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SECTION 1: NATIONAL INCOME

1.1 CIRCULAR FLOWS

Mutltiple Choice Questions

1990/CE//35

Households
—+ Real flow

~-r------» Money flow

Xand Yin the above circular flow of economic activities should be labeled respectively as

A. sales revenue, factor services,

B. sales revenue; goods and services,

C. factor income: goods and services,

D. factor income: factor services.
1990/CE//57

Which of the following is a ‘stock’ concept?

A.  Amy eams a monthly income of $3 000.

B. Mr Wong consumes three cups of coffee per day.

C.  The government spent $1 billion on social services last year.

D.  Peter had $1 million in his savings account at the end of last year.
1991/CE/1l/42

Which of the following are classified as *flows’?

(1) bank deposits

(2) the imports of Hong Kong

(3) rental income

(4) the inventory of a department store

(1) and (2) only
(I) and (4) only
(2) and (3) only
(3) and (4) only

vowy

1. Nationa! Income
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1991/CE/11/47
Flow A
|
R Flow B-=-snmmemssy e
¢« v '
Household Firm
i Flew C H
Flow D
------- + Money flow

— Real flow

When economist calculate a country's national income by the income approach, they measure in the above chart.

A. Flow A
B. FlowB
C. FlowC
D. FlowD
1992/CE/11/44

Which of the following are “stock” concepts?

A, The balance in asavings account as at December 31, 1991,
B. Hong Kong's balance of payments.
C. Hong Kong's GDP.
D. Hong Kong's total ¢xports.
1993/CE/1/37
. \
\
/ !
' |@ o] @)
! i ——— rea flow
5 4
\ ¥4 — —= moncy flow
AN 7/

™ [Comouseworns |7

The diagram above shows the circular flow of economic activities. The economy s expenditure and income ar¢ shown in
Flow ____ andFlow respectively.

A 1:@
B. (¥
C. @03
D. (Gx@®
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1. Natonal income

1994/CE/I/31 2009/CE/11/26

Refer to the following circular flow of Economy A:
R Household | _____
r Bl
i ! i A S . 1
i 5 i
: _— 1
F; Goods ! =
[ i) i Household | Fm _]
e real flow 1 ; FlowX * —— Ralflow
~ - —-» moaey flow LY 2 L AR A AT T2
===--% money flow

Flow X represents

What does the above diagram show?

A. the total expenditures on all tinal goods and services.
B. the total income carned by houscholds from their factor services.
A. Economic activities take place in an open economy. C. the total value of factor services provided by houscholds to firms.
B. There is government interventior in the economy. D. the total market value of all intermediate and final goods and services.
C. National income equals national expenditure.
D. Households conduct transactions m the goods market only.
2002/CE/IV24 MARKING SCHEME
Refer to the circular flows below:
FlowA 1990/CE/IL33 1991/CENES2 1992/CENA4 1994/CE/IE 51 2003/CE/IL/2S
“ 90/,
— A C A C B (62%)
Va ~ 1990/CE1:57 390 L/CENI47 1993/CEAL/37 2002/CE/11:24 2009/CE/M26

D C B B (48%) A (68%)
[E . Heuseholds
W Note: Figires in brackels indicute the per ges of cundid, ltoosing the correct answers.

Flow.D

Flow A, Flow D : rcal flows
Flow 8, Flow C : moncy flows

What of the following statemeats is corect?

A. Flows A and D are flows of households’ expenditure and firms” payment to factor owners respectively.

B. All value-added totals contributed by the firms equal the market value of al final goods and services.

C. The market value of Flow B equals the market value of all final goods and services plus the market value of unsold
goods.

D. The flow of final goods and services includes self-provided services.

2003/CENY25
Refer to the following circular flow of an economy:
E "r' Flow X T v
: — Money Flow
A | A

H ---3 Real Flow
1

T
i
I
L

Which of the following is included in Flow X7

household cxpenditure on final geods and scrvices
factcr incomc such as rent and wages

value of intermediate goods

market value of all final goeds and services

onw>



Macraeconomics by Topk croecanomics by Topic
1. National income " 1. Nation2| ineome:
1.2 EXPENDITURE APPROACH 1996/CE/11/30
Refer to the following information about an cconomy:
Multiple Choice Questions |GNP at market price $100
|Expoxts of goods and services 20
\Imports of goods and services 30
1990/CE/NY/33 Net income from abroad -5
A Hong Kong citizen switches his fight from a local airline to Japan Airlines. What is the effect on Hong Kong's Gross Indirect taxes 25
Domestic Product (GDP)? Subsides 35
Depreciation 51
A.  anincrease in imports
B. adecrease in expotts The GDP at factor cost is:
C. adecrease in consumption
D. an increase in investment A $95 B. $105
C. 8115 D. 38125
1993/CE/1/39
$ million 1998/CE/11/30
Private consumption expenditure 40 Answer Question 30 by referring to the following data of an economy:
Govemment consumption expenditure 10 SMin
Gross domestic fixed capital formation 10 5 -
: Gross national product at market price 46
Change in stocks 1 X -
Total ex £ ro0d 80 Change in stock 3
otg exports of goods 20 Net income from abroad I
Rom:stxc exports o Subsidies 4
1 e—e)cpgrts 4 60 [Depreciation 5
mports of goods Indirect business tax 6
Exports of services 20 N 5
. Net exports 2
Imports of services 30
Inflow of cap m?l =l The gross national product at factor cost (in SMn) is
Outflow of capital 15
o 9 A, 39 B. 43,
The GDP of the economy in that year is C 44 D. 4;.
A, 861 million. B. $70 miltion.
C.  $71 million. D. $8{ million. 200 UCEN/28
The following table shows the gross domestic product (GDP) data of a country.
1993/CE/I/S1 I SMn
An increase in exports and a decrease in imports will cause the national income to [Private consumption cxpenditure 300
. Government consumption expenditure 100
A, Increase . . B =
(Net domestic fixed capital formation 250
B. decrease A 8 | .
. Changes in inventories 30
C. remain unchanged | s 800 |
D. either increase or decrease [Total exports of goods
Re-exports of goods 200 |
Tmports of goods 900
ssecenns Frpansol v e
In using the expenditure approach to calculate the Gross National Product (GNP) of an ¢conomy. imports should be deducted ports o7 se 60
because: Depreciation
A Some imports are substitutes of domestic products. The GDP at market price is
B. Some imports are intermediate goods. - L TE
C. Imports will lead to payments to foreign countries. é ;ggg m{}}fon. g ge}b}o 981’".'3;"
D. Imports are the expenditure on goods and services produced by foreign countries. : R ’ ——



Macroeconormics ByJopic
1. Naticnal Income

2003/CE/11/26
The following table shows the gross domestic product (GDP) data of a country in a certain year.
$ Million
Private consumption expenditure 400
Goverament consumption expenditure 100
Gross domestic fixed capital formation 200
Reduction in inventory 20
Domestic exports of goods 330
Re-exports of goods 170
Imports of goods 550
Expotts of services 400
Imports of services 350
Depreciation allowance ()
The GDP at market price is
A, $620 million. B.  $660 million,
C. $680 million. D. $720 million,

2004/CE/IV29
The intraduction of the “individual visit' ({8 A 3 ) scheme for Mainland visitors to HK would increase the GDP of HK. The
spending of these visitors on jewellesy in HK is a/an of HK

A. consumption expenditure
B. investment expenditure
C. export
D. import

2005/CE/NL27

The following table shows the statistical data of an economy in a certain year.

Million Dollars
Private consumption expenditure 50 000
Government consumption expenditure 8000
Gross domestic fixed capital formation 7 000
Decrease in inventory 3 000
Total export 30000
Total import 45000
Indirect taxes 50
Depreciation allowance 4200

The GDP at market price (in miilion dollars) is

A 42850. B. 47000.
C. 50 000. D. 51150.

2006/CE/11/28
The following table shows the statistical data of an economy.
Components $Million
Private consumption expenditure 200
Government consurnption experditure 150
Net domestic fixed capital formation 300
Decrease in stock 70
Subsidies 120
Depreciation 50
Net exports 300
Net income from abroad 80
Direct tax 100
The GDP at factor cost (in $mn) is
AL 950. B. 970.
C. 1050 D. 11%0.
2008/CE/N26
The tollowing table shaws the national income statistics of an ccenomy :
| Components $iillion
Private consumption expenditure 800
Government consumption expenditure 250
Gress domestic fixed capital formation 600
Decrease in inventories 50
Total export of goods 1700
Total import of goods 450
Export of services 850
Import of services 550
The gross domestic product (GDP) at market priceis $ million.
A, 3100 B. 3150
C. 3200 D. 3250
2009/CE/11/28
The following table shows the statistical data on an economy.
Components $ million
Private consumption expenditure 600
Net domestic fixed capital formation 250
Increase in stock 70
Government consumption expenditure 450
Depreciation 30
Total exports of goods and services 500
Total tnports of goods and services 140
Re-cxports of goods 100
The GDP at market price is § milfion,
A, 1650 B. 1730
C. 1760 D. 1830
10



Study the following table and answer questions 26 and 27.

GDP Items $ billion |
Private consumption expenditure 100
Gross domestic fixed capital formation 200
Changes in inventories -50
Depreciation 10
Government consumption expenditure 150
Transfer payments 20
Indirect taxes 100
Subsidies 40
_Net exvorts of agods and services -15
2010/CE/11/26
The GDP at markst pricc is§_ billion.
A 375 B. 385
C. 395 D. 445
2010/CENI27
The GDP at factor cost is § billion.
A, 315 B. 325
C. 375 D. 445
2012/DSE/N/22
Refer to the following table.
Gross Domestic Product (GDP) Components $ million |
Private consumption expenditure 200
Net domestic fixed capital formation 40
Increase in inventory x
Government consumption expenditure 24
Net exports 10
Indirect taxes GO
Subsidics 30
Depreciation 40
Net factor income from abroad 16

if the GDP at factor cost is $264 million, the value of x 1s

A <50 B. -20
c. 20 D. 50
11

onamics by Topic
National incorne

2013/DSEN/22
Consider the following Gross Domestic Product (GDP) data about a country.

Components $ million
GDP at market price 200
Private consumption expenditare 120
Gross domestic fixed capital formation 40
Change in inventories 10
Total exports of goods 80
Domestic exports of goods 70
Imports of goods 60
Exports of services 20
Imports of services 30
Net income from abroad 25
Deprcciation 35
Indirect business tax 28
|_Subsidies i 18
The government consumption expenditure for that year is § million.
A 20 B. 30
C. 40 D. 30
2016/DSE/N/23
Consider the following Gross Domestic Product (GDP) data about a country.
[ GDP Components $ million
| Private consumption expenditure 380
Government consumption expenditure 450
Gross domestic fixed capital formation 230
Decrease in stock 50
Subsidies 30
Depreciation 40
Total exports 130
Total imports 170
Direct tax 30 |
The GDP at factorcost is § ___ million,
A, 960 B. 970
C. 1000 D. 1100



Short & Structured Questions

1990/CE//3 (a)(iii)

The following are Hong Kaong's Grass Domestic Product (GDI) components (at current prices) in 1988:

Private consumption expenditure
Govemnment consumption expenditure
Grass domestic fixed capital formation
Increase in stocks

Domestic exports of goods
Re-exports of goods

Imports of goods

Exports of services

Imports of services

(The GDP deflator for 1980 = 100)

8 Billion

255

30
109
10
218
275
501
86
36

Find Hong Kong's GDP at current prices for 1988. Name the approach you have used to calculate the national income.

1993/CEN/4(2)(i)

The following table shows the composition of Hong Kong's Gross Domestic Product (GDP) in 1980 and 1990:

Name the method of GDP measurement used in the above table and calculate the value of A, Show your working,

2002/CE/V/11(a)(i)

Ratio to total GDP

GDP Components 1980
Private consumption expenditure 62%
Governnient consumption expenditure A%
[nvestment 36%
Expotts 38%
Imports 93%

1990
62%
6%
28%
165%
161%

The following shows the gross domestic preduct (GDP) data of cconomy A in a certain year.

$million
Private consumption expenditure 400
Netinvestment expenditure 180
Government consumption expenditure 25¢
Expons 500
Imports 650
Depreciation 150
Indirect busi tax 50
Interest 200

Calcutate the GDP at market price of economy A.

13

(5 marks)

(4 marks)

(3 marks)

onomics by Topic
1. Nadanal Income

2018/DSE/NI/12(c)
Source 2; Statistical data about tourism in Hong Kong in 2016

2016 Compared with 2615 (%)
Mainland visitors 42.8 billion -6.7%
Total visitors 56.65 billion -4.5%
Total_tounsm.cxpendlturc‘ HKS$296.2 billion -10.1%
associated to inbound tourism

With reference tc Source 2, to which companent of Hong Kong’s GDP does the "total tourism expenditure associated to
inbound tourism” belong?

