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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. ( Each section carries equal marks ; Total 150 marks )

Section A  ( Total 50 marks ; 2 marks each )
Answer ALL questions. Choose the best answer for each question.

1. Which of the following statements about saving and investment in a 2-sector economy is INCORRECT ?


A
When ex-post investment is greater than ex-post saving, it will lead to a decrease in unintended inventory.


B
The desired saving must always be equal to actual saving. 

C
The sum of planned investment and unplanned investment is equal to actual investment.




D
In equilibrium, the intended inventory may not be zero.

2. Calculate the net national product of a hypothetical economy based on the data given below :

	G N P Components
	$ Billion

	Private consumption expenditure

Government consumption expenditure

Net exports 

Total imports

Gross investment

Depreciation allowance

Net incomes from abroad
	1600

600

900

750

500

300

200



A
3 600 billion.
B
3 300 billion.
C
3 100 billion.

D
2 350 billion.

3. Consider the following information about an economy:

IS curve:   Y = 160 - 500r        




where  Y = income ; r = interest rate

LM curve: Y = 70 + 100r                     





What can be said about this economy when Y = 90 and r = 20% ?


A
There is an excess supply in the money market. 


B
There is an excess supply in the product market.


C
There is an excess demand in the product market.


D
There is an excess demand in the money market.

4.
Which of the following statements about the cost of inflation are correct ? 


I
Inflation leads to inefficient use of resources because resources are used to cope with it.


II
If inflation is fully anticipated, there is no cost of inflation.

III
When the rate of inflation cannot be correctly anticipated, commercial banks will offer a high saving rate to customers.


A
I only.

B
II only.

C
I & II only.

D
II & III only.

5.
Which of the following would increase the multiplier effect of government expenditure on national income ?
I
a decrease in the marginal propensity to save.

II
a fall in the marginal propensity to import.

III
a reduction in the lump sum tax

A
I & II only.

B
I & III only.

C
II & III only.

D
I, II & III. 

6.
Suppose over a period of one year, nominal GDP, population and the price level increase by 8%, 4% and 5% respectively.  Which of the following is correct ?

A
The per capita nominal GDP increases but the per capita real GDP decreases. 

B
The per capita nominal GDP decreases but the per capita real GDP increases.

C
Both the per capita nominal GDP and the per capita real GDP decrease.

D
Both the per capita nominal GDP and the per capita real GDP increase.

7.
The following diagram shows the IS-LM curves.  At point A, there is _____ in the money market and _____ in 

the product market.
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A
excess demand ; excess supply.


B
excess supply ; excess supply.

C
excess supply ; excess demand.  


D
excess demand ; excess demand.

8. Under which of the following situations will the supply of HK dollars in foreign exchange markets increase?


A
A local agent purchases the government bond for his client.


B
A Hong Kong firm purchases an alarm system from Germany.


C
A Japanese businessman travels in Hong Kong on his business trip.


D
An American firm launches its mandatory provident fund this month.

9.
A rise in the consumer price index implies


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


B
a fall in the standard of living of the lower-income households.


C
a fall in real wages but no change in nominal wages.


D
a rise in the cost of living of people. 

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

A
a strict control on the minimum wages of workers.


B
an increase in the issue of government bonds to the public.


C
an increase in the spending on tertiary education.  


D
an increase in the business income tax rates.

11.
In the IS-LM model, if there is an increase in money supply and government expenditure, then


A
interest rate will rise and income may rise or fall.


B
interest rate will drop and income may rise or fall.


C
national income will rise and interest rate may rise or fall.


D
national income will drop and interest rate may rise or fall.

12.
The natural rate of unemployment


A
fluctuates with the rate of inflation.

B
is the result of money illusion on the part of workers.


C
is independent of the information available on the job market.


D
is the unemployment rate which settles in the long run.

13.
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 %.

14.
The diagram below shows the aggregate expenditure in a closed economy without taxes.  At the equilibrium level of income, the average propensity to consume is given by the ratio
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B
QR / OU.

C
ST / OU.

D
SU / OU.

15.
The total amount of currency issued is $3 000 billion.  One third is held by the non-bank public and two third is held by commercial banks as reserves.  Suppose the banks do not keep excess reserves and the minimum reserve ratio is 25 %, the money supply will be


A
$12 000 billion.

B
$11 000 billion.
C
$9 000 billion.
D
$7 000 billion.  

