expenditure schedule in the diagram.




(6)
(b)
If the realised national income is at Y0 , is the level of planned injection the same as the level of planned 

withdrawal ?












(2)

6 The diagram shows the domestic demand and supply of Good X of an economy.  
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Suppose the government prohibits the import of Good X and encourages the export of Good X by either one of 
the two policies :


Policy I:
The government subsidies $10 per unit of Good X produced by the local suppliers.

Policy II:
The government subsidies $10 per unit of Good X exported by the local suppliers.

(a) Show the amount of export and subsidy received of each policy in the diagram. Explain briefly.
(6)
(Hint : The local market price stays at PW initially.)

(b)
Explain which policy is more effective in promoting the export of Good X.



(4)
Section C  ( 50 marks )
Answer ALL questions.

1 With the continuing effect of the Asian financial crisis and the worldwide economic slowdown in 1998, H.K. experienced a negative growth in real income, imports and exports ; an appreciation of HK$ against other Asian currencies ; and even deflation from November, 1998. There was rumour that the linked exchange rate will be changed although the government denied this from time to time.




Suppose the government decided to set a new linked exchange rate between the HK$ and the US$ to raise our 
competitiveness.


What will be the impact of this new linked rate on :


- our international trade performance ; - our interest rate ; and real income ? Explain.


(12)


2 Use the IS-LM model to explain the impact of an expansionary fiscal policy on national income, if 

(a)
(i)
investment is perfectly interest inelastic; or








(ii)
money demand is perfectly income inelastic.






 
(10)

(b)
Based on the results of (a), compare the effect of fiscal policy on national income under an elementary 




Keynesian model.












(4)

3 To sustain economic growth, the Federal Reserve of the US had kept its interest rate at a relatively low level.

(a)
How will the interest rates in HK change or respond as a result ?





(6)
	
Composite CPI (compared with the same period of 1997)

	July 98
	Aug. 98
	Sept. 98
	Oct. 98
	Nov. 98 
	Dec. 98

	3.2
	2.7
	2.5
	0.1
	- 0.7
	- 1.6



(b)
Based on the conclusion from (a), together with the government statistics on inflation shown above, 



what will the real interest rate of Hong Kong be at the end of 1998 ? 




(6)
4 The production possibility frontiers ( PPF ) of two nations A & B are shown below.
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Good X
Suppose points R ( = 100 X ) and S ( = 120 Y ) represent the pre-trade production of nations A and B respectively.

(a) With an international terms of trade of 1X : 2Y, explain whether there is any gain from trade if the 



post-trade condition of nation A is at point T.








(6)
(b) Based on the result of (a), show the post-trade condition of nation B in the diagram. Explain also.
(6)
END OF PAPER II

Economics

7 A






Guidelines To Answer





Feb. 1999.

Paper I
( 150 marks )

Section A
( 50 marks )
	1. C
	6.   A
	11. B
	16. D
	21. B

	2. C
	7.   A
	12. C
	17. B
	22. B

	3. D
	8.   A
	13. C
	18. C
	23. D

	4. A
	9.   C
	14. A
	19. C
	24. B

	5. B
	10. B
	15. B
	20. D
	25. D


Remarks

2
C
It is logically inconsistent with the Giffen paradox only.

5
B
The exchange value of a free good is zero so that B is correct.

8
A
Fixed cost may not be sunk in all cases.

9
C
AVC is a constant whenever TVC is a straight line.

10
B
There is no exchange and no market in a one-man economy. Hence, no interest exists.


C
It is the amount gained by deferred consumption instead.

12
C
Whether a worker is easy to find a job or not depends on many factors including non-economic 



factors.

13
C
In equilibrium, the allocation of resources is decided but scarcity and discrimination still exist.

15
A
The efficiency of a pricing arrangement depends on the transaction costs involved in that practice.

16
D
The question refers to two goods with positive income elasticity of demand and they are normal goods.

17
B
So long as the compensation is smaller than the expense on cutting down noise pollution, the airport will 

pay or compensate instead of avoiding noise pollution. 