[990/CEAI33
A

1993:CE/T1:39
(&

1993:CE1iS 1
A

1986:CENI2Y
D

1996/CEAT0
@

FS98/CEAL2)
¢

200V CEAL28
C

2003:CEAL 20

C (4494

MARKING SCHEME

2004/CE/M9
C 136%)

2005/CE/L27
B (51%)

2000:CE/I28
C(29%)

2008/CE/NI26
Bi71%)

(1 mark)

2009/CEAL28 2013/DSE1L22

C (53%) A(60%)
2010:CETE2S 2016/DSFI23 |
B (639%) C (34%) ]
2010:CE1127
5(63%;)
2012:DSEE22
B {61%)

Note: Fiugres bn brackets indicate the perceatages of candidates choosing the correct answers.

1990/CE1/3ta)iiiy
C+i+G+(X-M)

=$(255 + 109+ 10 + 34~ 218 +

Expenditure apgroach

1993/ CE/1AA() ()

Expendit
92% + A% +
- AT

approusch

36% + S§8% - 9394 = J00%,

2002/CE/) Ha)(i)

(400 + (80 -
=$830 m

150 + 250+ 500 - 630) =

2018/DSEAI12(c)
Export of services / et oxporrs

275 <301 = 86 « 56j bn. = $426 bn,

14
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Macroeconomics
1. National [ncome::

13 VALUE-ADDED APPROACH

Multiple Choice Questions

1992/CE/Y/13
Which of the following can lead to the conclusion that the manufacturing sector in Hong Kong is declining in its contribution
to Hong Kong's Gross Domestic Product (GDP)?

A.  The number of workers in this sector is decreasing.

B. The number of firms in this sector is decreasing.

C. The wage rates in this sector ar¢ decreasing.

D. The value added of'this sector is decreasing.
1992/CE/i1/46

Which of the following ways of measuring output involves double counting?

A.  summing up the expenditures on all final goods and services

B. summing up the incones eamed by all factors of production

C. summing up the values added in all production stages

D. summing up the values of all market transactions

1995/CE/1l/59
Rcal GDP valuc-added per emplovec

[Year 1982 1992
[Manufacturing sector $41 000 $165 000
[Services sector $103 000 $280 000

Which of the following statements is NOT a conclusion drawn fiom the above table?

A. The manufacturing sector had a higher labour productivity in 1992 than in 1982.

B. The services sector had a higher labour productivity in 1992 than in 1932,

C. The services sector had a higher labour productivity than the manufacturing sector in 1992,

D. The services sector had a higher labour productivity growth rate than the manufacturing sector.
1998/CE/11/25

The following transactions were recorded in an economy in a certain year:
(1) Firm A sold its products to Firm B for $100 and Firm C for $200.
(2) Firm B then resold part of the products to households for $200 and the rest to other firms for $300.
(3) Firm C thea exported the products for $500.

In the above transactions what was the total contribution of Firm B and Firm C to the gross domestic product (GDP) of this
economy?

A %700 B. $900
C. $1100 D. $1300

15

. Natonal Income

2000/CE/N1/35
The following diagram shows a production chain involving the import of $100 worth of gasoline into Hong Kong:

$100 [ Tocal | $300_| Gasofine | $1000

" - C
mporters § [ SRHODS | (6500 rax inchusive) s

What is the contcibution of the production chain to Hong Kong's GDP at factor cost?

A. 8400 B. $300
C. $900 D. §$1000
2002/CE/Il/26

Nancy runs a boutique in Hong Kong. The following table shows the boutique’s financial statement for a given period of time.

(S 000) (S 600)

Sales revenue of fashions 16 000
Less : Imported fashions 2000

Electricity & water charges 3 000

Wage payment 2500

Profits tax 1500 9 000
Net profit 7 000,

What is the contribution of Nancy's boutique to Hong Kong's GDP in thousand dollars?

A. 7000 B. 11000
C. 14000 D. 16000
2003/CE/NT/27
The following diagram shows the production of a garment factery in Economy A. The factory imports $20000 worth of raw
materials.
Dverseas
1 345 000 &
$20 000 - Garment
Factory
l T T i Local
$30 600 (35 000 Camsoars
sakes tax inclusive)

What is the contribution of the garment factory to Economy A’s GDP at factor cost?

A $10000 B. $50000
C. $55000 D. $75000
2004/CE/N1/27
The following diagram shows 2 production process of an economy.
Imported
i 0 e L
Amy's garment
facto!
Local _— % ~~, | Local
malerials $490 $2000 boutiques

What is the contribution of Amy's xarment factory to the national income of the ¢conomy?

A $1600 B. $3700
C. $5300 D.  $5900
16



1. National income

2005/CE/11/28
A production chain is shown below.

Wool Jacket

$700, Hong Kong (1 400) !-iongKong
Wogal ( J/'[ Retnil 1 > | Consumers
Aasmaion 15200, [ AHong Kong
| Exporters Ganuent Factory Wool jacket
'AHong Kong | (51 200)
Wool jackerh|  Trading —'—r"‘s—~“"'7°“‘“'|
Company

(5300)

The contribution of the above production chain to Hong Kong's GDP is
A. 81400, B. §1 700.
C. $2400. D. $2600.

Answer questions 28 and 29 by referring to the following production chain of watches in an economy. The local watch
manufacturers import $10 000 worth of raw materials.

Local Watch
———p
: $50 000 s
. Retailers SEO 000 (35 000 Consimers
M—-——b Local Watch indirect busiaess
Manufacturers tax inclusive)
$40 000 Forcign
Countrics

2007/CE/11/28
What is the contribution of the above production chain to the economy's GDP at market prices?
A $105000 B. $l10008
C. $115000 D. $120000
2007/CE/1/29
Which of the contribution of the lacal watch retailers to the economy”s GDP at factor cost?
A, $25000 B. $30000
C. $75000 D. $80000
2009/CE/N1/27

The following diagram shows a production chain of computers in an cconomy. It involves the impoit of $5 000 worth of raw

materials.
$5 000 $310 000 000
— 3| Local computer — Computer 313_’ Consumers
(imported | manufacturer (82 000 indisect emiles l }

rw business wex
materials) inclusive)

What is the contribution of the above production chain to the economy’s gross domestic product (GDP) at factor cost?

A, $6000 B. $8000
C. 810000 D. 8§13 000

17
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2010/CE/T/28
The following diagram shows a production chain of computers in an economy. It involves the import of
$6 000 worth of raw materials.

(52 000 indirect
business tax Local
inclusive) %1 customers

96000 57000 | l.ofala;cdt:ilcrs S8 200
wholesalers o
exporers

\ Oversens
$3 100

fomporters

What is the contribution of the above production chain to the economy's GDP at factor cost 7

A. 83300 B. $5300
C. $9300 D. $11300
2011/CE/M/26

?‘he_following diagram shows a production chain of garments in an economy. It also indicates the selling price of the output
in different stages of the production. The imported raw materials are worth $6 000,

$3/v°00 Local retailer $12000 Local
conswmcrs

—_— Local garment

(imponed manufacturer

e \ Gasment trading ;

merials) $10 000 tuading | 8159000 Forcign
compapy —_— impacter

Suppose the garment trading company has received $1 000 export subsidy from the government. What is the contribution of
the above production chain to the cconomy's GDP at factor cost?

A, 820000 B. $22000
C. 826000 D. $28 000
2014/DSEN/24

The following diagfam shows a production chain of a good in Economy X:

1

Rav 200 f
materials Expost to China
from e Fac.xory > ?
Australia " i

= )
Y T
X stso | Wholesaler [s250 Reraifer $400 Consumers "
Raw 570 —_ in in_ > of ‘
materials " Eeonomy Econamy '(if” salesf - Eeonomy
Thf;?:n . X X inchusive)
2

What is the contribution of the production chain to the Gross Domestic Product (GDP) at market price of Economy X?

A 5340 B. $390
C. $450 D. $600
18



Local watch
Local materials $20 $1207 | retail

The contribution of the local watch manutacturer to the economy's GDP at market prices is

The following diagram shows a production chain of watches in an economy:

Local waich

manufacturers

B.

Refoc to the following production chain i Couatry A and wswar the question,

Eo
$500 | _comsumers

5240
D. $400

e
fruits Tarz, jam
$630° Imnﬁ;ams!sua'o'lm“““""‘ .

chain has 3 & subsidy of $300 that is given ta the jam manufachmars.

of the above producsen chtin to Cotntry A's GDF at factor cont?

vowp

19
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Shor ructur: uestion:

1990/CE/1/3(a)(ii)

The following are Hong Kong's Gross Domestic Product (GDP) components {at current prices) in 1988:

$ Billion

Private consumption expenditure 255
Government consumption expenditure 50
Gross domestic fixed capital formation 109
Increase in stocks 10
Domestic exports o f goods 218
Re-cxports of goods 275
Imports of goods 501
Exports of scrvices 86
Imports of services 56

(The GDP deflator for 1980 = 100)

The re-exports of goods has a greater valu¢than the domestic exports of goods. Does it followthat re-exports contribute
more to the national income of Hong Kong than domestic exports? Explain. (7 marks)

1994/CE/1/t1(c)
The vegetable sales revenue of Mr Chan's farm for the year 1993 was $]100 000. Give TWO possible reasons to explain why
the contribution of this farm to the gross domestic product {GDP) of the country in 1993 could be lgss than $100 000,

(6 marks)

1997/CE//11(a)(it)
Suppose $ 1 million worth of scafood is imported to Hong Kong. Half of it is sold to local households at $ 0.8 million and

half to local restaurants at $ 0.7 million. These restaurants cook and sell the seafood to their customers at $ 1.6 million of
which $ 0.6 million is tourist spending.

(I) The above transactions will also affect Hong Kong's GDP. Use TWO different measurement approaches to calculate
the change. {4 marks)

() Explain why the use of EACH of these two measurement approaches will not lead to the problem of double-counting.
(4 marks)

1999/CE//9(c)

The following diagram shows a production chain involving the import of $100 worth of red wine into Hong Kong. The sales
value of different producers are indicated below:

ey

y and 3330} Customers J

$100 Local
importer

$60 Local $160.{  Foreign
exporter importer

Calcuiate the contribution of the production chain to Hong Kong’s national income by
() the valuc-added approach. (3 merks)

(ii} the expenditure approach. (3 marks)

20



Macroeconamics by¥g|
1. National Income

2001/CE//1i(a)(i)
Refer to the following production chain in Hong Kong:

Ioported | $21

materials | ——a Sy

Cement ;‘}'5 Property | S90m —
Factory ——
Co. Ltd.

Tocal —
puterials | 50 o

Calculate the contribution of the above production chain to Hong Kong's GDP using the value-added approach. (3 marks)

2003/CE/I/S(b)(i)
Firm A is a local manufacturer in Hong Kong producing goods for export only.

Give TWO reasons to explain why the contribution of this tirm to Hong Kony's gross domestic product (GDP) in 2003

could be smaler than the total export value of this firm in 2003. (4 marks)
2004/CE/I/10(b)

The sales revenue of a Jocal travel agency was reduced by $200 million. Give ONE reason to explain why the reduction in
that part of Hong Kong's GDP contributed by the travel agency is less than $200 million. (2 marks)
2006/CE/V/S

The following diagram shows the production chain of toys in Economy A. Its toy factories import $30 00¢ worth of raw
materials.

e $60 000 Foreign
- Countries
530 000 Local Toy > Local
: Factorics Wholesalers
Locat

$50 000 (S5 000 sales | Consumers

tax inclusi
Calculate the conwibution of the above production chain to Economy A’s
(a) gross domestic product (GDP) at factor cost using the expenditure approach. (3 warks)
{b) GDP at market prices using the value-added approach. (3 marks)
2014/DSE/V11(b)
Suppose the sales revenue to the Japanese antomobile cxporters was 100 billion Japanese Yen in 2013, Give TWO reasons
to explain why their contribution to Japan’s GDP would be less than 100 billion Japanese Yen in 2013. (4 marks)
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1. National Income
MARKING SCHEME
1992/CE I3 Z000/CEALAS 2005/CEAL28 2010:CR128 2019/DSE/26
D A C169%) A (66%%) D
1992CERAG 2004 CEAL26 2007:CEHI2 281 FCEAL26
D B (17%) B {52%) G
1993 /CEANASY 2007:CE2D 2014/DSE:24
D A (4690 C71%)
1998:CE/1123 25

2009/ CEN27 2017/DSE!