16.
Refer to the diagram of a nation below.
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Good X
Which of the following statements are correct ?

I
The nation has a comparative advantage in the production of good X.

II
The cost to its trading partner of producing 1 unit of good Y is higher than 1.5 units of good X.

III
The nation will import good X and export good Y.


A
I & II only.

B
I & III only.

C
II & III only.

D
I, II & III.

17.
A nation’s terms of trade will become more favourable when

A
the ratio of export prices to import prices falls.

B
The currencies of the trading partners depreciate.

C
The value of export has risen relative to the value of import.

D
The effective exchange rate index fluctuates widely.

18.
If inflation is unanticipated, which of the following statements are correct? 

I
Wealth will be redistributed from creditors to debtors.

II
Workers with money illusion will suffer.

III
People will transform their real assets into monetary assets.

A
I & II only.

B
I & III only.

C
II & III only.

D
I, II & III.

19. When the H. K. government granted a cash subsidy to those Vietnam boat-people before they are sent back to 

Vietnam, it would lead to


A
a debit entry in the current account of Hong Kong.


B
a credit entry in the current account of Hong Kong.

C
a debit entry in the current account of Vietnam.


D
a credit entry in the capital account of Vietnam.

20.
Which of the following statements about government bonds is FALSE ?


A
The issue of government bonds is the primary factor leading to a large public debt and inflation.


B
The burden of public debts is normally unevenly distributed among people.


C
The issue of government bonds reduces the money supply in the domestic market.

D
It is a cause of the debt burden when the bonds are redeemed in the future.

21.
Consider an economy where the demand for money is very sensitive to changes in the interest rate. The effect of  monetary policy


A
is limited if investment is also sensitive to changes in the interest rate.


B
still depends on the interest elasticity of investment.


C
will lead to a change in the interest rate with a small change in the demand for investment expenditure.


D
is offset by the resulting changes in the exchange rate.

22.
The following table shows the cost of production of 2 goods of 2 economies.

	
	Jeans
	Watches

	H. K.
	HK$ 100
	HK$ 20

	S. Korea
	Korea Won $1 500
	Korea Won $4 000


Which of the following statement are correct ?


I
S. Korea has a comparative advantage in the production of jeans.


II
The possible exchange rate lies between Won $15 per HK$ to Won $20 per HK$.


III
A terms of trade of 1 unit of jean : 3 units of watches is mutually beneficial to the 2 economies.


A
I, II only

B
I, III only

C
II, III
only


D
I,II & III 

23.
The IS curve will shift to the right if


I
a balanced budget is practised by the government.


II
the market interest rate falls leading to a rise in investment.


III
there is an autonomous decrease in savings.


A
I, II


B
I, III


C
II, III


D
I,II & III.

24.
Which of the following statements about the quantity theory of money are correct ?


I
It is a revised version of the equation of exchange only.


II
It is a theory of money supply and the price level.


III
The velocity of money circulation could be quantified but not observable.


A
I, II


B
I, III


C
II, III


D
I,II & III.

25.
Which of the following will be the result of a fall in the interest rate under a flexible exchange rate system ?



A
An increase in the demand for the domestic currency.


B
An outflow of capital fund to other areas.


C
People speculate an appreciation of the domestic currency.


D
An increase in the foreign exchange value of the domestic currency.

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

1
Explain the following case on the effects of the GDP of Hong Kong :


(a)
The government provided retraining courses for manufacturing workers and were found successful.


(b)
There was an inflow of funds from Europe due to the instability of Eastern Europe.

2.
If investment increases with national income, would the paradox of thrift be still valid ?

3.
“ When interest rate rises, investment will fall. ” 


“ When investment rises, interest rate will fall. ” 


How could BOTH statements be true ?

4.
Given the following equations of an economy: 

C = 420 + 0.8 YD    




Ms = 1020

I  = 645 – 1500 r





MD = 0.25Y – 6000 r

G = 900


T = 0.25 Y

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



(4)

(b) How could the economy achieve an income of 5 040 and interest rate at 4 % ?



(4)

5.
How is the quantity theory of money related with the equation of exchange ?


How would the quantity theory of money explain the cause of inflation ?

6 The table shows the maximum production possibility of two goods X & Y of two economies.  

	
	Good X
	Good Y

	Nation A
	120
	180

	Nation B
	60
	150


Suppose nation A completely specializes in producing good X, i.e. 120 units of good X at the beginning and nation B also completely specializes in producing good Y.