19
C
In this case, efficiency depends on the cost of defining the property rights.

20
D
Only if scarcity is absent would there be no competition.

21
A
The right of transfer is illegal according to the label.


D
The total use value is not known just based on the label.

22
B
Middleman exists to reduce transaction costs. So no transaction costs, no middleman.

24
B
Their fair share is an subjective concept / measure.

Section B
( 50 marks )

1 No, I do not agree with the statement.

There is no competition but scarcity still exists so long as the man has wants relatively more than the resources available. Based on the axiom of rationality, the person is in fact a rational maximizer, i.e. he always prefers to maximize his personal net gain. The postulate of constrained (due to scarcity) maximization (due to rationality) could be applied to this person.

2
The demand-supply diagram should be plotted with fresh air (not air) in the X-axis.


Some years ago, the demand & supply curves do not intersect at any positive price level. With the 


construction work began, the supply of fresh air decreases. The demand curve will cut the supply curve at a 

positive price showing the problem of scarcity of fresh air in Ma Wan, i.e. the quantity demanded is greater 

than the quantity supplied (or available) at zero price.  +
A labeled diagram.

3
The real-income-constant demand curve depends on the substitution effect of a price change. 


The money-income-constant demand curve depends on BOTH substitution and income effect. So long as income effect is positive, (i.e. a lower price could lead to a higher real income and a higher quantity demanded,) the two effect would lead to a higher quantity demanded than that of the substitution effect alone.

Following the same logic from above, if the income effect is neutral or zero for a certain type of good considered, both demand curves would depend only on the substitution effect. 

I agree, the two demand curves will be the same.

4
1st Statement : So long as the transaction cost of using price discrimination is significant, perfect price 
discrimination or any means to extract all consumer’s surplus will not be used. The chosen means of price 


discrimination could extract a part of the consumer’s surplus only. 


2nd Statement : As mentioned, if the net gain in using price discrimination is positive (including the amount of 
transaction costs involved due to the practice), a supplier will use some means of price discrimination to extract 
all the consumer’s surplus. The statement refers to the use of perfect price discrimination, all-or-nothing 
pricing or the first-degree price discrimination. So both statements are correct.

5
Cost is based on the presence of scarcity. Scarcity forces us to choose. In making decision among the available 


options, a person bears a cost. Based on the axiom of rationality, a person is a maximizer of its own net gain 


under the constraint of scarcity. 

5
In other words, rationality and scarcity lead to constraints and maximization of net benefits of the person. In 
this sense, human behaviour is affected by the highest-valued option and highest-valued option foregone 


because they affect the goal towards maximization.

6
I disagree. 


The concept of efficiency does not depend on the presence of economic rent or monopoly rent.





A competitive firm is said to be efficient not because of its ability to earn economic rent (in the short run) but 
rather because of its production at an output with its lowest average cost in the long run and P = MR = MC = 
AC in the short run. It could achieve the so-called productive efficiency.


A monopolist could earn monopoly rent by using simple monopoly pricing. It could also be efficient in the 


sense that the extra transaction costs of using other types of price discrimination has been avoided. 

It is not a matter of the presence of monopoly rent but the act of avoiding transaction costs in using price discrimination or other pricing arrangements.

Remarks

Q1
The relation between scarcity and the concept of constraint maximization must be understood.

Q2
Only a few students know the correct diagram of a free good. 

Q3
The theme of the question lies on the importance of income effect. Some students understand the two curves but gave too detailed explanation and forgot to focus on the case of zero income effect. 

Q4
The transaction cost needed in using price discrimination, no matter what type it is, is the most crucial point to determine whether all or a part of the consumer’s surplus could be extracted as a result.

There is no single price or uniform price when perfect price discrimination is used. At any level of 
quantity supplied, the price is charged basing on the amount of MUV up to that unit of output.


In using perfect price discrimination, compared with the simply monopoly pricing, the supplier will have an extra gain from the extra consumer’s surplus obtained. The extra costs include the extra production cost of the output as well as the transaction costs needed in charging the prices. Whether this pricing is used or not depends on the comparison of the two extra amounts mentioned.

Q5
The same problem existed as mentioned in Q1.

