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

Give the answers of Section A in the MC answer sheet and the answers of Section B & C in the answer book. 

Each section carries equal marks; Total: 120 marks.


Section A  (Total 40 marks)
Answer ALL questions. Choose the best answer for each question.

1.
When inflation exists, total expenditure is growing faster than the real output, which means that


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

B. the nominal GNP is rising slower 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.
2.
The slope of the aggregate expenditure function had to be smaller than 1, otherwise 
(1) there is no equilibrium level of income.
(2) the expenditure multiplier becomes a negative value.
(3) the induced expenditure will be greater than the increase in income, which is impossible.
A.
(1) and (2).

B.
(1) and (3).

C.
(2) and (3).

D.
(1), (2) and (3). 
3. Refer to the diagram, which of the following statements are correct?
	(1) The amount of savings and taxes is 
denoted by RT.

(2) The multiplier effect is given by SU / RT.
(3) The APC is given by TV / OV.

A. 
(1) and (2).

B. 
(1) and (3). 

C. 
(2) and (3).

D. 
All of them.


	


4. Refer to the following data of an economy. The GDP at factor cost (in billion$) is:

	Gross Domestic Product (GDP) Components
	$ Billion

	Private consumption expenditure

Government consumption expenditure

Gross domestic fixed capital formation

Increase in inventory

Depreciation

Indirect taxes

Subsidies

Net exports

Imports

Net profits
	150

130

110

50

10

40

30

25

12

12


A.
443.



B.
445.



C.
455.



D.
467.
5.
Which of the following is a fiscal policy that reduces unemployment?


A.
a direct control on the rise of wages of workers.

B.
a decrease in the required reserve ratio of banks.


C.
an increase in the spending on tertiary education. 


D.
an increase in the tax rates.

6.
Consider the following information of an economy:




IS curve:
Y = 240 – 800r
and 
LM curve:
Y = 90 + 200r
where Y = income; r = interest rate.


When Y = 110 and r = 10%, there is ________ in the ______


A.
excess demand; product market. 


B.
excess supply; money market. 


C.
excess demand; money market.


D.
excess supply; product market.

7.
Which of the following statements is/are correct?


(1)
GDP per capita is always larger than NDP per capita.


(2)
Nominal growth rate of GDP is always larger than real growth rate of GDP.


(3)
GNP per capita is always larger than GDP per capita.


A.
(1) only. 


B.
(1) and (2).

C.
(2) and (3).

D.
(1), (2) and (3).
8.
The IS curve will shift to the right if


(1)
a balanced budget is practised by the government.


(2)
there is a decrease in the marginal propensity to save of the public.


(3)
the market interest rate falls leading to a rise in investment.


A.
(1) and (2).

B.
(1) and (3).

C.
(2) and (3).

D.
(1), (2) and (3). 

9.
The equilibrium of the money market will exist at point N if

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

(2) money stock increases.

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

A.
(1) and (2).


B.
(1) and (3).


C. 
(2) and (3).
D.
All of them.
	


10.
The following table shows the costs of production of 2 goods in 2 nations.

	Which of the following are true?

	
	Toys
	Books

	
	Hong Kong

Japan
	HK$ 100

Yen 1 500
	HK$ 50

Yen 4 500


(1) The term of trade of 1 book to 2 units of toys is mutually beneficial to both nations.
(2) Japan has a comparative advantage in the production of books.
(3) The possible exchange rate lies between Yen 15 / HK$ to Yen 90 / HK$.



A.
(1) and (2) only.

B.
(1) and (3) only. 
C.
(2) and (3) only.

D.
(1), (2) and (3). 

11.
Which of the following statements about the quantity theory of money are INCORRECT?


(1)
It is valid when the equation of exchange is supported by evidence.


(2)
It is a theory of full employment and money supply.


(3)
Monetary policy determines the change in price level.

A.
(1) and (2).

B.
(1) and (3).

C.
(2) and (3).

D.
(1), (2) and (3).
12.
When the interest elasticity of money demand is zero, an increase in real money stock reveals that 


A.
the equilibrium rate of interest remains unchanged.


B.
money market can attain equilibrium only when real income is at a higher level. 

C.
the good market will be in a state of disequilibrium.


D.
the crowding out effect on investment will be zero.

13.
Which of the following statements about government bonds is FALSE?


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


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


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

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

14. Which of the following correctly explains the leftward shift of the total demand curve for money?

(1) An expected rise in bond prices.
(2) A more widespread use of credit cards.