(a) Calculate the gain from trade of nation A if it exports 60 units of good X to nation B, based on a terms of trade of 1 X : 2 Y.












(6)

(b) Find the post-trade condition of nation B also, based on (a).





(4)

Section C  ( 50 marks )
Answer ALL questions.

1. Consider an economic model with full-employment income at 1 500 below :



C = 160 + 0.8 YD 


I = 80



G = 60



T = 50



X = 210


M = 0.2 YD 

(a) Find the equilibrium level of income and the corresponding deflationary gap. 

Illustrate your answer with a sketch diagram.








(10)

(b) If deflation exists in an economy as (a) above, together with a stable interest rate policy launched by the 

central bank, what will be the impact of deflation on the national income ?



(6)

2. Suppose the government has used a deficit budget to deal with unemployment of an economy with a low interest elasticity of money demand.

(a)
Explain with the IS-LM model, the effective policies used to achieve full-employment.

(8)

(b)
Suppose the economy is now found staying in the liquidity trap, what policies should be used to stimulate the economy effectively ? Explain with diagrams.







(8)

3. Given the currency in hands of public is 6 000 billion and the required reserve ratio is 25 %. The public now deposits 600 billion cash into the banking sector.

(a) Suppose all the commercial banks choose to hold half of its deposits as reserves. Without any cash leakage,

(i)
what is the maximum amount of money supply as a result ?




(6)

(ii)
Explain the reasons for the difference between the required reserve ratio and the actual 

reserve ratio of the commercial banks.








(4)

(b) Suppose the economy has a velocity of money circulation of 5 and a price index of 120.

(i)
Explain how the amount of real income could be found based on (a).



(4)

(ii)
What is the effect of cash leakage on money supply and income as the result ?


(4)
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Paper I

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

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

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

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

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


Remarks on Section A

2.
B
If the endowments are different, that means their MUV at the last unit possessed are different also. 

Of course, that constitutes an exchange.

4.
B
If all constraints are specified, the chosen act is the highest-valued option..


C
Transaction costs only affect the allocation of resources but not a hindrance to efficiency.

8.
C
With normal demand and supply curves, the new equilibrium point is at the upper-right hand corner of 

the original equilibrium point so that BOTH price & quantity will not double.

10.
D
The prohibition is basically a market intervention so that transaction costs emerge / rise.

11.
A
There is a change in relative price.

12.
B
When cost changes, the chosen option may not necessarily change so long as the highest-valued option 

forgone is the same as before.

17.
D
A part-time worker implies that he / she is employed by someone.


19.
D
It is only a fact and think about the time before 1875, it becomes a prediction.

21.
A
The income just offsets the substitution effect so that the Giffen good criterion is not satisfied.

23.
A
The firm could still cover its variable costs but only a part of its fixed costs. It is not a loss as it is 

expected and the return of the fixed factors could be called a rent.

25.
C
The firm has already reached the point where its marginal factor cost (wage) = MRP.

Section B
( 50 marks )

1. Yes, I agree with the statement.

There is no competition of any kind in a one-man economy, though cost & scarcity exist.

Transaction costs are institutional costs emerged in any economy with more than one person. 

Property rights are the rules of the competition for scarce resources. They form the framework of competition 

within an economy, except in the case of a one-man economy.

2. The former term ‘capital’ refers to the physical characteristic of factors like machines, funds etc. distinguishing these from human labour and natural resources or land. The latter term ‘capital’ focuses on the essential property of factors of production in generating future income and income stream. In fact, this is also the common feature of all four types of factors mentioned. 

So, the major difference is that the two terms are based on two different criteria of classification.

3. No, the statement is partly right only.

The law of demand is not a postulate because it yields testable implication and could be capable of explaining 

the reality. It is an assertion because there is no single theory or deduction logically deriving the law of demand. The indifference curve approach involves a case consistent with the law of demand but could not provide all possible cases in supporting the law of demand. Therefore it is correct to say that it is a hypothesis of the consumer theory. The latter part of the statement is true.
4.
1st Statement : The words ‘facing a horizontal demand curve’ only serve to imply that no matter how many quantity supplied or produced by a single firm, the market demand is comparatively large enough to absorb the amount supplied as if the demand is infinitely large.

2nd Statement : The demand curve here refers to the market demand curve which of course is downward-sloping and will not and cannot violate the law of demand.