Q6
The concept of productive efficiency, both for a price-taking firm and a price-searcher, should be made clear.

Section C
( 50 marks )

* Any reasonable answers score !

1
(a)
The prices of the (private) properties depend on the net effect of the shift of the demand and supply 



curves or whether there are new comers entering the property market or not. Price is not determined by 


the cost of production. Therefore, if the demand is really weak, the prices of properties may be lower 



than the costs of production although the possibility is very low.


(b)
Inferior good explained briefly. ( Optional )



The real income of the people of Hong Kong has not declined. It is mainly their expectation on future 


prices of properties that leads to a falling demand. The trend of falling prices is more apparent when the 

speculators also lower their demand for properties during the period.

2 
(a)
No, there is no market failure. The chaos showed that the transaction costs of enforcing contracts are 



very large. The enforcement of contracts to ensure that the Airport Authority (AA) functions efficiently 



and effectively involves a very high administrative (transaction) cost, i.e. the contractual arrangement by 



a firm in the airport project is significant and the arrangement may still be more efficient than the  



arrangement by a product market. The chaos are just the consequences of an act. 



It is an example to show that both the product market mechanism and the factor market mechanism have 

their ways to reduce transaction costs in exchange (and both lead to other aspects of transaction costs).



The costs of monitoring work, costs of supervision, costs of enforcing contracts, costs of making 



contracts etc. could be mentioned briefly.



If property rights including the liabilities are well-defined, the market will penalize the loser and reward 

the winner by its market forces.


(b)
The problem involves a reduction in transaction costs of many kinds in the whole project. The 



reduction may not be effectively lowered by the action of government because the action of government 



will lead to other types of transaction costs like extra administrative costs. 



The chaos also reflected that the monitoring costs of performance of the staff, the costs of collecting 


accurate and updated information on the progress of work etc. were all very significant. 



(Otherwise the government does not need to have a supervision body to ensure the work of the AA.)



The use of both the product market and the firm will involve high transaction costs mentioned.

3
(a)
Yes, it is a practice of price discrimination.



The value of the trade-in phones is zero so that the cost of providing services to the clients is the same. 




3
(a)
The clients with mobile-phones and those without are two groups of clients. They are charged with 



different prices with different price elasticities of demand because existing users are more elastic – used 



phones are substitutes of new phones – so that they are charged with a lower price ( $500 less than the 



new users ).


(b)
No, it is not a practice of price discrimination.



The costs of providing services including the dim-sum to customers during the peak hours are different 



from that during non-peak hours. Services provided during the peak hours are more costly so that the 


prices charged are relatively higher.

4
(a)
No, there is incentive for the First Bus to operate. 



Firstly, the actual income stream may be higher than expected because bus fares may be revised with 



quality improvement in its services. The increased cost may be offset by a lower depreciation expense 



due to the purchase of new buses.



Secondly, there is the possibility of enlarging the market share later on with more and more passengers 



(choosing First Bus instead of City Bus) and thus sales revenue.

(b) Some of these routes may be operating with a net loss (remote routes) or with a net gain (popular routes). However, this is the condition required by the government in order to serve the majority of the public. As a whole, the public bus companies are still earning economic rent. Otherwise, they will not stay in the industry.

Remarks

1 The analysis should focus on the property market not the individual behaviour of a consumer.

The meaning of inferior good is not clearly understood.

2 In economic theory, market never fails. The role of government in theory and in this case should be understood. The nature of the problem is a matter of monitor of the performance of the people launching the project.

3 In determining a practice is price discrimination or not, the requirement of the same cost of production should be understood and explained.

4 Economic rent should include the concept of viewing it from the employer as well as the employees. 

Overall Comments

· The use of economic language together with economic terms is very important.

· The explanation must have specification, e.g. just the term transaction cost mentioned is not enough without specifying the types of transaction costs involved.

· The relation between any two constraints or variables must be explained to support your argument.