A A(20%;

Naote: Figures in brackers indicate the percentages of candidaies chioosing rhe correct answers,

1990/ CE/1/3(a)(ih

No. becaunse {1}
the contribution to the national iacome deperds oa the valued-added. @37
for domestic exports of goods. Hong Kong adds value onto the jmported rave materials and semi-manufactured
goods mainly by providing Jabour services. i3) (mex: 7)
for re~exports. Hong Kong carns income from providing services to the re-export trade. {3) :
the income earned frony domestically-produced goeds for exports can be smaller or greater than that from
servicing re-exporls. (2)
1994/CE//11(c)
Some vegotables were oot current production (i.¢. inventory of the previous year). )
Some fertilizers used / vegetables sold were not praduced by Mr Chan's farm. )

1997/CEA/1 ()ii)
{1} [Output {or vajuc-added) approach:]

S[(08 - 0.5)+(0.7-0.5)+{1.6-0.D)m n
=§l4m [
[Expenditure approach:]

SO&+16-1)m (n
=8i4m n

(Mere mention of correct numerical answer $1.4 m without showing working - max: 1 mark)

() [Valueeadded approach:]

Input costs aic deducted at every stage of production. 2)
{Expenditure approuch:]
Only the expeaditurcs on Hual goods und serviees are summed op. 2)

teledd approach:
560 - 0]+ §

0 - 2304 (360 - 60)) 2

(1

(i1} Expenditure approach.
$(350 + 160 - 100 2)
=8410 ay

22




e— e

Maeroeconamics by-Tey

Macroeconomics by Taplc
1. Natlonal Income 1. Navonal Income
200 FCEA L 1 a))) 1.4 1TEMS INCLUDED AND EXCLUDED IN GDP
S{(%0 -20) + (20 -2 -0.5)+ 0.5 m (2
= $88 m ih

Multiple Choice Questions
2003;CE/T9by(i)

Firm A’s contribution is the value added by A to the production. Other firms’ contribution in the production precess sheuld 1990/CEA11/39
have been deducied. 2) Mr Wongy is a sccond-hand car dealer. He bought a used car for $20 600 which he immediately resold for $25 000. By how
Tatal cxport value in 2003 may have included part of the inventory in past years which should be deducted from the 2003 much would the gross national product be increased after he sold the car?
figures. 2)
A. 55000
B. $20000
2004/CE// LO(b) C. $25000
The value of outputs of other Hrms in HK that are bought by this firm for its production. (Al D. $45000
2006:CE/L/S 1990/CE/11/49
(a)  $(50 000 + 60 0G0 - 30 000) - $5 000 (O The following were received by Mr A last year:
=875 000 (2)
(1} wages of $10 000
(b) ${160 000 -+ 50 C0®) - 65 00U} -+ $(65 000 - 30 060) [ (2) public assistance of $1 600
= $30 000 @) (3) $100 interest from his savings account

(4) aMark Six prize of $8 000

2014/DSE/N/11(b)

His contribution to the GDP last year was
Not all factor inputs used to produce Japanese cars originated from Japan. ¢.g., some of the pasts or raw mulerials were

imported. 2) A.  $10000.
Some Japanese cars sold in 2013 were not produced in the same year. ¢.g.. some of them came from the inventory. 2) B. $10100.
C. $11100.
D. $19 100.
1991/CE/1i744
Which of the following is included when calculating Hong Kong's gross domestic product (GDP) by the expenditure
approach?
A. the compensation paid to Kowloon Walled City residents
B. the expenditure incurred on buying a second-hand car
C. the revenue carned from toys sold to Americans
D. the revenue received by the government from taxation
1992/CE/H1/43

Which of the following amounts should be included in the measurement of GDP?

A, Mr, Chan sclls his house. built two years ago, for $2 000 000.

B. Mr Char buys shares worth $150 000.

C.  Mr. Chan wins a Mark Six prize of §t 000 000.

D.  Mr. Chan receives a monthly salary of $35 000,
1992/CENI/47
A building which collapsed in a landslide at the beginning of the year was re-built at the end of the year. The GDP in that
year

A, increased

B. decreased

C. remaincd unchanged

D. decreased at first and later increased
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1. National Income-

1992/CEN/58
The expenditure by the Hong Kong government on Vietnamese boat people included in Hong Kong's GDP
because o .

A.  shonld be ...... goods and services are produced in Hong Kong

B. should be...... part of the expenditure will be paid back by the United Nations

C. should NOT be ...... woods and services are spent on foreigners

D. should NOT be ...... Vietnamese boat people do not produce poods and services

1993/CE/1/35
Which of the following is included in the measurement of Hong Kong s Gross Domestic Product (GDP)?

A, medical benetits of civil servants

B. student travel subsidy

C. dividends gained from overseas investments

D. money won from betting in a horse race
1994/CENY/32

Which of the following items should be included in Hong Kong's GDP for the current year?

A.  An investor buys sharcs en the local stock exchange.
B. A British citizen receives a salary for teaching English in a school in Hony Kong,
C. A studeat sells some used textbooks to his fiiend.
D. A manufacturer sells last year’s unsold stocks.
1995/CE/I/68

Which of the following will NOT be included in Hong Kong's GDP?

A.  profits earned by individual investors from buying and selling shares in the Hong Kong stock market
B. bonuses paid by the Stock Exchange of Hong Kong Limited to its staff
C. stamp duty levied on the shares bought and sold in the Hong Kong stock market
D. commissions paid to the brokers for transactions in the Hong Kong stock market
1996/CENI27

Which of the following items is included in the calculation of Heng Kong's GDP?

A.  The government grant received by a university student.

B. The salary received by a civil servant who is a foreigner working in Hong Kong.
C. Interest to a loan paid by a firm in Hong Kong to a bank in Japan.

D. Loans repayment made by the Hong Kong government to the Hong Kong Baok.

1997/CE/IL/24
The following shows some assets of a farm. Which should be included in the calculation of investment expenditure of the GDP
of this year?

the expenditare on the ploughing of 10 acres of new farmland in spring this year

the value of 10 tonnes of wheat stocked up since last year

the settlement of a $10 000 debt incurred as a result of repairing machines last year

arecent expenditure on acquiring 10 000 units of government bonds in order to earn an annual interest of
$55 000

QW
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1997/CE/1I/29
Which of the following cvenis that occurred in 1996 would fead to arise in the GDP of 19967

A.  The government issued more Exchange Fund bills.

B. The government increased the salaries tax allowance.

C. The market value of accommodation units which were completed and sold in previous years rose continuously.
D. An international corporation collected $ 1 billion from the subscribers of its newly-issued shares.

1997/CE/N1/60
Which of the following items is NOT inclnded in the calculation of GDP?

A.  gevernment spending of $300 million on the employee retraining programme

B. unemployment benelits of' S20 miflion paid by the government

C.  commission paid by a successful job searcher to an employment agency for job referral services

D. salarics paid to the two extra posts created in the Labour Department to help job searchers
1998/CE/N1/26

Which of the following would be considered as part of the national income?

A.  conunissions received by salesmen selling sccond-hand cars

B. agift cheque to a bride for an invitation to her wedding banquet

C. insurance compensation to injured workers

D. scholarships to students with good resuits in schools
1999/CE/11124

Which of the following should be included in the calculation of gross national product (GNP)?

A. the value of newly issued shares sold
B. the value of shares transacted in the stock market
C. stamp duty paid for buying shares
D. capital gain from selling shares
1999/CE/f1/31

Which of the following S$1 million amounts is included in the calculation of Hong Kong's GDP?

A. Afamous singer holds a charity performance in Hong Kong and donates all the proceeds of $1 million to the floods
victims in Mainland China

B. A father transfers $1 million worth of company shares to his daughter.
C. A victim in a traffic accident receives a sum of $1 million from the government as compensation for injury.
D. Aninvestor carnis a capital gain of §1 million from the sale of his flat.

2000/CE/11/33

Which of the following is included in the calculation of the gross domestic product (GDP) of Hong Kong?

the estimared rental value of an owner~occupied property in Hong Kong.
the low-tnterest goverment loans to university students in Hong Kong
the interest paid 10 foreign investors holding Exchange Fund bills

the increasc in the price of the shares issued by 2 bank in Hong Kong

onw>
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2001/CE/11/50
Which of the following should NOT be included in the calculation of Hong Kong's GDP?

A.  the loans made by a local bank to its customers
B. the tips received by a bellboy in a local hotel
C. the 10% service surcharge collected by a local restaurant
D. the income eamed by a local hawker.
2002/CE/11/49

Which of the following items should NOT be included in the calculation of Hong Kong's GDP?

A.  profit gained by a car agent from reselling second-hand cars
B. compensation paid to a car owner for his loss in a traffic accident
C. insurance premium for a car paid to a local insurance company.
D. Income eamed by a person from repairing cars

2004/CE/11/26

Which of the following should be incleded in the calculation of the gross domestic product (GDP) of Hong Kong?

A. the money received from the *We Care Education Fund’ by children who lost their parents to SARS

B. the money received by a local property agent for this service in the resale of flats

C. the money received by a local student from selling his used reference books to his schoolmates

D. the money received by a local limited company from issuing new bonds in the market.
2005/CE/TN/26

Which of the following items is included in the calculation of'the gross domestic product (GDP) of Hong Kong?

A. the salary reccives by an American who works for a local television station as a reporter

B. the money received by a local student from selling his mobile phone to his classmate

C. the cash award won by a local citizen in a game show organized by a local television station

D. the insurance compensation receives by a local construction worker for his injury
2006/CE/I1/25

Which of the following $5 million amounts is an investment expenditure in the national income accounting of Hong Kong?

A. taking~over 2 company in Hong Kong by buying up $5 million worth of shares

B. purchasing $5 million worth of *Hong Kong Link™ bonds (. B — 5 5% 3% )

C. depositing $5 million into a licensed bank of Hong Kong

D. spending S5 million to turn a shopping mall car park in Hong Kong into shops
2007/CE/I/26

Which of the following statements about GDP is correct?

A.  GDP includes the value of imports.
B. GDP is the total income of al! the resident producing units,
C. GDP is higher than gross national product if the net income from abroad is negative.
D. GDP is the value of all goods and services transacted in the market.
2007/CE/M27

Which of the following would be included in the GDP for 2005?

oow>

Money deposited in a saving account during 2005
The purchase price of an antique in 20035

Public assistance paid to individuals during 2005
The value of wheat produced but zosold in 2005
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2815/DSENNR4
Which of the following would be included in the calculation of Hong Kong's GDP for 20147

A. the old age allowance paid by the government in 2014

B. the market value of a flat built in 2013 but sold in 2014

C.  the salary ofa salesperson working in a shop selling, second-hand handbags in 2014

D. the rental income from a property in Canada owned by a Hong Kong resident producing unit in 2014
2018/DSE/1/24

Which of the following are included in the calculation of the gross domestic product of Hong Kong?

IsNel- e

(1) the estimated rental value of an owner-occupied property in Hong Kong
(2) the commission received by a real estate agent from selling second-hand property
(3) the scholarship received by a university student

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), 2)and (3)
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Short & Structured Questions
1992/CE//5(b)
Explain whether each of the following is included in the calculation of Hong Kong’s gross domestic produet,
(i) public assistance paid to the unemployed by the Social Welfare Department
(ii) salaries paid to the employees of the Social Welfare Department
(6 marks)
1993/CE/l/4(b)(i)
Sugppose a large number of Japanese TV sets are smuggled fram Hong Kong to China and sold for HK$40 million.
Explain whether the whole amount of this RKS40 million will be included in Hong Kong's GDP. Suggest TWO reasons.

(4 marks)

1995/CEN/11(d)
In early 1995, Mr. Ip earned a commission of $20 000 by helping Mr. A sell a flat to Miss B at a price ot $2 000 000. Explain
whether cach of the following statements is true or not:

()  The comumission should be included in Hong Kong's GDP tor 1995. (2 marks)
(i) Ifthe flat is currently under construction and to be completed next year. the production of the tlat contributes nothing to

Hong Kong's GDP for 1995. (3 marks)
1996/CE/1/3(b)

Share prices of Vitasoy International Holdings Limited (¥ 48 25 BJ B% 4% B 35 [R 2 §] ) felf because some of its products
were found to be contaminated and were destroyed.

Explain whether the value of these destroyed products would be included in the calculation of Hong Kong's gross national

product. (2 marks)

1996/CE//4(a)

Atraffic light. which was worth $1 500, was knocked down in a traffic accident. The driver was fined $ 3 000 and the

govermment used $2 000 to install another traffic light.

