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

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

Give your answers of Section B & C in your answer book. (Total : 135 marks )


Section A  ( Total 45 marks ; 3 marks each )
Answer ALL questions. Choose the best answer for each question.

1.


	At the equilibrium income, Y* 

I
the average propensity to consume is ED / 0Y*
II
the average propensity to save is DY* / 0Y*
III
the expenditure multiplier is 0Y* / EF

Which of the above statements are correct ?

A
I and II only



B
II and III only

C
I and III only


D
All of them
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2. When the marginal propensity to import increases,


A
the aggregate expenditure function becomes steeper.

B
the value of the income multiplier decreases. 


C
the marginal propensity to withdraw decreases.

D
all of the above.

3. For an economy :



C = 160 + 0.8 YD



I = 100



G = 530 + 0.1 YD




T = 0.5 Y  




X = 50



M = 0.1 YD


The trade balance and the budget balance of this economy are correspondingly 




A
a deficit of 20 ; a surplus of 100 




B
a surplus of 20 ; a deficit of 100


C
a deficit of 90 ; a surplus of 100




D
a surplus of 90 ; a deficit of 100
	A movement from point R to point S along the LM curve 

indicates that

A
the quantity demanded of money for transaction falls.
B
the quantity demanded of money for transaction rises.  

C
the quantity demanded of money for asset rises.


D
the quantity supplied of money for asset rises.
	Interest Rate




 
 




    LM


   

    S    


       R

 0


    
              Y    


4. Inflation will occur when 

A
the government carries out expansionary fiscal policy.

B
the growth rate of money is greater than the growth rate of real output. 

C
the income of the economy rises but the production capacity falls.

D
the prices of some of the consumer goods and services start to rise.

6.
According to the equation of exchange, if the money supply is fixed at a time when both the nominal and the 
real income are increasing, we can conclude that


A
full employment is achieved.


B
the unemployment rate remains unchanged.


C
the velocity of circulation of money is rising. 


D
the velocity of circulation of money is falling.

7.

	Which of the following is a correct description of the 
diagram on the right ?

A
At Y*, the APC is negative.

B
AB is the amount of dissavings.

C
DF is the increase in stocks.
D
DE is the decrease in stocks. 
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8.

	Suppose an increase in the government expenditure by 40 would lead to a change in equilibrium point from E to E’ as the diagram shown on the right. 
It can be concluded that :

I.
the income multiplier is 5.
II.
the investment expenditure falls by 20.
III.
the net increase in total autonomous expenditure is 20.
A
I and II only

B
I and III only

C
II and III only

D
I, II and III. 
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9.
Which one of the following statements about money is INCORRCT ?

A
Money, no matter being legal tender or not, may not have intrinsic value. 

B
Money allows the separation of buying and selling in exchanges.

C
Money encourages exchanges and lowers the costs in exchanges of any kind.

D
Money is no longer needed with the introduction of electronic money and computerized system. 

10.
Unemployment at the natural rate 

I.
does not imply the existence of economic waste nor inefficiency.


II.
could be varied with the change in the level of searching costs.

III. indicates the presence of imperfect information of the labour market.
A
I and II only





B
I and III only


C
II and III only




D
I, II and III. 
11.
A lower required reserve ratio is more effective to raise the level of income if interest elasticity of investment is




 and interest elasticity of money demand is 

 .


A
high ; low





B
high ; high



C
low ; high





D
low ; low


12.
Given the following equations of an economy :



I = 60 – 100 r






S = 0.25 Y




Money demand = 176 – 600 r + 0.4 Y  


MS = 220

When Y = 200 and r = 6 %, there is 

 in the 

 .

A
excess demand ; product market



B
excess supply ; product market




C
excess demand ; money market



D
excess supply ; money market

13.
Monetary policy is less effective if 

I.
the income elasticity of money demand is low.

II.
the interest elasticity of money demand is high.

III. the interest elasticity of investment is low.
A
I and II only

B
I and III only

C
II and III only
D
I, II and III. 
14. When the equilibrium income is attained at the full employment level,

A
the distribution of income will also be improved.

B
the natural rate of unemployment will remain unchanged.

C
economic growth will slow down because there exists no idle resources.

D
some job searchers will still be unemployed. 

15.
During Christmas and Chinese New Year, people tend to carry more cash. Assuming banks do not hold excess 
reserve, there will be


A
a decrease in the money supply.


B
an increase in the money supply.


C
no change in the money supply but a higher velocity of circulation.



D
no change in the money supply but a higher demand for goods and services.

Section B  ( 44 marks )
Answer ALL questions. 