Paper II
( 150 marks )

Section A
( 50 marks )
	1. B
	6.   A
	11. C
	16. C
	21. B

	2. A
	7.   B
	12. A
	17. B
	22. A

	3. A
	8.   D
	13. C
	18. A
	23. C

	4. D
	9.   A
	14. D
	19. D
	24. B

	5. C
	10. A
	15. C
	20. B
	25. C


Remarks

3
III
It depends on the net income from aboard. 

5
The autonomous amount of saving is unknown.

7
B
It would only shift the upward-sloping portion of the LM curve to the right.

10 The money supply remains unchanged.

11 C
Domestic firms will increase output and incur a higher marginal cost as a result.

14
D
At Y1 there is a balanced budget with G = T = Distance WX.

23
The net position of the IS curve depends on the magnitude of shift of the curve due to the two opposing effects.

25
The cost of holding money is the nominal interest rate which is the sum of expected inflation rate and real r.

Section B
( 50 marks )
1
(a)
The increase in the proportional tax rate will increase the amount of tax received by the government. 


The amount of disposable income falls as well as consumption expenditure which includes the amount 



spent on imports. The value of imports falls and a trade surplus occurs.


(b)
A change in investment, say an increase, would lead to a higher level of aggregate expenditure thus 

stimulating income in case there is unemployment. When income rises, the amount of tax received will rise leading to a budget surplus.

2
(a)
IS Curve : 0.2 Y = 48 – 200 r  ;

LM Curve : 0.4 Y = 66 + 100 r
;
Equil. Y = 180

(b)
Expansionary fiscal policy to shift the IS curve to the right or expansionary monetary policy to shift the 

LM curve out to the right or BOTH policies altogether.

3
1st Statement  : The IS-LM model assumes a constant price level. An increase in money supply will shift the 

  
LM curve out to the right with a lower equilibrium (real) interest rate. 


If unemployment exists, the real income will increase also.


2nd Statement : The quantity theory assumes V & Y constant with Y = full-employment income. Thus, an 

increase in money supply will lead to a rise in price level. If the expected inflation rate is adjusted accordingly, 

the nominal interest rate will also rise.

There is no contradiction between them because they are based on different conditions / assumptions.

4
With unemployment, when money supply increases, there is a stimulus in the aggregate expenditure and output. 


With in increase in real income due to a higher level of production, the amount of import will be increased. 


For a constant amount of export, the trade deficit would lead to a depreciation of the domestic currency. 


Depreciation would lower the export prices so that the terms of trade become worsened. 

With a flexible exchange rate system, the balance of trade could be maintained at the end with a higher volume of trade because export will increase after the local currency depreciated.

5
(a)
Deflationary Gap = ( 1500 – 1350 ) / 3 = 50.

+ Diagram.



The desired aggregate expenditure schedule meets the 45 degree line at the full-employment output.


(b)
Only if the equilibrium output is attained would the planned injection equals to planned withdrawal. At 


Y0, the state of equilibrium is attained. Therefore, it is correct.

6
(a)
Price ( $ / unit ) 
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        Q3 Q1

Q2
Q4


Policy I : 
Export = Q1 Q4 ; Subsidy = $10 X Q4 . Domestic QS = Q1 and supply curve shifts to S1



Policy II : 
Export = Q3 Q4 ; Subsidy = $10 X Q3 Q4. Domestic QS = Q3 and supply curve remains 




unchanged. The export price is still PW .


(b)
Q3 Q4 is greater than Q1 Q4 . Therefore Policy II is more effective in promoting exports.



( The difference in the amount of export is equal to Q3 Q1. )

Remarks

Q1
Some students confused the balanced budget with the trade balance and the balance of payments. 

Q2
The general performance was good, except some careless mistakes were found.

Q3
In the IS-LM model, the price level is assumed to be constant. In the QTM, the effect of a change in money supply on the interest rate has to be explained.

Q4
The question requires an explanation on the sequential relation among the variables which was not clearly explained by most students. The consideration should be based on the initial constraints given by the question, i.e. unemployment and a rise in money supply.

Q5
The basic understanding of planned and actual variables was still not clearly understood.

Q6
The diagram was poorly shown. The basic analysis of subsidy on international trade was not grasped.

