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Give your answers of Section A in the MC answer sheet. 

Give your answers of Sections B & C in your answer book. ( Total : 100 marks )


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

1.
Which of the following policies is best to fight against structural unemployment ?


A
A cut in the profit tax rate for small businesses.


B
The provision of unemployment allowance.


C
The provision of re-training programs to workers and students. 


D
A cut in the marginal tax rates on personal income.

2.
A money market equilibrium will exist at point R if

  
r


   


(1)
the money stock increases.







   LM

(2)
the desire to hold cash rises at any level of income.







(3)
the interest elasticity of money demand is smaller.




* R


A
(1) & (2)

B
(1) & (3) 


C
(2) & (3)

D
All of them


  
0



    
y

3.
Given  :

C  =  30  +  0.8 Yd


I  =  50

G  =  20


If the government collects a limp-sum tax of 15 and gives an unemployment benefit of 10, the equilibrium 

level of income will be ________.


A
480


B
460


C
440


D
400

4.
Which of the following statements about the quantity theory of money are correct?

(1) Nominal income increases at the same rate as money supply.

(2)
The government cannot change the money supply.

(3)
Velocity of circulation of money is assumed to be constant.

A
(1) & (2)

B
(1) & (3)

C
(2) & (3)

D
All of them

5.
A small bank in a banking system receives a deposit of $4 000.  The bank is able to extend a loan of $2 000 and its excess reserve increases by $1 000.  The required reserve ratio is


A
50 %.


B
40 %.


C
25 %.


D
20 %.

6.
When inflation occurs, the opportunity cost of holding money is equal to


A
the nominal rate of interest.


B
the expected rate of inflation.


C
the actual rate of inflation.


D
None of the above.

7.
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.


8.
The diagram below shows the aggregate expenditure in an economy without taxes.  At the equilibrium level of income, the average propensity to consume is given by the ratio

	A
PQ / OR.



B
QR / OU.



C
ST / OU.



D
SU / OU.
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9.
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.

10.
Which of the following is a fiscal policy that reduces unemployment ?


A
A direct control on the prices of land sales.



B
A fall in the inter-bank interest rate.


C
An increase in welfare payment to all those retired.



D
A rise in government expenditure on tertiary education. 

11.
Which of the following statements about the national income adjustment is INCORRECT ?


A
Whenever withdrawal is smaller than injection, national income will increase.


B
Whenever expenditure is smaller than income, there will be an unintended inventory accumulation.


C
When there is no change in inventory, equilibrium will be achieved. 


D
None of the above.

12.
Given  :
C  =  100  +  0.8 Yd

I  =  500 – 50 r

G  =  200

T = 250





MD = 0.5 Y + 200 – 10 r

MS = 1000


The equations of the IS curve and LM curve are respectively :

A
Y = 3000 – 250 r ; Y = 1600 + 20 r

B
Y = 1800 – 100 r ; Y = 2800 – 100r

C
Y = 1600 + 100 r ; Y = 600 + 30 r

D
Y = 1600 – 60 r ; Y = 1450 + 10 r

13.



	Gross Domestic Product (GDP) Components
	$ Billion

	Private consumption expenditure

Government consumption expenditure

Net domestic fixed capital formation

Depreciation


Increase in inventory

Indirect taxes

Subsidies

Net exports

Net profit

Profits tax
	180

60

40

10

70

60

40

35

45

15



Refer to the above table.  The GDP at factor cost (in billion $) is


A
395


B
375


C
355


D
325

14.
If the government adopts a proportional income tax, the aggregate expenditure curve will become 

_______  and the investment multiplier will become ______.

A
flatter …… smaller



B
steeper …… smaller

C
flatter …… larger




D
steeper …… larger

15. A rise in the consumer price index implies

A
a rise in the price of every commodity involved in the calculation of the index.

   B
a fall in the standard of living.

   C
a fall in real wages.

   D
a rise in the cost of living.


Section B
( 42 marks. )

Answer ALL questions.

1.
Injection and withdrawal may or may not be the same in a 3 sector model. Do you agree ? Explain.       
(6)

2.
“ A balanced-budget helps to stabilize the economy. “    


“ A balanced-budget may still be destabilizing. “




How could you reconcile these two statements ?







       
(8)

3.
Both the nominal interest rate and the real interest rate depend on the inflation rate. Explain.
      
(8)

4.
“ The quantity theory of money is a theory of money demand. ”

“ The quantity theory of money is a theory of price level. ” 

How could BOTH statements be correct. Explain.








(8)

5.
If the interest elasticity of investment is zero, would the existence of a liquidity trap cause the monetary policy to be ineffective ? Explain.










(6)

6.
How would the paradox of thrift be affected if investment expenditure is found to be increased with 

the level of national income ?











(6)

Section C
( 43 marks )
Answer ALL questions.  

1.
(a)
Explain, in diagrams, the effect of a surplus budget on income based on the IS-LM model.