So both statements could be correct in this respect.
5. Yes. First explain the theorem of exchange.

Transaction costs only affect the level of market price and the final allocation of resources among the exchanging parties. The validity of the theorem of exchange would not be affected.

In fact, the theorem also includes a consideration of the effect of transaction costs in exchanges.

6. Wealth maximization and income maximization explained.


If the amount of income at different time fluctuates, maximizing the income at a certain period does not 

necessarily mean maximizing wealth. 

If the interest rate is constant and the future income stream is a perpetuity, wealth is equal to the perpetuity divided by the interest rate, W = P / r. Maximizing wealth is the same as maximizing income.

Remarks on Section B

1.
Property rights and transaction costs are the elements for competition. If there is no competition, they are no longer important.

2. The physical properties of any factors of production should be understood and explained briefly.

3. The law of demand in relation to a postulate, assertion & hypothesis should be explained to justify the question.

4. The answer must point out whether the law of demand has been violated or not.

5. The meaning of the validity of the theorem or any theorem must be understood.

6. Explain and understand the meaning of income and wealth maximization first.

Section C
( 50 marks )
1.
(a)
Diagram : Supply curve is vertical at 6900 tickets. The price is also fixed at a level with excess demand. 

It is an example of excess demand because the selling price of the tickets initially was set and controlled by the organizer. With inelastic supply, an excess demand becomes natural.

(b)
It does not necessarily benefit the wealthy people, instead the highest-valued users would get the tickets in the end provided that the information of the second-hand market bears a significantly low cost. Otherwise, even the buyers of second-hand tickets may enjoy a small consumer’s surplus.

The supply is perfectly inelastic so that once demand rises, the second –hand price could be very high. 

(c)
To the buyers, so long as their MUV being greater than their MC including the expected cost of waiting, 

they will wait. Otherwise, they would not bother to queue and wait. Whether it is a waste to them or not depends on the possibility of other means of allocation that could avoid the cost of waiting, i.e. a comparison of marginal benefit and marginal cost. 

Basically waiting is wasteful because waiting also uses up resources ( time or to be more specific, the option forgone during the time ) in competing without a possible corresponding gain at the end.

From the social point of view, if the tickets could be allocated by market competition and market price, the cost of waiting could be avoided. 

The waiting time is a waste to the economy as a whole if the use of market force involves a lower transaction cost than the cost of waiting. The use of auction may avoid the cost of waiting but other administration costs may arise. 

( Waiting in a queue could also be an efficient means of allocation. The question lies on a consideration of finding an efficient means of resource allocation of tickets in this case. )

2 
(a)
In general, it is true. A higher toll for CHT will not reduce users but reduces congestion because its full 

capacity has been reached. A lower toll for WHT, especially during non-peak hours could encourage 

more users. As a whole, the two tunnels will attract more users with the variable-toll scheme. 

( In general, during congestion, the cost of driving includes the gasoline cost, depreciation allowance, the time cost and the toll. A higher transaction cost is incurred in policing and enforcing the scheme. )

(b)
The discount is based on the assumption that the demand for WHT is price elastic so that more users will be attracted. Of course, more revenue is obtained as a result. Whereas the CHT, having been operating for years with relatively lower marginal costs and operating costs, is already earning an economic rent together with a certain degree of monopoly power among the other tunnels because of its fine location.

* Any reasonable answers.

3
(a)
It is not price discrimination simply because one could choose to buy or not to enjoy the same service, i.e. 

the passengers are NOT separated into 2 or more groups. 

Besides, it also depends on the types of passengers considered. 

If you are comparing the souvenir ticket users with other MTR users, they pay a different price but enjoy 

the same services so that the latter group is discriminated. Obviously, for those buyers of the souvenir tickets, they enjoy a lower price per trip or their use value also come from the keeping of the tickets alone. 

OR :
One may argue that some MTR users may find that the use value of keeping the ticket is zero and the total cost of trips on that day is smaller than $50 so that it is simply not worthwhile to buy the souvenir tickets, i.e. they are not discriminated at all ! )

3.
(b)
Busy roads and non-busy roads are providing different services to drivers. Why are the roads busy ?


Besides, so long as all users of busy roads are charged the same toll, they are not price-discriminated.



If the toll could discourage enough drivers to leave the busy roads and the extra users on non-busy roads 

would not lead to congestion of the former non-busy roads so that congestion is solved as a whole, the 

system is successful. Otherwise, the toll-charged roads become non-busy roads but the original free-of-charge roads may turn into busy roads. It simply relocates the areas of congestion on roads.