(3) Interest elasticity of income becomes larger.

A.
(1) and (2).

B.
(2) and (3).

C.
(1) and (3).

D.
(1), (2) and (3).

Study the following balance sheet of a banking system and answer Questions 15 & 16.

	Assets ($)
	Liabilities ($)

	Reserve

1 000

Loans

4 000
	Demand deposits
5 000


15.
Suppose the banks are fully loaned up initially. The public decides to deposit $1000 cash into the banking system. Which of the following statements are correctly describing the immediate effect? 

(1) The amount of excess reserves is $800.

(2) The demand deposits increase by $1000.

(3) The total money supply remains unchanged.


A.
(1) and (2).

B.
(1) and (3).

C.
(2 and (3).


D.
(1), (2) and (3).
16.
Suppose with the increase in deposits, the minimum reserve ratio changes to 25%.  Which of the following statements are correct after the process of deposit creation?

(1) The total deposits become $8000.

(2) The monetary base increases by $3000.

(3) The amount of loans will increase by $2000.


A.
(1) and (2).

B.
(1) and (3). 

C.
(2 and (3).


D.
(1), (2) and (3). 

17.
Suppose the government expenditure of an economy is autonomous. The equality between its realized 
savings and realized investment


(1)
is statistically observable





(2)
is an equilibrium condition for income



(3)
is a theoretical possibility


A.
(1) and (2).

B.
(1) and (3).

C.
(2) and (3).

D.
(1), (2) and (3).
18.
Which one of the following statements is implied by an anticipated inflation rate equal to zero?


A.
The nominal interest rate is the same as the real interest rate.

B.
The nominal interest rate is the greater than the real interest rate


C.
There will be no change in the equilibrium market interest rate.


D.
None of the above.

19.
Which of the following statements about the paradox of thrift is true ?


A.
The amount of actual savings must always equal to that of actual investment.


B.
Whether saving can stimulate investment or not depends on the initial employment level.


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


D.
If changes in income can induce changes in investment, then a tendency to save more may result 



in less savings . 

20.
If the demand for money increases, which of the following policies should be used to keep the interest rate remain unchanged?


A.
raising the discount rate. 


B.
buying bonds in the open market. 

C.
raising the legal minimum reserve ratio. 

D.
None of the above. 

21.
According to the classical quantity theory of money, 


A.
the ratio of the nominal money stock to the price level is fixed. 



B.
the price level is an exogenous variable determined by aggregate demand and aggregate supply.


C.
the income velocity is equal to the value of the real income divided by the money supply.


D.
the total nominal money supply is equal to the total nominal income.

22.
The liquidity trap  


A.
is valid because employers and employees have money illusion.


B.
is valid because it is a result from real world observation.


C.
is true if people thought that the present interest rate is already very low.


D.
implies that government expenditure will not drive out private investment.
23.
Which of the following statements concerning unemployment is FALSE?


A.
The ‘Classified Post’ in the South China Morning Post could reduce the search unemployment.


B.
Frictional unemployment exists in any economy with a free labour market.


C.
When a working woman is pregnant and stays in a hospital, she is treated as unemployed.

D.
The recent increase in the number of retired people will raise the unemployment rate in H.K.

24.
The terms of trade of a nation was 100 in the base year. During the next year, its export prices fell by
8 % 
and import prices rose by 8%. The current terms of trade was


A.
85. 



B.
92.



C.
100.



D.
117.

25.
When the unemployment rate is below the natural rate, there will be 
A. an excess supply of labour.

B. a deflationary gap.

C. an upward pressure on wages.

D. involuntarily unemployment.

26.
A major difference between a quota and a tariff on imports lies in their effects on

A. the price of imports. 

B. the quantity of imports.

C. domestic production of import substitutes.

D. wealth redistribution. 


27.
Refer to the diagram of a nation below. 

	



Which of the following statements are correct?


(1)
The nation has a comparative advantage in the production of good X.