Keep your answer SHORT. (6 marks each for Q. 1 – 4 and 10 marks each for Q. 5 & 6)

1.
The simple Keynesian model is in fact a particular case of the IS-LM model. Why ?
2.
If there is no inflation, the real interest rate would be the same as the nominal interest rate. Do you agree ?  
Explain.

3.
Explain two situations in the product market in which expansionary fiscal policy would be less effective in affecting income.
4.
The Quantity Theory of Money could help to derive the LM curve. Explain how.
5.
Explain the possible effect of each of the following cases on the GDP of Hong Kong :
(a) The Immigration Department decided to prolong the services of entry and exit at the border to Mainland China up to mid-night.
(5)

(b) Suppose the government lowers the minimum wage of domestic keepers in Hong Kong due to our economic downturn.
(5)
6.
“The maximum deposit created could not be obtained if there is cash leakage.”


“The maximum deposit created could not be obtained even if there is no cash leakage.”


Explain why both statements could be true.

Section C  (46 marks)
Answer ALL questions.

1.
Consider the following equations of an economy :


C  =  150  +  0.8 YD


I   =  80



G  =  90



T  =  60




X  =  160



M = 0.4 YD


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




(4)


(b)
Suppose the marginal propensity to import (MPM) falls to 0.3 due to worldwide economic downturn. 



(i)
Explain with a sketch diagram, the effect on income and the amount of trade balance.
(6)



(ii)
If the government decides to change either the government expenditure or the amount of tax in 



order to reach the full-employment output of 960. 




What are the amounts needed in each of the situation above ? Show your working clearly.
(6)

2. Suppose the government implements a deficit budget to stimulate the economy. Based on the IS-LM model,


Explain, in separated diagrams, the effect of the deficit budget on income under each of the following cases :



(a)
If the crowding-out effect on income is the same as the effect of tax on income ;


(8)

(b)
If the crowding-out effect on income is smaller than the effect of tax on income ;


(6)

(Hint : Consider the crowding-out effect on the overall change of the IS curve due to the deficit budget.)

3.
Consider the following balance sheet of a banking system.

	Assets ( $ )
	Liabilities ( $ )

	Reserves

1 000

Loans


4 000
	Deposits

5 000



Suppose the banking system is fully loaned up. 

There is no cash leakage and the currency in hands of public is $4 000.


(a)
What is the required reserve ratio ? What is the money supply ?





(4)


(b)
Suppose the central bank redeems some bonds valued at $ 600. What is the maximum change in loans 


and deposits created ?











(4)

(c)
Based on (b), explain the impact of each of the following on the price level and the level of real income.


(i)
The economy attains full-employment.








(4)

(ii)
The economy is experiencing unemployment.






(4)
END OF PAPER 
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Section B
(44 marks)
(4 X @6 + 2 @10)

1.
The simple Keynesian model (SKM) assumes investment being a constant or an exogenous variable, i.e. a 
value being determined outside the model. In the IS-LM model, investment is affected by interest rate. 

In the case of the IS-LM model, a constant amount of investment implies that the IS curve is vertical.

· In other words, the IS-LM model in this case is similarly to the SKM because they show the same amount of change in income when there is/are changes in the product market affecting the aggregate expenditures as a result. The vertical shift of the IS curve gives the same amount of change in income given by the SKM. From this aspect, the SKM could be treated as a particular case of the IS-LM model.

· If the LM curve is horizontal, the IS curve alone could also give the same level of equilibrium income as the case of SKM. The shift of the IS curve may be caused by a change in G, I, X or a change in tax rate which affect also the slope of the IS curve and the slope of the AE function of the SKM.

2.
No, I disagree. 


In equilibrium, the return from other interest-earning assets is the market interest rate in nominal terms.


Therefore, the cost of holding money is the nominal interest rate. 


If the inflation rate is zero, nominal r = real r provided that there is no deflation also. Otherwise, nominal interest rate is equal to the real interest rate minus the deflation rate. The two rates will not be the same.

OR : The nominal interest rate is also affected by the anticipated inflation rate. So, even if inflation (or deflation) rate is zero, so long as anticipated inflation rate is positive, the statement is wrong.

3.
If the IS curve is relatively flatter, the expansionary fiscal policy shifting the IS curve to the right could not be effective in raising income.

· When the investment is interest elastic, the IS curve becomes more elastic too.

· If the MPC is greater, the IS curve is flatter.
· If the MPM is smaller, the IS curve is flatter.

· If the tax rate is smaller, the IS curve is flatter.

4.
Briefly mention about the quantity theory of money. (Diagrams are optional.)

· when income changes, the money demand curve will shift accordingly.

· with a fixed money supply, the shift of money demand curve will lead to a change in the equilibrium 


interest rate.