( Extra credit : The transaction costs of enforcing the system by the government may be supported by taxation so that taxpayers, who may or may not be those road users, are discriminated because the taxpayers are charged indirectly by the ERP system. )



* Any reasonable answers.

(c) It is not price discrimination because customers are not forced to buy coupons in order to have cakes. Customers are not separated. 

OR : 
It is true in general when the time span considered is within a very short time. The ordinary 

customers are discriminated in the sense that they pay more than the coupon holders.

If the time span considered is long enough, i.e. the coupons are used after a long period of time, so that the 

present value of the coupon may be different from the discount price. 

A rather controversial case is that the coupon buyers get the coupons and deliver them as a gift (a Chinese tradition ) , then the time between the date of purchase and the date of delivering the coupons is significant. The longer the time span, the lower the present value of the cakes exchanged in the future ( or the lower the present value of the price of coupon bought at the date of delivery ). 

The real discount obtained is smaller and may approach zero. 

As to the cake shops, the coupon buyers ( and those coupon users – they are unlikely of the same group ) provide valuable information to the cake shops concerning the types and quantities of cakes chosen. Thus, they help to lower the production costs, especially remember that cakes are perishable goods so that a stable demand or an expected flow of demand could lower costs significantly. As a result, the discount is a compensation to coupon buyers for their information provided. 

( The costs of serving coupon holders and ordinary customers are different. )

The cake shops may be benefited also. They obtain valuable information and could secure a higher cash inflow. Otherwise, there is no such an arrangement at all.

* Any reasonable answers.

Remarks on Section C

1.
There is no guarantee that the ‘poor’ people would get the first-hand tickets and resell them to the ‘wealthy’ people.  

2.
The conditions and limitations of price discrimination must be understood.

3.
In using ordinary language to answer the questions, you must have economic concepts to back up your 

explanation. Otherwise, you are just describing or giving your personal opinion rather than answering the 

questions.

Overall Comments on Paper I

· The use of economic language with economic terms are essential.

· The question should be read carefully, even by reading a few times, word by word.

· 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

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

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

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

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

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


Remarks on Section A

1.
D
In equilibrium, the unintended inventory is zero only.

2.
NNP = 1 600 + 600 + 900 + 500 – 300 = 3 300.

4.
III
The saving rate is determined by demand and supply forces.

5.
III
A reduction in the lump sum tax would affect the lump sum tax multiplier not the government multiplier.

11.
Both IS and LM curves shift to the right.

14.
Consumption = ST and Income = Y = OU. 

15.
C
$1 000 + 2 000 X 4 billion = 9 000 billion.

23.
II
This is a movement along the IS curve only.

24.
I
The QTM is not a revised version but a theory based on the equation of exchange.

Section B
( 50 marks )

1.
(a)
Productivity increases due to the training courses. This is also an accumulation of capital so that the GDP 

would increase. It is a form of indirect investment expenditure supported by government expenditure.

(b)
Inflow of capital would lower the interest rate and encourages investment so that the GDP rises. It improves the capital account of the balance of payments account.

2.
The paradox argues that if a person believes the view that the more everyone saves, the more income we could 


have at the end. 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 ).

Even if investment is an increasing function of income, the increased saving function will cut the investment schedule at a point with a lower level of income. The paradox does still exist. + Diagram.
( However, if one argues that the investment function has a steeper slope than the saving function, there is no equilibrium. The paradox is not meaningful anymore. )

3.
1st Statement : This is simply a movement along the investment function or the IS curve.

2nd Statement : This is a shift of the IS curve to the right. Either LM curve is downward-sloping or Lm simply shifts to the right so that the new equilibrium level of interest rate is lower than before.

4.
(a)
IS curve :
0.4 Y = 1 965 – 1 500 r

or
Y = 4 912.5 + 3 750 r



LM curve :
0.25 Y = 1 020 + 6 000 r

or
Y = 4 080 + 24 000 r

Y = 4 800 and r = 3 %.


(b)
The point with Y = 5 040 and r = 4 % is also a point on the LM curve.



The simple way is to shift the IS curve out to the right by nay means until this point is reached at the 

intersection point of the IS and LM curve.