What is the change ia the gross domestic product (GDP) at factor cost brought about by this incidence? Explain your answer.
(2 marks)

1997/CE//8

Explain whether the following items should be included in the calculation of Hong Kong’s gross domestic product (GDP):

(a) sewage charges

(b) the increased resale value of residential units due to a boom in the property market

(4 marks)
1998/CE/1/9(d)
Mr. Wong paid a commission of $1 000 to the broker who helped him buy $200 000 worth of shares. Explain whether these
two items of payment would affect Hong Kong's gross domestic product (GDP). (4 marks)
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1999/CE/N/T
Explain whether the following items should be included in the calculation of Hong Kong's gross national product.

(a) the funds raised from the Millionwalk (2 marks)
(b) the part of the public assistance which the needy speat on transport (2 marks)
2000/CE/H9(b)ii)

Some petroleun companies complained that their business was affected because some drivers bought gasoline from
smugglers who evaded import duties.

Explain how the smuggling of gasoline would affect the GDP of this economy. (4 marks)
2000/CE/1/10(b)(iii)

Suppose Bank X of cconomy A takes over Bank Y of economy B by buying up its controlling shares worth $5 miilion.
Explain whether the $5 million mentioned above should be included in the calculation of the GDP of cconomy B. (3 marks)
200 1/CE//1 1) (i)

Hong Kong's property market has been depressed since 1998. Explain how a sharp fall in property prices and in the number
of property transactions would atfect Hong Kong's GDP. (5 marks}

2002/CE//11(a)(ii}
The following shows the pross domestic product (GDP) data of cconomy A in a certain year.

Smillion
Private consumption expenditure 400
Net investment expenditure 180
Government consumption expenditure 250
Exports 500
Imports 650
Depreciation 150
[ndirect business tax 50
Intcrest 200

Miss Wong, an Economics teacher in a tutorial school, tells her students that the total spending of economy A’s consiumers
in market value must be greater than $400 million. Give THREE reasons ta explain why she is correct. (6 marks)

2003/CE/I/11(a)
Many information technology (IT) companies in Hong Kong have closed down in recent years.
Explain whether each of the following should be included in the calculation of Hong Kong's GDP.

(i)  the resale value of the fumiture and equipment of the above companies (2 marks)
(ii) the fee paid to Hong Kong accounting firms in liquidating the above companies (3 marks)
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2006/CE/I/10(b)

Date Exchanpge rate
1 December 2005 €1 = HKS 9.07

18 January 2006 €1 =HK$9.37

Through a commercial bank, Mr Chan bought 10 000 Euros on 1 December 2005 and sold them on 18 January 2006 at the
rates shown in the above table.

(i) Calculate Mr Chan's gain / loss (in terms of HK$) in the above transacwons. Explain whether this gain / loss should be

included in the calculation of Hong Kong's GDP. (4 marks)
(ii) Explain whether the above transactions would lead to an increase in Hong Kong's GDP. (2 marks)
2008/CE/1/9(a}

The stock market of an economy is overheated. Many people withdraw money from their bank deposits to buy shares.

Harry bought the shares of a company at a value of $2 000 at the beginning of the year and sold them at $10 000 three
months later. He has a capital gain of $8 000.

Explain whether this amount of $8 000 should be included in the calculation of the GDP of the economy. (2 marks)
2009/CE/1/9(c)

Some students purchase second-hand textbooks in bookstores. Explain why part of their total spending on buying sccond-
hand textbooks should be included in the calculation of GDP. (2 marks)

2012/DSENI/10(2)(i)

In 2011, the Financial Secretary announced the “Scheme $6 000™ which provides $6000 to cach Hong Kong permanent
resident who is 18 years old or above.

M. Chan is a retired person and recgived $6000 through the scheme in 2011, Should this item of payment by the government
be included in the calculation of Gross Damestic Product of Hong Kong in 2011? Explain. (2 marks)

2015/DSENYS(d)

In July 2014, McDonald's was accused of using expired meat as an ingredient for its food. Later, the related products were
destroyed. Explain whether the value ofthese destroyed products would be included in the calculation of Hong Kong's gross
domeshic product. (2 marsks)
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MARKING SCHEME

1990/CE11/39 1997;CE/11/60 2002/CE/11/49 2015/DSE1/24
A B B (52%) C (75%)
1990/CE/II/A9 1994:CEAN32 1998/CENT/26 2004/CEA26 201$/DSE/24
B B A B (71%,) A(71%)
199 1/CENLA4% 1995:CEAL60 1999/CE/Y24 2005.CEA126
o A c ATT%)
1992/CE/TI/43 1996/CEAT2T 1969:CRAL3 1 2606/CE12S
D B A D (63%)
1992:CEM1#47 1997/CE/TI:24 2000/CET1/33 2007/CEAL26
A A A C (35%)
1992:CEA1i5S 1997CEA1:29 2001/CEH30 2007/CEA2T
A B A D (59%)

Note: Figurey in brackers indicaie the pereentuges of candidates choosing the correct answers.

[992:CE
11 Not included. because {
there is no production in retrn for the maney. )
01} Tncluded. because Q)
itis a return to production in the year. 3
T9O3/CEHBIG)
N, because
{parl of) H1s not produced in Hong Kong. and 12
(part of) it is unreported transaction. 12}

1995/CET/ 1 Hd)
()  True, because [$4]
itis Mr. Ip”s factor income for his production 7 service rendered. (85

(i) False, because (n
production cost such as the labour wages paid in 1995 are included in the national income for 1995.
OR
the portion completed in 1993 is value-added in 1995
OR
the portion completed in 1993 is invesbment in 1995, 2)

1996/CEN/3(b)
Not included, because

aot a cansumption expenditare { - consumers got their money back) nor an investment expenditure ¢ - the products were
destroyed)

OR
no value added to GNP ( - production costs such as cost of materials, wage payments, transportation cost, ctc. were offsct
by loss at the finn Ievel) )
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Macroeconomi

1. Nattional income: . National income
1996/CET4a) 2003/CEN Hay
GDP at factor cost increased by $2 000, because ) (3)  No, because (4]
it is a current production. the atnount received Fom the sale demonsirates merely a transfer of ownership swhich has co current production. 1)
SR
the 32 000 is included in the government expencliture of the current year. m (i} Yes. because (€3
it represents the value of s2rviees provided by the accounting firms )
which are resident producing units of Hong Kong. ) :
1997/CEA/8
(a) The scwage charses should be icluded. hecause ()
itis a payment for the services produced by the gaverament, (1) 2006/CE/T/10(b)
() S(937-9.07) « 16000 )
(b) The increased resale value should not be included, because ) = $3 009, He gained $3 000 )
there is no production of goods ar services. 3]
No, because (1)
the capital gain does not involve production. H
1998/CEA/S(dy
The corumission to the broker mast be added to Hong Kong's GDP. because R (W) Yes, becanse (1)
itis an income to the broker / a payment for the broker’s service. the banking service involved in the transactions is a production (s
OR
it involves provision of service in this current vear. [Q8]
2008/CE/1/9(a)
The payment for shares should net be takew into account. because [€)] No because R3]
it is just a transfer of ownership of existing asscrs which decs not relate to any current production. {n an increase in the capital value does not invalve production (N
1599/CEA/7 200%/CEA9(c)
ta) Notancluded because (1 Part of the total spentiing is on the service provided by the bookstores. The service provided by the bookstores is a current
charity donation is not a production. (1) production which should be counted as part of the GDP. (2
(b)  Incladed. because (8] 5
i1 38 In exchange b certain service rendered in the curtent year., (1) 20 (2/DSEA O i) 7
No, because (0] 1
there is n0 correspeuding prodoctiva, n
2000/CEL9(btiiy
Smuggled gasoline hoz no official record w the GDP figures ¢ - illegal) (2)
{On the other hand.} sales revesnus of petroleum companies (1) 2013/DSEMTI)
o GDP | : {0 No, because (i}
itis not sold 0 the market and this tot connted in production. [Output Approaclij
OR
2000/CET 10{b)in) it is nerther counted in consumption nor mvestment, {Expendiiure Approach]
No, becanse 1) OR
the 35 min. refers to the value of shaves seing transferved and share transfer itself s not a production. (2) business Josses duc o destroyed praducts (fe.. negattve profits) would oflset exactly wages paid to workers and other
material costs incured in producing tese products (e, positive wage and other factor incormnes). [Income Approach]
)

200 L/CET 11 is)
- market value of currently censtructed property decreases
- total value of middlemen services {of those property agencies. Jaw firms, 2ic) decreases
- cffcct on expenditure components, c.g. consumption L. investment |
~ effect on facior income ¢.g. wages |. profits |
(263, max: 4)
. GDP decreases. ()
(Mere mentioning of the conclusion without elaboration - zero mark)

2002/CE/1/10ta)(z1)

Consumers’ spending would be greater than $400 m becavse there are

- spending on goods not currently produced, ¢.g., inventories in past year which are sold in this vear

- spending op mese ransfer of ownership, e.g., secondband goods. existing stocks and shares, existing properties

- spending on investmient items e.g.. new houses

- unreported transactions e.g., illegal goods (2@, max: 6)
[Merk the FIRST THREE points only.]
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Macrosconamics by:Top
1. National lncome::

1.5 GDPAND GROSS NATIONAL INCOME (GNI)

Itiple Choice Questions

1991/CE/II/43
Which of the following is included in a country’s gross national product?

A, the expenditure on newly-issued shares

B. the salary paid to a foreign employee

C.  the expenditure on public assistance

D. the income of citizens camed abroad
1992/CE/11/48

The income of a Hong Kong citizen working in Canada is included in

(1) Hong Kong's gross national product.
(2) Hong Kong's gross domestic product.
(3) Canada's gross national product.
(4) Canada’s grass domestic product.

A. (1) and (3) only
B. (1) and (4) only
C. (2)and (3) only
D. (2)and(4) only
1993/CE/1V/44
If GNP is greater than GDP,
A. depreciation is greater than zero.
B. net income from abroad is greater than zero.
C. transfer payments are greater than zero.
D. exports are greater than imports.
1995/CE/NU32

GDP will be greater than GNP when

A. the net export is negative.

B. the net export is positive.

C. the net income form abroad is negative.

D. the net income from abroad is positive.
1999/CE/11/26

Which of the following sources of income earned by local residents should be included in the caleulation of ‘net income from
abroad™?

(1) export of goods

(2) export of services

(3) property investment in foreign countries

(4) stocks and shares investment in foreign countries

(1) and (2) only
(1) and (3) only
(2) and (3) only
(3) and (4) only

oW
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1999/CE/1/29
Which of the following statements about GDP is correct?

A.  GDP will be larger than GNP if the net export is positive.
B. GDP does not include the income derived by local citizens from abroad.
C. GDP does not consider the value of depreciation.
D. Netincome from abroad cannot be negative.
2002/CE/TI/25

In order to calculate the gross national product of Hong Kong, which of the following items should be deducted from Hong
Kong’s gross domestic product (GDP) figure?

A.  the dividend received from shares in Hang Seng Bank by a Japanese person who lives in the U.S.
B. the rental income carmed by a Hong Kong resident from his property in the U.S.
C.  the salary camed by a native English teacher employed on a two-year contract in a secondary school in Hong Kong
D. the donations of'a Hong Kong resident to mainland China.
2004/CEN1/28

Which of the following items must be positive in value?

A, netexternal factor income flow
B.  netexposts

C.  depreciation

D. gross profit of firms

2006/CE/11/26
Gross domestic product (GDP) will be greater than gross national product (GNP) when the amount of

A. netincome flom abroad is negative.
B. netincome from abroad is positive.
C. indirect taxes less subsidies is positive.
D. net exports is negative.
2006/CE/11/29

Which of the following items should be inciuded in the calculation of Hong Kong's net external factor income flow (i.c.. net
income from abroad)?

(1) the spending of a Japanese tourist in Hong Kong

(2) the revenue earned by a Hong Kong watch manufacturer fiom selling watches to Europe

(3) the rental income of a Hong Kong resident from property investment in the U.K.

(4) the interest reccived by a Hong Kong resident from his savings deposit in a bank in Switzerland

A. {l)and(2)only
B. (1)and(3)only
C. (2)and(4)only
D. (3)and {4) only
2008/CE/11/27

Which of the following amounts should be added to the GDP of Hong Kong in order to calculate the
aross natianal product of Hong Kong ?

the income earned by a Japanese singer who held two concerts in Hong Kong

the salary of 2 Hong Kong resident who works for the Hong Kong office ofan American bank
the rental income received by a Hong Kong resident from his residential apartment in Canada
an investment made by a Hong Kong resident in a garment factory in Thailand

onw>
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Macroeconomics by Tapic
1. Natioral lncome

Suppose the GDP is greater than the gross national product. This implies that

oOwe

2010/CE/NI/30

the net factor income from abroad is positive.
the net factor income from abroad is negative,
the net export is positive.
the net export is negative,

Which of the following amounts should be deducted from the GDP of Hong Kong in order to calculate the gross national
product of Hong Kong?