Section C
( 50 marks )

1
The commercial banks will sell HK$ in the forex market at HK$7.8 : US$1 and buy the HK$ from the 
Exchange Fund at the new linked rate for gain. The market exchange rate will finally go back to the new 
linked rate but the supply of HK$ will rise because more and more HK$ are going out from the account of the 


Exchange Fund. 


(Initially, the number of Asian tourists visiting HK will fall due to the rise in the prices of HK goods before the 
depreciation of the HK$. The tourist receipts of HK will fall as well as our value of exports, especially the 


amount of invisible trade will fall as a result.)


 With the new linked rate, our export performance should be improved thus raising our real income.

2
(a)



(i)
Perfect interest inelasticity of investment (a vertical investment schedule) implies an perfectly inelastic 


(vertical) IS curve. The IS curve shifts vertically and income changes by the same amount of the shift. 


(ii)
Perfect income inelasticity of money demand (a horizontal transaction demand for money schedule) 



implies an elastic (horizontal) LM curve which leads to a zero crowding-out effect. The effect on 


national income is the same as (i).

The impact on income is the same in both cases, except that the interest rate rises in case (i) under a 
normal upward-sloping LM curve.


(b)
A vertical IS curve and a horizontal LM curve will give the same prediction on the change of national 


income as that of the simple Keynesian model. The effect of fiscal policy on national income will be the 

same in both the IS-Lm model and the simple Keynesian model.

3
(a)
Due to the linked exchange rate, the inflation rate and interest rate of Hong Kong would be roughly in 


line with that of the US. If the interest rate in the US remains low ( high ), the interest rate in Hong 

Kong will also remain low ( high ). 



If the interest rate in H.K. is higher than that of the US, there will be a capital inflow into HK from the 



US because of higher real return. HK$ will appreciate in the forex market putting pressure on the linked 



exchange rate. However, it is a very short term phenomenon because the process of arbitrage will soon 



emerge to maintain the linked rate in the forex market also.

(b)
Nominal r = Real r + Expected inflation rate.

If inflation is expected to be at a significantly low level, with a certain low level of ( nominal ) interest rate based on (a), the real interest rate may stay at a high level as a result.

4
(a)
Nation A (B) has a comparative advantage in producing good X (Y) because the domestic opportunity 

cost is 1 X : 1.5 Y for A and 1 X : 2.4 Y for B. 

At point T, the local consumption = 50 X , i.e. export = 50 X ; import = 100 Y.



Local production of Y by sacrificing 50 X = 75 Y. Gain from trade = 100 Y – 75 Y = 25 Y.


(b)
For Nation B, export = 100 Y and import = 50 X. The original situation is at S with 120 Y.



Finally at a point W with X = 50 units and Y = 120 – 100 = 20 units which lies at a point outside the 



PPF. Diagram should be clear. 
       



Good Y





         



150





        



120   S




        






 ( T








20


 ( W














R









0


50


100
     Good X
Remarks

Q1
The effect of a new linked exchange rate on the interest rate and real income was not clearly mentioned.


The magnitude of change of the linked rate must be specified.

Q2
The general result was good as the question required a basic understanding of the IS-LM model.

Q3
The explanation of the adjustment mechanism between HK and US interest rate must be mentioned.


The interpretation of the statistics given was not satisfactory.

Q4
The elaboration of the calculation was not detailed enough. Many students forgot to spell out the actual gain from trade in terms of the number of goods imported.

Overall Comments

· Read the questions more carefully to pick out the major variables involved. For directly related variables, like the relation between investment and interest rate, no detail explanation is needed. For indirectly related variables, like the relation between investment and trade balance, a detailed explanation is needed. 

· Elaboration of your argument is very important as well as the use of diagrams whenever possible.

· Understanding of the basic concepts and theories is always the first and the most important step.

· Use separate paragraphs to answer. Stay calm and aware of the simple but basic mistakes.

· Always match / compare your answers with the questions, i.e. ask yourselves have you answered the question ?

· In general, the performance in macroeconomics was more diversified for the whole class.

*
*
* 


“Forward with hearts sincere, ... Sons of St. Joseph’s valiant and true.”  



Try Your Best With Your Josephian Spirit !
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