5.
The QTM is a theory about money stock and the price level. It also tells about the change in real income when unemployment exists. Its derivation is based on the principle of the equation of exchange which is a tautology at the beginning. + Brief explanation of QTM and Equation of exchange.


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.

6.
(a)
The domestic opportunity cost is 1 X : 1 .5 Y for nation A, i.e. 60 X at an opportunity cost of 90 Y.



With trade, 60 X could exchange 120 Y which is 120 – 90 = 30 units of good Y more than before. 

(b)
Local production of Y by nation B = 150 units. Import = 60 units of X & export = 120 units of Y.

Domestic opportunity cost = 48 X and gain = 60 – 48 = 12 units of X.

Total amount of goods consumed = ( Original local output - Export ) & Import = 30 Y & 60 X.

Remarks on Section B

1.
Many students still do not know the meaning of the equation of exchange.

2.
The relation between the paradox of thrift and the fallacy of composition is not understood.

3.
The gain from trade should be expressed in terms of the good imported, in general.

Section C
( 50 marks )

1.
(a)
Y= 1 200 and the deflationary gap = 1 500 – 1 380 = 120.

+ Well-labelled diagram.



Actual output = 160 + 0.8 ( Y – T ) + 80 + 60 + 210 – 0.2 ( Y – T ) = 510 + 0.6 ( Y – T ) = 1 380

1.
(b)
If a stable interest rate policy is maintained, the market nominal interest rate is a stable rate. With 

deflation, the real interest rate increases and will lower investment. The lowered investment will lead to a 

contracting effect on income.

2.
(a)
A low interest elasticity of money demand implies a steep LM curve with a large crowding-out effect on 

the use of expansionary fiscal policy. Fiscal policy including the use of a deficit budget is relatively  

ineffective whereas monetary policy is more effective in stimulating an unemployed economy. 

+ Diagram.

(b)
It depends on whether the economy is near to the kinked point of the LM curve or not.

If it is far away from the kinked point, the use of fiscal policy is obvious and effective.

If it is near to the kinked point, a contractionary monetary policy may narrow the liquidity trap and allows the fiscal policy to be used although a large crowding-out effect will emerge ; or both policies used.  

Otherwise, the use of fiscal policy alone is enough to stimulate the economy. + Diagram.
3.
(a)
(i)
Deposit created = 600 billion X 2 = 1 200 billion.




Money supply = ( 6 000 – 600 ) + 1 200 billion = 6 600 billion.



(ii)
* Banks are conservative and cautious about the fund market.




* There is not enough investment or credit opportunities.




* Any reasonable answers.

(b) (i)
Based on the QTM,
M . V = P . Y
Thus, 
6 600 times 5 = 120 times Y


Real income = Y = 275 ( billion ).

(ii)
Cash leakage will limit the effect of credit creation. The amount of deposits created will be smaller as well as the money supply. 


A smaller amount of money stock, in equilibrium and ceteris paribus, will result in a lower level of prices with real income constant.

If V is constant, a smaller amount of money stock implies a smaller amount of nominal income, if full-employment exists.

Remarks on Section C

1.
The variables in money or product market may have different roles to play, i.e. they are endogenous variables in one market and may become exogenous variables in another market like investment expenditure.

2.
Full-employment may NOT be equal to C + I + G + X – M.

3.
The steep LM curve is also a portion of the horizontal LM curve with a liquidity trap.

Overall Comments on Paper II

· Read the questions more carefully to pick out the major variables involved.

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

· Use separate paragraphs to answer.

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

*
*
*

[image: image1.wmf]
	From our Mission Statement : Our mission is successful when our students … think logically and critically and express themselves effectively …

	

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


Remarks

Wealth

· Includes the sum of the market value of all the physical stock of goods at a particular period.

· It can never be measured in terms of the amount of the physical stock. For example, a bottle of water worths more in a desert than in Hong Kong. Wealth cannot be measured independent of value.

· It is defined as all income discounted into present value, including both present and future income. Thus the difference between capital value and wealth is the amount of present income.

But present income can be defined as income of an infinitely short period and thus the time approaches 

zero.

As a result, capital value and wealth can be regarded as the same as they are both future income discounted.

Other Issues Important

· World wide web ( WWW ) and the development of Internet services.

· Cyberport and information technology.

· Airport chaos and the leakage of cyanide by a lorry in the N. T.

· Disneyland Project.

· Unemployment and deflation.

· Economic recovery.

· RMB depreciation rumour but kept stable by the China government.
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