Oowpy

2011/CE/IV31

the rental income received by a mainland investor from his residential apartment in Hong Kong

the dividend received by a Heng Kong resident frem his investment in the stock market in the US
the scholarship given by a Hong Kong tycoon to subsidize mainland students to study in Hong Kong
the salary of a Hong Kong resident working in a branch office of a British bank in Hong Kong

Which of the following items can be negative in value?

(H

Net external factor income flow

(2) Netexports
(3) Net domestic fixed capital formation

Oow»

2013/DSE/N/21

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), (2) and (3)

Which of the following items is NOT included in the calculation of Hong Kong's net factor income from abroad for the

current year?

oo w>

2019/DSE/N/25

the income received by a Japanese teacher who wosked in a langaage school in Hong Kong for one year
rental income earned from real estate holdings in Canada owned by a Hong Kong resideat

salary received by an Indian consultant who warked for the Hong Kong Airport Authority for three months
dividends earned from shares in Hong Kong held by a US resident

To caleulate the gross agtional income of Hong Kong, which of the foliowing showld be zdded to ke GDP of

FHong Koog?

A, the income eamed by a Japancss chef who bas worked in a Hong Kong restaurant for two
months
the reosi received by a Hoag Kong resident from Jeasing his bouse in Japen to a Japanese

office of an Ausvalian company

B.
C.  the salary carnod by 2 Bong Kong resident frorh working as 2 secrctary at the Hong Koog branch
D

the moncy received from selling an apargoent in Austmlia.b-y 1 Hong Kong resident

2020/DSE/1/25

Which ¢f the following should be deducted from thie gross domestic preduct of Hoag Kong 10 calculate the
gross natonal income of Heng Kong?

A

B.
C.

1he fee paid by a Hong Kong feorball ¢club 10 a Japaaese footbal] team for an exhibition match in
Hong Kong

the rent eamed by a Hong Kong propesty developer from its residential praperty in Japan

the capitl gain camed by a Jap i verporation from us nancial ia i
Hong Kcng

the dividend paid by a listed company in Japao 10 2 Hong Kong resident

: onomics by Topic
1. National income

Short troctured Cuestions

1990/CE/N/ I (c)

Explain whether the wage carnings of Filipino maids in Hong Kong are included in

(i) Hong Kong's gross domestic product. (2 marks)
(i) the Philippines' gross national product. (2 marks)
2001/CE/NG

Explain whether each of the following should be included in the calculation of Hong Kong's gross domestic product (GDP).
(a) the salary of a Hong Kong citizen employed by a foreign airline

(b) the rent paid by a foreign airline for using the premises owned by a Hong Kong company
(4 marks)

2002/CE/1/10(d)
Bank A runs its busiaess in Hong Kong. Tom is a consultant from Japan who will work for Bank A for nine months,
Afterwards he will return to Japan.

Explain whether Tom’s salary for these pine months should be included in the calculation of Hong Kong’s gross domestic
product and gross national product. (4 marks)

2015/DSE/I/10(a)

Suppose a football club in Hong Konyg hired a famous football player from Brazil as the coach for a 2-moath course for kids.
He received $8 million as his salary and returned to Brazil afterwards. However, the earollment of the course was poor and
the revenue from the course was $3 million only. What is the effect of organizing the above course on each of the following
items? Explaip.

(1) Hong Kong's gross domestic prodact (GDP) (2 marks)

(ii) Hong Kong’s ygross national product (GNP) (3 marks)

MARKING SCHEME

1961:CEALA3 2002/CEAT25 2006:CEAT29 2010/CEALS30

D D {46% A (38%)
1992:CEN1A8 1005 CEAL2S 2004/CEAI28 2008:CEM27 2011:CEAL3]

B D C (53%) C(46%) A
1903 CENM4 20066/CELE26 2009/CE T30 2015/DSEA2Y

B A{o7%]) B (70%;) A (22%)

Nere: Figares in brackers indicute the percentages uf candidates choosing the correct answers,

2019/DSE/:25 2020:DSE: L

B A
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Macroeconomics by
1. Nationa! income

1990/CE/ 1<)

(1) Yes. becauss (1)
Filipino maids are resident producing wumts of Houg Kong. )
(i;  Yes. becanse (h

the factor owner is a resident of the Philippines, (n

200 1/CE/6

(a) The answer is “meluded” or “excluded” depending on whether the : :
HK or not {1
Explanation ot why the frm is or is 1201 a resident producing uail of HK n

Es. 1l Excluded:
The foreign airline operates its business in foreign countries.
1t is not a resident producing unit of HK.

E.u2 lucloded:
A branch of the Soreign airline operating in MK employs him.
This brasch is a resident producing unit of HK

(b) The answer is ‘inciuded” or “excluded’ depending on whether the sental income of a resident of HK js earned in HK or
not. H

Explanation of why the rental income is or is not eamed in HN (e8]
Byl included:

The HK company operates its business in HK and the premises are located in HNK.

Aresident of HK cams that rental income in HK.

Ep2 Excluded:

The K company operates its business in HEK and the premises are located in a foreign country,
The rental income is earned by a resident of HK but it is an income from abroad.

2002/CET10{d)

Inciuded in HK's GDP, because (1)
Bank A is a resident producing unit of KK, (1)
Excluded from HK s GNP, because [§))]
Tem is nol 3 resident of HK. and his salary is an income to abroad. (1)

2013/DSEN110{2)
(1) HK's GDP would increase (by S5 million). 18
As the course js a carrent-year production by a residemt production unit. its value would be mcluded . GDP. 8

(if) HK's GNP would decrease {by $5 million). as change in GNP = change in GDP (+33 million) + change in net income

from abroad (-$8 million). [
As the Brazilian coach is NOT a HK resident, the $8 million he received wenld be counted as income ourtlow and
enter as a negative item in HK's national income account. (2)

39
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1. Natlonal Income

1.6  NOMINALAND REAL GbP

Multiple Choice Questions

1996/CE/NI/33
Refer to the table below:
[ Year Real GDP (SMn) Nominal GDP {$Mn)
1985 150 180
1982 120 120
‘What is the GDP dcflator in 19857
A, 100 B. 120
C. 156 D. 180

1990/CE/11/56
When both the price level and the money income level of a society rise,

A.  the living standard will drop because the value of money decreases.

B. the living standard will rise because the citizens have more money to spend.

C. theliving standard will not change because the rise in income is offset by the rise in price.

D. the effect on the living standard is not certain because the extent of both changes is unknown.
1991/CE/M/S9

Growth rate of GDP in 1990
At current market prices 15.2%
At constant {1980) market prices 11.9%

The above data do NOT show an increase in the in 1990.

A. general price fevel
B. nominal GDP
C. real GDP
D. labour productivity
1994/CE/11/33
For Question No. 33, consider the following data of an economy producing only bread and shirts:
Pricein 1992 | Pricein 1993 |[Outputin 1993
(3) | [£3) (units)
Bread 10 [ 12 50
Shirts 20 25 20

The GNP at constant (1992) market prices for 1993 is

A $900. B. Si100.
C. $1200. D. $1490.
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1. National Income

1995/CEN1/34
Ifa country’s real GNP and price evel both increase by 5%, this implies that

A.  the standard of living will remain unchanged.
B. the nominal GNP will rise by 5%.
C. the nominal GNP has a greater percentage increase than the real GNP
D. the nominal GNP will remain constant.
199?2/CENY23
The following are data of Country X.
Year | 1s92 ] 1997
GDP 1'$500 billion | $700 billion
Price Index (1990 = 100) | 12 | 135

The growth sate of real GDP from 1992 to 1997 is:

A 24.4% B. 28.6%
C. 40.0% D. 57.3%
1998/CE/I/23

Suppose a closed economy produces foed and clothing only. The outputs of Years 1 and 2 are as follows:

Year Quantity of | Unit price of | Quantity of | Unit price of
food (Unit) food (8) clothing (Unit}| clothing ()
1 20 4 40 12
2 15 10 35 30

From Year 1 to Year 2, the real gross national product (real GNP) of this country has (93.23)

A, worsened because the price level increases.

B. worsened because the output of both goods decreases.

C. improved because the nominal GNP increases.

D. improved because the technology advances.
1998/CE/N1/29

Suppose a country experiences a 2% increase in the production volume of goods and services as well as a 3% rise in the general
price level in a year. We can conclude that

(1) the real GNP will increase by 2%.

(2) the nominal GNP will increase by 2%.

(3) the nominal GNP wil inctease by 3%.

(4) the nominal GNP will increase more than the real GNP by 1%.

A, (I)only

B. (2)only

C. (1)and (2) only

D. (1).(3) and (4) only
1999/CE/11/25

Suppose the nominal GNP and the price level increase by 10% and 5% respectively. but the population decreases by 10%.
Then the por capita nominal GNP will ____ and the per capita reat GNP will __ .

A, increase ... increase
B. decrease ...... decrease
C. increase ... remain unchanged
D. remain unchanged ...... increase
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e

2000/CE/11/36

YVear GNP at cusrent market e ]
orices ($billion)

1997 2 100 105

1998 2 800 125

Basce on the above infurmation, the growth rate of real gross national product (real GNP) between 1997 and 1998 is

A 12%. B. 16.3%
C. 33.3%. D. There is insufficient information to find the answer.
2002/CE/I/30

Refer to the chart below.

Gross Demestic Product of Hong Kong, 1989 - 1999
1400

1200 L e
At curzent frarket pn'ne/ '

g roce
z e
)
‘%f 800
‘3“ o 'I—/.._/ At constant (1990) rrmsrket prices
3
3 =
é 1
400
¢
S
200

o
1989 (990 1991 1992 1993 1994 1995 1996 1997 1998 199%

Year

Source:  The Census and Statistics Departmern!

From 1991 to 1998, GDP at current market prices is always greater than GDP at constant (1990) market prices because

A. the inflation rate is increasing in this period.

B. the real output level is rising in this period.

C. the current price level is always higher than the price level of 1990.

D. the inflation rate is higher than the real output growth rate.
2003/CE/T1/28

Suppose the GDP deflator of an econonty decreases from 100 to 90. This implies that

A.  its GDP decreases by 10%.
B. the general price level decreases by 10%.
C. people’s real income increases by 10%.
D. people’s living standard decreases by 10%.
2003/CE/M/29
If both the nowminal and real GDP of an econony are risiag, the general price level of the economy
is rising,
is falling.

gowx

remains unchanged,
may be rising, falling or remain unchanged.
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1. Nationat Income }. Natonal Income
2005/CENL29 2010/CEMY/33
Study the following information about a country: Year-on-vear percentaye chanie
— Vear GDP at current GDP at constant (2000)
Year Nominal GDP (in million dollars) Price index marlet prices market prices
2003 75 000 90 2007 9.5% 6.4%
2004 100 000 100 2008 3.8% 2.4%
As compared to 2003, the of this country was higher in 2004. Based on the above information, we can conclude that in 2008,
A, general living standard A.  the general price level decreased.
B. real GDP B. the real GDP decreased.
C. consumption expenditure C.  the GDP deflator increased.
D. average mcome D. the general living standard increased.
2007/CE//32 2012/DSEN/23
Year Nominal GDP Population Consumer Country A’s general price level increases by 10% and its aggregate output and population drop by 2% and 10% respectively.
(8 billion) {million) Price Index As aresult, Country A’s nominal GDP will and the per-capita real GDP will .
1 3000 2 100
2 3500 2.5 110 A.
B.
According to the above information, from Year I to Year 2, the cconomy s real GDP has and the per capita nominal C. remain unchanged ...... tise
GDP has D. remain unchanged ...... fall
A. increased ...... decreased
increased...... increased 2015/DSEN/2S

B
C. decreased ...... decreased Refer to the following table about an economy.
D

decreased ... increased

Growth rate (relative to previous vear) (%)
Year | Year 2
2008/CE/NY/32 Nominal GDP 4 0
The following table shows the change in GDP &om Year [ to Year 2. General price level 3 !
Population | -1 2

Change [

[ GDP at current market prices +5.1% |

GDP at constant market prices +8.1%

Which of the following statements about the economy is correct?