(8)


(b)
If the LM curve is not vertical, what is the effect of a surplus budget on the money market ?
(5)


(c)
Would there be any adverse effect on (a) if the surplus amount is used to redeem the same 

amount of government bonds from the public ?







(5)

2.
Consider an economic model below :

   Expenditure


 
C = 60 + 0.8 YD 








  

I = 100



G = 45



T = 25

X = 170



M = 0.2 YD 








     ) 45o








O

  1 000
  Income


(a)
Find the equilibrium level of income and the corresponding deflationary gap if the full-employment 



level of income is 1 000. Illustrate your answer with a similar diagram shown.



(8)

(b)
Suppose the amount of tax is increased by 10 units, explain the impact of this on the value of the 

deflationary gap.












(6)

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


1 200

Loans


    
2 000
	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 ?






(6)

(b) Based on the results from (a), predict the change in income and the price level. 

Explain your answer also.











(5)

END OF PAPER
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Section B  ( 42 marks )

1.
Yes. They are equal when they are realized variables. They may be different when they are planned variables.

2.
Under an economy with mild unemployment or a moderate growth in income required, a balanced-budget 

would expand the economy in a moderate pace with steady growth towards full-employment. 

So the first statement could be right.


Under an economy with full-employment or severe inflation, a balanced-budget would also over-heat the 

economy with higher rate of inflation and a significantly high level of aggregate demand that causes 

destabilization.

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.
1st Statement : 

For the Cambridge version, it emphasizes that the amount of money demanded by the public is a fraction of the nominal national income. Therefore, the quantity theory may be treated as a theory of money demand.

2nd Statement : 

The QTM is a theory about money stock and the price level. It also tells about the change in real income when unemployment exists.
No matter what version of the QTM is, by assuming V constant, the change in money stock or money supply will lead to a proportionate change in price level at full-employment ; or a change in both price level and income under unemployment. Therefore it is also a theory on price level.



The QTM suggests that the change in price level is directly affected by a change in money stock. That is to say, the increase in price level – inflation – is the result of a continuous increase in the money stock.

5.
If the interest elasticity of investment is zero, the IS curve is vertical. Whenever the IS curve shifts, the magnitude of shift will lead to the same amount of change in the equilibrium income, no matter what the slope of the LM curve is. 


In general, the existence of a liquidity trap will always make monetary policy ineffective, no matter the IS curve is vertical or not.

6. The paradox of thrift explained.

Even if investment expenditure increases with income, an increase in savings will still lead to a decrease in the equilibrium level of income at the end. The paradox of thrift still holds. A diagram is optional.

Section C
( 43 marks )

1.
(a)
Explanation of the operation of a surplus budget as well as the multiplier effect.



A well-labelled diagram is essential.






 r






IS2
    
 IS0
     IS1
   

LM0
r0




   E0

     




 

E2



O


      y2

y0   

               y
1.
(a)
* Initially at r0 & y0.

* With a surplus budget, the IS curve will shift according :

- firstly, a change in G will lead to a shift of the IS curve to the right from IS0 to IS1 with a rise in income ;

- secondly, a change in tax will lead to a leftward shift of the IS curve from IS1 to IS2 with a fall in income.

* The final or overall equilibrium depends also on the position of the LM curve, say LM0 as shown in 

the diagram.

      

   




* The final state of equilibrium is at point E2  with income at y2 .


(b)
From E0  to E2  as shown above, there is a movement along the LM curve. The lowered interest 



rate and income will lead to a larger amount of asset demand for money but a smaller amount 



of transactionary demand for money with the resulting level of money demand unchanged.


(c)
It would likely lead to a favourable effect on income. 



The public have received the amount of money with interest. If the public increases the level of 



consumption expenditure as well as the deposits in the banking sector by the amount received 



from the government, it would cause an expansionary effect on the economy instead.

2.
(a)
Y= ( 1 / 0.4 ) X 375 - ( 0.6 / 0.4 ) T = 900

Well-labelled diagram.



Deflationary gap = ( 1000 – 900 ) / 2.5 = 40


(b)
( Y = ( 0.6 / 0.4 ) X (T = 15.

The new equilibrium income = 885.



Change in the deflationary gap = ( 900 – 885 ) / 2.5 = 6.

The deflationary gap is enlarged ( by 6 ) as a result.

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


The new amount of deposit created

= Excess reserve X Banking multiplier = $1200 X ( 1 / 20 % ) = $6 000
The maximum amount of deposit created

= $4 000 + $6 000 = $ 10 000
The actual reserve ratio = ( 800 + 1 200 ) / 4 000 = 50 %
(ii)
The new maximum amount of money supply = $7 000 + $10 000 = $ 17 000.
(b) M. V = P. Y



17 000 . constant  =  P  .  Y



If there is idle resources, output could be increased, 
(M = (P + (Y

If there is full-employment, output is unchanged, 

(M = (P 

Base on the quantity theory, if V is constant, the level of money stock would determine the price level.

The change in money stock would lead to a change in price level or simply inflation.

*

*

*
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