(2)
The cost to its trading partner of producing 1 unit of good Y is higher than 1.5 units of good X.


(3)
The nation will import good X and export good Y.


A.
(1) and (2).

B.
(1) and (3).

C.
(2) and (3). 

D.
(1), (2) and (3).

28.
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.

29.
Under the flexible exchange rate system, which of the followings are correct ?


(1)
The overall balance of trade is always balanced.


(2)
A currency will appreciate with a balance of payments surplus.


(3)
The volume of international trade depends on the market exchange rate.

A.
(1) and (2).

B.
(1) and (3).

C.
(2) and (3).

D.
(1), (2) and (3).

30.
In a fixed exchange rate system, the balance of payments of a nation


A.
must be in a balance at any time.


B.
would still lead to a depreciation of the local currency in case of trade deficits.

C. depends on the level of exchange rate set by the government.


D.
could still be balanced after inclusion of the changes in the official reserve account. 
Section B  (40 marks)

Answer ALL questions. Keep your answer SHORT. (10 marks each)

1.
“ A balanced budget helps to stabilize an economy. ”    


“ A balanced budget may still be destabilizing.”




How could you reconcile these two statements?









(10)
2.
“ A rise in interest rate will lead to a fall in investment.”

“ A rise in investment will lead to a fall in interest rate.”

Explain how could BOTH statements be true.









(10)

3.
Inflation, eroding the purchasing power of money-holders, discourages people to save; unless inflation is 
anticipated. Do you agree with this statement?









(10)

4.
(a)
What is meant by nominal money balances (money holdings) and real money balances (money 



holdings)?















(4)


(b)
If an economy states at the full-employment level, according to the quantity theory of money, will the 

money balances be changed? 











(6)

Section C  (40 marks)

Answer ALL questions.

5.
The Hong Kong economy was hard hit by the Severe Acute Respiratory Syndrome (SARS) Incident in the 
first half of 2003. However, the “ Individual Travel Scheme” led to an influx of tourists from the Mainland 
China at the end of 2003. In addition, the economy experienced a real growth of 9.5 % in its total exports in 
the third quarter of 2003.



(a)
How would the current account of the balance of payments and GDP of Hong Kong be affected as a 


result?















(6)


(b)
With the aid of the simple Keynesian model, explain how would the components of the aggregate 


expenditure function be affected?











(6)


6.
The Hong Kong economy is currently suffering from problems of unemployment and the fiscal budget deficit. 
Numerous proposals had been put forward, including a cut in government expenditure like a reduction in the 
salaries of civil servants, the introduction of sales tax and/or income tax, and the provision of more 
allowance for the needy. Until now, however, the government did not favour all these measures.


(a)
Some professionals suggested the issue of government bonds to support the increasing government 


expenditure at this time of relatively low market interest rate. Briefly explain the effect of bond issue in 

solving the budget deficit and even unemployment in Hong Kong.





(6)


(b)
(i)
Bond is a kind of debt. What is the burden(s) involved with the issue of bonds in HK?
(4)


(ii)
How would the issue of bonds affect the money supply in Hong Kong?



(4)

7.
(a)
The Mainland’s rapid economic growth has been lasting for more than 10 years. Recently, its 



balance of 
payments surplus on the trade with the USA is increasing sharply. As the exchange rate 


between the Reminbi (RMB) and the US$ is managed by China, the USA government began to urge 


China on the appreciation of the RMB. 



(China has adopted a managed float exchange rate since 1994. Under the system, the RMB exchange 


rate can fluctuate within certain limits in accordance with the demand and supply conditions.)



(i)
If the Chinese government allows the RMB exchange rate stay at a level other than the market 



equilibrium level, could the balance of payments surplus be eliminated? Explain.

(6)


(ii)
How could the Chinese central bank solve the problem arise in (i)?




(4)

(b)
The signing of the Mainland/Hong Kong Closer Economic Partnership Agreement (CEPA) in 2003 


provided many opportunities to Hong Kong businessmen. The RMB flow of funds between Hong Kong 

and China will be largely increasing in both numbers of transactions and quantity.



With a possible appreciation of RMB against the US$, what will its impact be on the exchange rate 


between RMB and HK$ as a result?










(4)

END OF PAPER II
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