A.  The per capita nominal GDP in year 2 is the samc as that in year 1.
‘We can conclude from the above data that the real output and the general price level in that period. B. The real output increased in year 2.
C.  The genceral price level decreased in year 2.
A, increased ... decreased D. The per capita real GDP dccreased in year 2.
B. increased...... increased
C.  decreased increased
D. decreased ...... decreased 2017/DSEN/26
The following table shows seme data of an economy.
2009/CE/11/29 Growth rate
Refer to the following statistical data (in $million) on an economy. 2015 2013
GDP -3% -2%
Year GDP at current GDP at constunt (2000) Price level 1% 0%
market prices market prices Population 4% 1%
2007 142 900 134 200
2008 144 800 132300 Which of the following statements about the economy is correct?
Compared with 2007, the general price level has and the real output of goods and services has in A.  Real GDP in 2016 decreases.
2003 B.  Per capita GDP in 2016 increases.
C. The price level in 2016 decreases.
A. increased ...... decreased D. The growth rate of real GDP in 2016 is lower than that in 20]35.
B. increased ..... increased
C. decreased ...... decreased
D. decreased ...... increased

43

44



2018/DSE/1/25
The following table shows the gross domestic product (GDP) data of an economy in a particular year:
GDP components S billion

Capital consumption allowance 40
Net factor income from abroad 36
Production subsidies 14 |
Direct taxes 51
[ndirect taxes 47 |

Which of the following statements about the economy are correct?

(1) The GDP is smaller than the gross national income (GNI).
(2) The GDP at market price is smaller than the GDP at factor cost. '
(3) Depreciation is positive in the economy.

A, (1)and(2)only
B. (l)and (3) enly
C.  (2)and(3) only
D. (3. (2)and(3)
2019/DSE//23

The following table shows the gross domestic procuct (GDF) data of an cconomy in o cormin year.

Chamnge in real GD? -2.6%

Change in nominal GDP -13% =

Change in population size -1.8%
Accarding fo thy infe above, we Aude ther in thavyear; the pricedevel _____ andthe
pex capita rominal GDP

2020/DSE/N/26

The following diagram shows the gross domestic product (GDP) of Couniry A.
GOP (8 billion}
b

‘Nominzl GDP
- Real GDP
/ z
t } - } > Year
2015 2016 2012 2018 2015

Which of the following ssetements ahovt Couniry A is correct?

The price Jevel increased between 2016 and 2018.

Deflanon occurred before 2017,

The setual inflation rate was equak to the expected inflation rate in 2017,
The nominal GDP has been increasing since 2016.
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Short & Structured Questions

1990/CE/1/3(a)(iv)
The following are Hong Kong's Gross Domestic Product (GDP) components (at curgent prices) in 1988:
$ Billion

Private consumption expenditure 255
Government consumption expenditure 30
Gross domestic fixed capital formation 109
Increase in stocks 10
Domestic exports of goods 218
Re-exports of goods 275
Imports of goods 501
Exports of services 86
Imports ot services 56

(The GDP deflator for 1980 = 100)

Apast from the above data (GDP at current prices for 1988 given as the above data), what other information is needed to
calculate

() Hong Kong’s per capita GDP at current prices for 19887 (2 marks)
(11) Hong Kong's GDP for 1988 at constant (1980) market prices? (2 marks)
1992/CEf1/5(a)

The national income of 2 country in 1991 is $60 million.

(if) Given the price indexes for 1980 and 1991 were 100 and 150 respectively. Calculate the real national income for 1991

based on 1980 prices. (2 marks)
(iti) Explain whether the nominal national income or the real national income is a better indicator of general living standard.
(3 marks)
1996/CE/l/6
Year Price index (vearly average) Peter’s salary
1994 120 $ 10 000
1995 150 $ 12000
From the above data, explain whether Peter's real wage in 1995 has increased when compared to that in 1994, (3 marks)
2000/CE/1/6(b}
Study the following data about Hong Kong.
Year on year % change in | Composite
, e Unemployment "
Year Quarter real gross domestie te (% consumer price
product {(GDP) _ rate (%) index
2ud 5.1 44 119.2
1958 3rd -6.8 5.0 118.6
4th -5.7 5.7 116.1
1999 Ist -3.4 6.2 115.6

Some worker's salaries werc frozen during this period of time. Explain how their real income would change in this period.
(3 marks)
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2002/CE//12(b)(i1)
In order to cut expenses, Mr Wong reduces the monthly salaries of the staff working in the bookstore. Explain whether the
real income of his staff would necessarily fall during deflation. (5 marks)

2003/CE/N/5
The following table shows data concerning a certain country.

Year 1992 2002

Consumption Expenditure ($ million) 2500 2679
Population (million) 5 6
Price Index 100 95

Based on the above data, explain in which year, 1992 or 2002, the country had a higher general living standard, Show your

workings. (6 marks)
2004/CE/N/S
Refer to the following gross domestic product (GDP) data for Hong Kong.

Vear GDP at current GDP at conswent (2000)

market prices (HKS million) | markct prices (HKS million)

2001 1269975 1294 382

2002 1259771 1323 650
(a) Explain whether the real output level in 2001 is higher than that of 2002. (2 marks)

(b) For both 2001 and 2002. explain why the GDP at current market prices is smaller than the GDP at constant market

prices for the same year. (2 marks)
2007/CE/T/4(a)
The table below shows the gross domestic product (GDP) statistics of Hong Kong:
(HKS million)
Year GDP at cur\rent GDP at cc?nstax}t (200¢) GDP deftator
market prices market prices
2003 1233 983 1390610 88.7
2004 1291 568 1510182 85.5
2005 1382 052 1619984 A
The value of A is . (1 mark)
2009/CE/1/7(a)
Refer to the following statistical information on a country.
Year 2000 Year 2008
Nominal gross domestic product (GDP) ($ million) 16 000 24 840
Price index 100 115
Population (million) 10 12
Calculate the per capita real GDP for the years 2000 and 2003. (2 marks)
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eecanomics by Topic

1. National Inconze
2010/CEMV/7(c)
Refer to the business cycle shown below.
Real GDP Growth Rate
n Long-term Growth Rae
ol Year

During this phase of the business cycle, the nominal wage rate of some workers was reduced. Explain whether their real
wage rate must also have decreased. (3 marks)

2012/DSENV11(b)
Many workers have their salaries increased during inflation. Explain whether the real income of these workers would
necessarily rise. (3 marks)
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MARKING SCHEME

1990/CE/IIiS3 1997:CE/1/23 2002/CE/11/39
B A € (32%!
1990/CE/I/S6 1998/CE/Mi23 2003/CE1/28
D B B (54%}
1991/CEAY/59 1598/ CE2S 2083/CEALR9
D A D (46%)
1993/CEAY4] 1999/CE/H:25 2005/CETI/29
c A B (57%%)
1995:CEA1/34 2000/CENA36 2007:CEMN/32
c A A (63%)

2008/CE/N32
A40%)

2009/CE129
A{68%)

2010/CEAL33
C{37%)

2012/DSEN23
A(33%)

2013/DSE/NS25
D 163%)

Macroeconomics by:

1. Natiorsal incom:

2017/DSE/L/26
A(52%)

2018/DSE/2S
B (55%)
2019/DSEA3
A

2020/DSE/26
A

Nuote: Figures in brackars indicare the percentages of candidates choosing the corvect answers.

1990/CEA3(a)ivy
(1) Population in 1988

16y GDP deflator in 1988 / Price index iy 1988

1992/CET/S

ta) iy Real national income = Nominal natienal incame  $1°r
=$60 million - (100 ¢ 150
= 540 million

(i) Real nationa) income is a better indicator, because
itis free ffom the effsels of'the price changes in the veur

1996/CE/L6
Real wage in [9%4 =
Real wage in {995
OR
Real wage in 1995 based on 1994
=$12 008 » (120 7 150) = $9 GO0 « $10 000
OR
Change in price index: {150 - 12037 120] ~ 100% = +25%
Charge in salary: {{$12 000 - $16 000} 7 §30 000] » 100% = +20%

$10 000 -
12 606 -

pe]

.. Real wage decreased.

2000:CE/176(b)

For the same amount of mobey income, real income rose as price level decreased.

2002:CEA/ 12(b)H)
Not necessary because

index for 1980 = Price index for 1961)

it the general price level talls at a higher rare than (ar the samc rate as) the wage cut, their real income wonld increase

instead (remain unchanged).

(Remark: Mere mentioning of “general price level | 7 pnrchasing power of money 17 < max. | mark)
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National Income

2003/CEN/S

Per capita real consuniption expenditure in 1992

=3$2500m+5m

=$500 &)

Per capita real conswnption expenditure in 2002
=${2 679 m % (100 /95)] + G m

=$470 2)
. ahigher per capita real consumption cxpenditure in 1992 (n
or

Change in per capitanominal consumption expenditure
={$(2 679 m/ 6 m) - 52 560 m + S m)} +$(2 500 m =35 m)
=-10.7% 2)

Change in price index
(95 - 100} = 100

2

" % ] in price indeX = % | tn per capita nominal consumption expenditure h

Conglusion: a higher general living standard in 1992 (h

115

(&) No, becanse n

the real GOP {or consiant price GDP) for 2002 was higher. (H

(b} The general price fevel was desrvasing / deflation /inflation rate was negative. 2)
2007:CE/ 4 a)

833 i
2009 CEY o)

Year 2000: $16 0549 million = 10 million = §/ 600 [¢)]

Year 2008 $24 840 milhon = {115 < 100) + 12 naiflion = §1 $00 (&)

2009/CEA )
Part of the (otal spending is on the service provided by the bookstores. The service provided by the bookstores is 4 current

production which shontd be cownted as patt of the GOP. )

2010/CE/1:7(¢)

Wor necessarily decreased, becanse Q]
the real wage rate will increase if the percentage decrease in the general price Jevel is greater than the percentage decrease
in thc nominal wage rate. )

2012/DSEL 11(b)

No. because ()
the real income of workers would fall if the percentare increase in price level is greater than the percenlage increase in
uominal wage. {2)
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1.7 LIMITATIONS OF NATIONAL INCOME STATISTICS

Multiple Choice Questions

1993/CEN/41
The nominal Gross National Product (GNP) of a country may overstate the living standard of its people because the figure

(1) does not reflect the improvement in the quality of the goods and services produced in the country
(2) does not reflect the effect of a rise in the price level

(3) excludes the undesirable effects of production

(4)  excludes the goods not transacted in the market

A, (1) and (2) only
B. (1)and (4) only
C.  (2)and (3) only
D. (3)and (4) ouly
1999/CE/I/30

Under which of the following circumstances will the per capita real GNP underrate the living standard?

A.  when the construction industry causes noise pollution
B. when there is an increase in population due to immigration
C.  when Mrs Lam does the housework by herself instead of employing a servant
D. when there is inflation
2002/CENY27

Country X has a higher GDP but a lower general living standard than Country Y. Which of the following is a possible reason
for this?

A.  The net factor income from abroad of Country Y is smaller.
B. The working hours of people in Country Y arc longer.
C. Capital goods make up a higher proportion of the output of Country Y.
D. The population size in Country Y is smaller,
2006/CE/1/S0

GDP at constant market prices would NOT be a good indicator to compare the living standard of two countries when the
of the two countries is diffesent.

(1) populatior size
(2) income distribution
(3) inflation rate

A. (1) and(2) only
B. (1) and (3) only
C. (2)and (3) only
D. (1), @) and (3)

51

2010/CE/1/29
The per capita real GDP of a country would overstate the living standard of its people because it

oWy

(1) does not reflect the improvement in the quality of goods and services produced.
(2) does not reflect the uneven distribution of income.

(3) does not reflect the undesirable effects of production.

(4) excludes the calculason of the goods and services not transacted in the market.