· As long as the money demand curve is downward-sloping, the level of equilibrium interest rate will change directly with the change in income, i.e. the LM curve derived is upward-sloping denoting the positive relation between income and interest rate. 

5.
(a)
More HK people will go to Shenzhen to spend leading to a higher amount of import.



More container drivers could transport goods through the border that favours the re-export trade. 



The net effect of them may facilitate the border-trade between HK and Shenzhen.



The net effect of this on the HK’s GDP may be uncertain.


(b)
The amount of wages of the domestic keepers hired from overseas should be smaller.



A smaller amount of wage earned will decrease the GDP of HK, based on the income approach.

6.
1st Statement : If there is cash leakage, a part of the loans granted by one bank will not be re-deposited into 
another bank. The flow of money through the process of credit creation will be decreasing. As a result, the 
amount of deposits and loans created will not reach a maximum.


2nd Statement : Even if there is no cash leakage so that every dollar of loan created will be re-deposited into the 
banking system, there is still other conditions needed to ensure the maximum deposits could be created, e.g. 
the investment opportunities of the business sector, the choice of holding excess reserve by the banks.


As a result, the absence of cash leakage does not sufficiently guarantee the maximum deposit created.
Section C
(46 marks)

1.
(a)
In equilibrium,
Y = 150 + 0.8 YD + 80 + 90 + 160 – 0.4 YD  = 760


( AE = 456 + 0.4 Y
and 
M = 0.4 Y - 24 = 280 )



Y = 480 + 0.4 YD = 480 + 0.4 Y – 0.4 T 

Y = ( 1 / 0.6 ) 480 – ( 0.4 / 0.6 ) T



Lump-sum Tax Multiplier = - 2 / 3


(b)



	(i)

In equilibrium,

Y = 150 + 0.8 YD + 80 + 90 + 160 – 0.3 YD  

Y = 900

( AE’ = 450 + 0.5 Y )

Y = 480 + 0.5 YD = 480 + 0.5 Y – 0.5 T 

Y = ( 1 / 0.5 ) 480 – ( 0.5 / 0.5 ) T

M’ = 0.3 Y – 18 = 252

Trade Balance 
= 160 – 0.3 YD = 92 (deficit)
	


 







       






     

          




(ii)

Change in government expenditure :



960 = 150 + 0.8 YD + 80 + G’ + 160 – 0.3 YD = 390 + 0.5 YD + G’


G’ = 120
and 
change in G = 120 – 90 = 30 increase


OR :

Multiplier = ΔY / ΔG

=>
( 1 / 0.5 ) = ( 960 – 900 ) /ΔG

=>
ΔG
= 30



Change in tax :



960 = 150 + 0.8 YD + 80 + 90 + 160 – 0.3 YD = 480 + 0.5 YD = 480 + 0.5 Y – 0.5 T1

=>
T1 = 0


OR :

Multiplier = ΔY / ΔT

=>
( -0.5 / 0.5 ) = ( 960 – 900 ) /ΔT
=>
ΔT =  - 60 
2.



	
	



2.


· Initially at Y0 for both diagrams (a) and (b).
· With a deficit budget, the IS curve will shift due to two effects.

· Firstly, a rise 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 rise 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 as shown in the diagrams. 

· The final state of equilibrium is at point E’ with income at Y3 .





   

       
3.


(a)
Required Reserve Ratio = 1000 / 5000 = 20 %



Money supply = 4 000 + 5 000 =  9 000

(b)


	( D = 600 / 20 % = 3 000
New money supply 

= 4 000 + 8 000 =12 000


( MS = 3 000
( L = 6 400 – 4 000 = 2 400
	Assets
	Liabilities

	
	Reserve
1 600

Loans
6 400
	Deposits
8 000

	
	


(c)
By the quantity theory of money : 
M. V = P. Y




12 000 . V  = P. Y




( M = ( P +  ( Y

if V is a constant.


(i)
( M = 1 / 3
= 3 000 / 9 000
so that ( P = 1 / 3 and the real income is constant.


(ii)
( M = 1 / 3



so that ( P + ( Y = 1 / 3 

with both the price level and the real income rise by a (smaller) percentage than 33.3 %.

*

*

*

IS2





IS2





IS1





LMS2





F





D





E





F





E





A





E





X = 160





E’





AE’





AE





M’ = 0.3 Y - 18





0			   760	     900			  Y





Expenditures





AE = Y





T





B





r





0		       Y0	 Y3      Y2           Y1       Y





Where (Y1 – Y2)  > (Y2 – Y3)





E





E’





E’





E





0		          Y0	         Y3       Y2         Y1          Y


	


			Where Y1 – Y2 = Y2 – Y3





r





LM





IS1





IS2





IS2





Diagram for (a)





Diagram for (b)





456





450








7A-12-01 / P.5