(1) and (2) only
(1) and (4) only
(2) and (3) only
(3) and (4) only
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Macroezonomics by Tepic:
1. Nationat Income

Short & Structured Questions

1991/CE/l/3
Suppose there are only two countries and two commodities in the world. Every year ¢ach has 20 units of resources. Each
uses 10 units of resources per year to produce each commodity. The annual output per unit of resources is shown belew:

Food (units} Clothing (units)

Country A 6 OR 12

Country B 5 OR 20
(a) (i) Define ‘Gross National Product” (GNP). (4 marks)
(i) In Country A. the market prices of food and clothing are $2 and S1, respectively. Calculate the GNP for country A.
(4 marks)

(b) To compare the general living standard of any two countries, what should we consider in addition to comparing their

GNP figures? State and explain THREE of them, 9 marks)

1993/CE/1/4(a)(i1)
The following table shows the composition of Hong Kong's Gross Domestic Product (GDP) in 1980 and 1990:

(Ratio to total GDP)

GDP Components 1980 1990
Private consumption expenditure 62% 62%
Government consumption expenditure A% 6%
Investment 36% 28%
Exports 88% 165%
Imports 93% 161%

Although Hong Kong people spent the same percentage of GDP on consumption in 1980 and 1990, their living standard
increased during the decade. Give TWO reasons to explain this. (4 marks)

1994/CE/1/11(d)
It is known that Country A has a Jower GDP than Country B. but people in Country B prefer to live in Country A, Give
TWO ceconomic reasons to explain why this is so. (6 marks)

1996/CE/1/10(c)
Suppose after trade, Country B has a higher consumption tevel of both clothing and rice than Countiy A

Give THREE reasons te explain why we cannot conciude that people in Country B generally enjoy a higher living standard
as compared to Country A (6 marks)

2005/CE//6
Answer Questions 6 and 7 by referring to the following information about the Gross Domestic Product (GDP) of Hong
Kong

Year Implicit price Per capita GDP at

Table 1: deflator of GDP current market prices (HKS)
2001 98.1 188 835
2002 94.6 183 790 |
2003 89.6 179 333 |

Other than the informadion given in Table 1, state TWOQ kinds of information that are needed for an accurate reflection of
Hong Kong people’s standard of living. Explain your answer. (4 marks)
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2007/CE//5
During an economics class discussion, a student said, “If the per capita real GDP of country X is higher than that of country
Y. then residents of country X must be enjoying a higher living standard than residents of country Y.

Give TWO reasons to explain why the student is wrong, (4 marks)

2009/CE/1/7(b)

Explain with TWO reasons why a change i per capita real GDP cannot accurately reflect the change in the general living

standard. (4 marks)
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MARKING SCHEME

1993/CE/1li4) 1999/CE/1/30 2602/CEAL27 2006/CE/MNS0 2010/CEAi/29
c C D (69%) A (38%) C (65%)

Note: Figureys in braches indicate the percentages of candidutes choosing die correct auswers.

1991/CEA S
(a) 11 GNP s the toral incomes earved by the sesidents of'a country over a period of time {usutally 1 yearn). {43

(i) 82146 < 10)+ $1 (12 x 1) (2
= 5240 (2

®)

same GNP but larger population size will lead to smaller per capita GNP

refative price level consideration: same nominal GNP but higher price level will [cad to fower standard of fiving

same per capita GNP but more uncven ingome distributions may mean lower general living standard

difterent GNP composition may mean a higher consumption expenditure in one country (ie. higher general living

standard) but a bigher investnent expenditure or a higher military expenditure in another (e fower general Jiving

standard)

- same GNP bul a more serivus problem of pollution. traffic congestion, cte. will lead to a fower living standard

- same GNP but more leisure hours will [ead to a higher living standard

- same GNP but larger amount ofnon-market / apreported / illegal goods and services will lead to a higher living
standard (3@, max: 9}

{Mark the FERST THRER points only.}

1993/CE/U4a)(ii)

- per capita real GDP has increased during the decade

- better quality of goods (- technological advancement)

- more varieties of goods (.’ fechnologtcal advancement)

- more imporls of consumer goods

- better environment protection

- less working hours (2@, max: 4)
Mark the FIRST TWO points only.]

1994/CE/T/E ()

In Country A with a lower GDP.

- its per capita GDP may be higher (.’ its has a much smaller population) and more likely ta Jive a better life there

- its real GDP may be higher { - it has a much lower price level)

- its tncome may be more cvenly distributed = more attractive to the very low income people of Country B

- its GDP may have a very different composition ¢.3. a much larger component of consamption expendimire = more
attractive to people who prefer to enjoy life immediarely 1360, max: ©)

{Mark the FIRST TWO points only.]

55

eeconomics by Topic
Natonal income

1996;CE//10(c)
This is because we do not know:
- the population size / per capita income of both countries.
(If B's population siz¢ is three times, say, as that of A. then in general B's living standard is vot highesthan A.)
- the wcome distiibution of both countries,
(IfR's income is highly nnevenly distributed but A’ is nol, then we cannat conslude that.
other social costs of both countries.
{e.g. It B haz a higher crime raic / more serious social instability < tc.. then B's living standard may not be generally
Ingher than A}
ather soctal benefits of both countries.
{c.g. [fB has Jess sociat benetits / less Ieisare hours f ote.. then Bs i
- what other goods besides rice and clothing these tvo colmbrics lave:.
(c.. IFB hus less other goods, then the conclusion may be wrong. § (24, max: 6)
[Mark the FIRST THREE pomts only.}

ing standard may not be generally higher than A.)

2003/ (

- Ingome distibution: If income is unevenly distributed. the living standard ot erdinary people will be overestimated.

~ Composition of output. If'a large proportion of total ontput consists of capitat woods. nationil detense, etc., the living
standard will be overestimated.

- Undesirable effects ot production: The problems of polfution or traffic congestion would lower the living standard.
Theretore, the living standord would be overestimated withour such information,

- Amouy ofleisure: Leisure would raise the living standard. Therefore. the living standard would be underestimated without
such information.

- Lnreported production activitics; The consarmption of non-marketed goods / the existence of unreported transactions would
improve the lving standard. Theretore. the living standard would be underestimated without such information.

{

(. max: 4)

[Mark the FIRST FTWO poiats only.]

2007/CE/NIS

- Difference in income distribution: Income is less evenly distributed in country X,

- Diffierence in the composition of output: Tn country X, a larger proportion oftotal outputconsists of capital goods and
national defense,

- Difterent undesirable effects of production: There aremore problems of pollution o traffic congestion in country X.

- Differcat amount ofleisure; The people of country X cnjoy less Jeisure.

- Different amount of non-marketed / unreported production activitics: There are Fewer nan-marketed ¢ unreported goods in
country X, (2@, max: 4)

[Mark the FIRST TWO points only.]

2000/CE/7()

(For cachof the following potats. the case of an increase in the per capitarcal GDP is used for illustration purposes.)

- Income distribation; If income is vme:venly distributed, the corsesponding change in the living standard of ordinary people
will be overestimated,

- Compositian of output: 1 large proportion of total ontput consists of capital goods. national defense. etc. the
corresponding change in the general liviog standard wiil be overestimated.

- Undesirable effects of production: The problems of poliution or traffic congestion would lower the Iiving standard.
Thercfore. the corresponding change in the general ftving stondard would be overestimared without such infarmation,

- Amouni of leisure; Leisurs would raise the Hiving standard. Therefore, the corresponding change in the general living
standard would be underestimated without such information.

- Uinreported nroduction activitics: The consumption of non-marketed goods / the existence of unreported rransactions would
iraprove the living standard. Thercfore. the corresponding change in the general living standard would be anderestimated
without such mformation. (2@. max: 4)

[Mark the FIRST FWO points only.}
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1. National income -

1.8 UNCLASSIFIED

2007/CE/1/10(a)
Typhooas affect the production activities of economies.

It is given that the gross domestic product of Hong Kony per day is MK$3.3 billion. When the typhoon signal number 8 is
hoisted, the daily economic loss is estimated to be Jess than HKS3.8 billion. Give TWO reasons 10 explain why. (4 marks)

2008/CE/1/11(d)
Suppose a country’s export value of goods and services decreases by $3 billion. In reality, the resulting decrease in GDP may

be less than or more than $3 billion.

(i) Explain a factor that would lead to a less-than S3 billion decrease in GDP. (3 marks)
(ii) Explain a factor that would lead to a more-than $3 billion decrease in GDP. (2 marks)
2016/DSE/NV11(a)

Medical service is one of the basic human needs.

Source A: a conversation_outside a public clinic in Hong Kong
Son: Dad, 1 feel very ill.
Father: @It no! There is a long queue waiting.
Son: Why don't we go 1o a private doctor?
Futher: The fee charged by public clinics is only $43, much lower then that charged by private doctors.

Refer to Source A. When a public clinic provides medical service for one patient, the resulting rise in gross domestic product
will be $45. Do you agree? Explain. (3 marks)

2018/DSE/NI/11

To develop nuclear weapons and increase the military power, Country Z has raised the proportion of government
spending on national defence from 10% to 20%. All males aged from 20 - 25 are also required to join the military force
for 2 years.

In response to the increasing military threat from Counwy Z, the United Nations has passed a bill to embargo most of the

oods exporting from Country Z.

Analyse the effects of the above situation on Country Z's general living standard, (3 marks)

MARKING SCHEME

2007/CE/110(a)

~ Some production achivitics are still undergoing during typhoon.

~ Sume production act & smergency services, are generaled during typhoon

~ Some prodoction actsvities disrugped during typhoon can be compensated Jater. (2@, max: 4)
{Nark the KIRST TWO points only]

20087CEN ] 1d)
(i} Part of the decrease in export value would bof Jead 10 a corresponding decrease in GDP when, referring to those $2
billion wosth of exporis.
- past of it is not locally produced.
¢z some of the prodoction raw aterials are imported
2.4 part of the valuc of these exports comes from the value of re-exports
- part of it is not produced in the cusrent year.
¢.i. some of these exports are second-hand goods
¢.g. some of these exported goods come from the inventory
- part of those goods not exported have already been produced.
e.g. those goods not exported are sold locally B

-
H

(Any factor, 3}

(i) The amonnt of GDP serived from the spillover effect of the production of the exports will also decrease, (2)

2016/DSEAN 112

No, because [@)]
public services are usuaily sabsidized - i.e. provided at or below cost, which is jn turn Jower than marker price. Their
contribution to GDP (or marker valus), computed using market price. would thus be kigher thao $45 (the subsidized price
charged by the clinic).

orR

the public services which are not sold at the market price will be connted using factor cost in the GDP, which is higher than
$45. @

2018DSEAITT

The fiving stendard would fal], because the higher proporlion of government expenditure or resources £ oulput devoted o
nattortal detence wouid pot have much 1o contribute to the living standard in general,

Overal) the citizens would enjoy less goads and services. Since those males drafted for military service are forced to leave
their existing jobs, their houszhold income tand consumption) would fall. (3
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SECTION 2: MACROECONOMIC PROBLEMS
2.1 UNEMPLOYMENT

Muitiple Choice Questiens

1994/CENIN/37
Which of the following people would be classified as “unemployed' in Hong Kong?

A, Jack. aged 30, who has retired after winning the Mark Six

B. Peter, aged 14, who cannot find a job after completing Form three

C.  John, who has quit his job and has gone on a trip to Europe

D. Mary, who lost her job five weeks ago and has been looking for a new job far one month
1995/CENI/37

Which of the following are the possible losses to society caused by unemployment?

(1) loss of output

(2) ahigher crime rate

(3) agreater expenditure in public assistance
(4) areduction in the government’s tax revenue

A. (1) and (2) only
B. (1) and (3) only
C. (2)and (4) only
D. (3)and (4) only
1996/CENV/33

David has quit his job for two months because he has been ill and is resting in bed. According to the Hong Kong
governmeut, he is

A.  unemployed.

B. underemployed.

C. employed.

D. notin the labour force.
1997/CE/NI/26

Study the following data about Hong Kong in a certain year:

[ Number of Persons|
Employed Population 2 931 000
Underemploved Population 33 000
Unemploved Population 69 000

The unemployment ratc is

A 227%
B. 230%
C. 3.36%
D. 3.40%
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1997/CEM/SS
An increase in the number of Form 7 graduates studying in the universitics will result in

(1) adecrease in the present labour supply.
{2) adeerease in the present unemployment rate.
(3) an increasc in future average labour productivity.

A. (T)and (2} only
B. (1)and(3)only
C.  (2) and (3) only
D. (1), () and 3)
1998/CE/11/24

Which of the following are included in the calculation of the labour foree of Hong Kong?

(1) an employee with a foreign nationality working in alaw firm in Hong Kong
(2) Mz Char, who is unemployed and searching for a job
(3) Mr Wong, who works as a volunteer in a community centre after his retirement

A.  (1)yand (2) only
B. (1)and(3)only
C. (2)and(3) only
D. (1), (2)and (3)
1998/CE/11/28
If some Hong Kong residents who emigrated return to Hong Kong to fill up some posts which have been vacaat for a long
time. then Hong Kong's labour force would and here unemployment rate would
A. increase
B. decrcase
C. increase......ri
D. decrease ..., 1
1999/CE/1/32

Many imported workers who had stayed in Hong Kong several years working on the new airport project, have gone back to
their home countrics. What will be the effect of their departure on the unemployment rate in Hong Kong?

onwp

The unemployment rate will increase.

The unemployment rate will decrease.

The unemployment rate will remain constant.
The effect cannot be determined.
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2002/CE/NI/29

Population aged 15 or above

Number of Persons |
10 000 000

Employed population 6 800 000
Unemploved population 1200 000
Underemployed population 800 000

According to the above table, which of the following statements is/are correct?

(1) The labour force amounts to 8 000 000.
(2) The underemployment rate is 10%.
(3) The unempioyment rate is 12%.

A, (3)only

B.  (l)and (2) only

C. (1) and (3) only

D. (2)and (3} only
2002/CE/NY/31

Which of the folloewing are possible losses to a society cansed by unemployment?

(1) more government spending on public security due to a higher crime rate
(2) more unemployment assistance given by the government

(3) lower output level
(4) lower cost of living

A. (1) and (3) only

B.  (2)and (4) only

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

D. (2), (3)and (4) only
2003/CE/IVz0

Study the following data about Hong Kong in the period of July 2002 to September 2002.

Number of Persons
Employed Population 3 243 000
Underemploved Population 101 000
Unemployed Population 267 000

The unemployment rate in the petiod is

A 74%
B. 7.6%
C. 82%
D. 102%
2004/CE/NMN/33

Number of Persons

[ Emploved population

18 400

| Unemploved population

1600

By
2 Unemployment & infla

Now there are [ 000 additional job seekers in the economy. If 90% of them succeed in finding a job. the unemployment rate

oNnwe

will increase.

will decrease.

will remain unchanged.
may increase or decrease.
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2005/CEM/32 )
| Population
Aged 15 or above | 10000000
Employed 6 800 000
Unemploved 1200 000
Underemployed 1 600 000

According to the above dala,

Suppose the unemployed poputation of an cconomy is 500 000 while the unemployment rate is 5%. The employed

A, the total labour force is 9 600 000.
B. the underemployment rate is 20%.
C.  the unemployment rate is 12.5%.
D. the unemployment rate is 16%.
2006/CE/1/30
population is
A. 500 000
B. 1000001
C. 9500 000
D. 10000000
2007/CE/H/30

Unemployment is costly to society because

A.  the employed will pay more tax.

B. the potential GDP will fall.

C. the real output of the economy will fall.

D. unemployment bencfit is a burden to society.
2008/CE/M/30

Study the following figures of an economy.

Number of Persons

AL UPV2 R L

Unemployed 20000
Under-employed 60 000
Employed 480 000
Persons aged 15 or above 1000 000

The unemployrent rate of the economy is

A 2.0%
B. 3.7%
C. 4.0%
D. 4.17%
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200%/CE/11/32
Labour force (persons) 600 000
Uncmployment rate 10%
Underemployment rate 5%

According to the above information en an economy,

A. the population aged 15 or above is 600 000.

B. the cmployment rate is 85%.

C. the employed population is 540 000.

D. the number of unemployed takes up 10% of the population.
2010/CE/I/52

Below are the employment figures of a country.

Number of Persons
Employment 18 000
Unemployment 2000 |

Suppose there are new job scekers entering into the labour market after graduation but only 85% of them succeed in finding
a job. The unemployment rate

A. will increase

B. will decrease

C.  will remain unchanged

D. may increase or decrease
2012/DSE//24

Many Hong Kong construction workers stay in Macau to work for several years. If they are attracted by the job opportunities
offered by new infrastructure projects in Hong Kong and retumn to seek jobs, what will be the effect on the unemployment
rate in Hong Kong?

A. The unemployment rate will increase.

B. The unemployment rate will decrease.

C. The nnemployment rate will remain unchanged.

D. The effect on the unemployment rate cannot be determined.
2016/DSE//25

Which of the following will reduce the unemployment rate of'a country?

A.  Some university graduates join the labour force.
B. Some factories move to a neighbouring country with lower [abour cost.
C.  Some unemployed workers give up secking jobs.
D. The government increases unemployment benefits,
2017/DSENR27
If some second-generation of Hong Kong permanent residents returned to Hong Kong to fill up the posts which have been
vacant for a long time, Hong Kong's labour force would and the unemployment rate would ___
A, rise ...... remain unchanged
B. rise fall
C. fall ...... remain unchanged
D. fall.... fall
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The following table shows the datz of an ecosomy.

Population aged 15 or above 6500000
Labour force participation rate® 60%
Employed population 3780000
Undeseniployed population . 100000
*Labowr ferce paricipation rate = proportion of laboer foree in popidation aged IS or above
Based on the abovs dat, the P rate of tho is 5

A, 2 1.85%

B. 3.08%

C. 338% =

D. 5.64%

2019/DSE/M/39

Which of the following resuls can be a negatlve sumber?

A. grossim mispet i

B. total exports mitus re-exports

C.  money supply (M3) misus money supply (M2)

D. cmployad population nims unemployed popuiation
2020/DSE//24

24, The following tsble shows the eraployment dsta of Hong Koag fom April to June in 2010,

1
[ Number of persons (-000) |
| .

Population | 7524
Aged L5 or above j 6590
Employed persons i 3871
Uincmployed persons 114 |
Underemployed persons 41 i

According to the above duta the underamployment rate is

A 0.53%
B. 0.62%
C, 1.03%
D. 1.06%
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2. Unemployment & Inflation

Short & Structured Questions

1994/CE/V/10(a)(i)

What losses to an economy are caused by unempioyment? Give TWO of them. (4 marks)
1995/CEfN/6

Every summer. many school leavers start to look for jobs and this affects the unemployment rate in September. Explain why
the rate may increase or decrease, (5 marks)
2000/CE/N/7

A certain government announces that the unemployment rate has dropped but the number of unemployed has increased.
Explain why the number of unemployed can increase despite a fall in the unemployment rate. (4 marks)
2003/CE//6

Suppose a number of civi) servants retire under the government's voluntary retirement scheme. Explain whether this will
increase the unemployment rate in Hong Kong, (4 marks)
2004/CENT

Give TWO losses to society caused by unemployment, (4 marks)
2006/CE/N/3(c)

In the summer of last year., the growing business of many retail shops led to an increase in the employed population in Hong
Kong. However, the unemployment rate during the same period of time remained unchanged.

Explain why the unemployment rate can still remain unchanged in spite of an increase in the employexd population, (4 marks)
2007/CE/I/8(b)(1)

Suppase these top-quality Mainland students stay and werk in Hong Keng after their graduation and the total number of job
positions in Hong Kong remains unchanged.

Explain how this situation would affect the unemployment rate of Hong Kong. (4 marks)
2012/DSE/1H/6(a)

Rising unemployment is one of the plienomena which occurs during economic recession.

State TWO Josses ta society caused by unemplayment. (2 marks)
2013/DSEAN11(b)(iii)

The government has launched the "Work Incentive Transport Subsidy Scheme”, with the following objectives:

(1) To relieve the burden of travelling expenses commuting to and from work on the part of low-income
households with employed members

(2) To promote sustained employment
Applicants must meet the monthly income and asset limits of the houschold {e.g. for a single person, the monthly income
cannot exceed S7 300 and the assets cannot exceed $72 000) and work no Jess than 72 hours per month in order 1o apply for
a subsidy of $600 per month,

Discuss the effects of the scheme on the unemployment rate. (3 marks)
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2015/DSE//5

Macau has developed rapidly in recent years and some workers in Hong Kong have been attracted to work there. Suppose
the number of job positions in Hong Kong is constant. What would be the effect of the above phenomenon on the
unemployment rate in Hong Kong? Explain your answer, (4 marks)

2016/DSE/NN/G
Below are the employment data of a country.

(a)
(8]

Emploved population 3 800 000
Underemployed population 800 000
Unemploved population 200 000

Calculate the unemployment rate of the country. {2 marks)

Suggest THRERE losses to the society caused by unemployment. (3 marks)

2018/DSENLS(b)
During peak flu seasons, there is not enough medical staff in public hospitals in Hong Kong.

In order to relieve the pressure of the medical staff. the government plans to recruit retired medical staff to re<join the public
hospitals, Explain how thc measure would affect the unemployment rate in Hong Kong. (4 marks)

2020/DSE/IN/3

Below uke the gross donestic product (GDP) data of 4 counisy.
Real GOP growth rate

A A
"N/ L

{3}  Mentify the phase of business cycle which point A i in. (1 mark}
(b}  Apaxt fom increasing vaesrployment rate, list TWO general economic phenomena which occur at

point A {2 emanks)
<l Swe TWO lossey 1o sociciy cuused by uncmoploymnent, (2 mauky)
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MARKING SCHEME
1994/CEII37 1998/CE/Mi24 2005/CEAI/30 2008/CE/N30 201/DSEA/27
D A B (449%) C (63%) B (76%)
1995:CENI/37 1998/CE/M/28 2004/CEAL/33 2009/CEALS2 2019:DSE/ 124
A A A (58%) C (62%) .
1996/CEA/33 1999/CEMY32 2005/ CEA32 2010/CEAL32 201 9/‘%55"'“ 39
D A B (55%%) A(61%)
1997/CEAI26 2002/CE/T1i29 2006/CE1/30 2012/DSEA/24 2020/DSE/1'24
B B (49%) C (60%) D 153%) c
1997:CEAVSS 2002/CEAN/3 1 2007/CE/TIi30 2016:DSE/2S
B A(15%) C(33%) C (48%)

Note: Figures in brackers indicate the percentages of candidates choosing the carrect answers.

1994/CE// 10(3)(1)

- GNP |/ living standasd |

- skill and experience of the uremployed § 7 productivity |

-~ social problems as other Insses (o society, ¢.g. higher crime rate, family problems (24, max: 4}
(Mark the FIRST TWO points onby.]

19935/CEN/6 -
The newly gradnated job seckers mercase the abour foree. (h
Unemployment rate (R) = {Uncmplayved popalation (V1) — Labour foree (1)) N 100% (1}
il very high proportion ofthe new job scekers can find a job, then the unemployinent rate will decrease;  (2)
and it quite a number of them cannat find a job, the onemployment rate will increase. 2
OR (max: 3)
whether the unemployment rate is higher or lower depends on the relative change of the labour force and the
unemployed population. 4
or
%o changein U> % change in L =R 1 (2)
% changein U <% changeinL. =R | 2 |

2000:CEA7
The no. of unemployed increases at a slower mie than fhe increase in the labour foree, (4)

f{Show understanding of “unemployment rate = (no. of unemployed + labour force) » 100%™ without other clabaration
- max: | mark]

2003/CE1/6

The: unemployment rate would increase, becsuse (1)
an tocrease in the number of retired persons would not change the unemployed population, 1)
but would reduce the size of labour force / emsployed population. 1)

Since unemployment rate = unemploycd population = labour force

9113
= unemployed population = {employed population + ancmployed population), 1)

the unemployment rate would increase.
[Mere mentioning of the tormula of unemployment rate - max: | mark]
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2004/CEL7

- productive resources will be left idle / output level will be lower

- political disorder / social uprest

« loss of skifls (2@, max: 4)
[Mark the FARST TWO points only.]

2006/CE/H9(c)

Unemployment rate = (unemployed population + labour fiorce) x 100% (€3]

The unemployed popnlation increased. and (€3]
both the labour force and the unemployed population increased atthe same rate / pereentage. @

2007/CE/M/8(bYT)
Toral labour furce increases. ($3]
Usnemployed population increasss. H
(Given total employment remains tachanged,)
increase in total labour ferce = increase in unemploved pepulation
OR., %increasein the unemploved popultation > % increase in the labour force L1
As a result. unemployment rate increases. (1

2012/DSEAT6(a)

- loss of owrpur

= logs o human capital

- political unrest (1. max: 2)
[Miark the FIRST WO paints only.|

26X DSEAL HB K

The effect on the unemploymeny rate is vocertsin

The size of the fabour force wonld incrense as morz people originally cuside the labour forcc are induced to fook for jobs.
But the total aumber of unemployed may also incrense as soms afthese nevw workers may fail to geta job. The resulting rate
of uncmployment depends an the percentage increase in the anemployed population relagive w that in the labour force.  (3)

2013/DSE173

Unemployment rate = {number of unemployed = total labour Foreed « J00%

Since both total Tabour force and number of unemploved drop by an_equal antount, 1he pereentage decrease in the
unemployed population is greater than the percentage decrease in the total Jubour force, implying a reduction in the
unemployment rate. 14

2016/DSE/i/6
(a) The wemployment rate = [200 000 /(3 800 600 + 200 000} » (00% = 5% 2)

(b) ~ loss otf'outpat
- loss of human capital
- political and social warest (@ ma 3)
[Mark the FIRST THREE points only.}

3018/DSE/ALS(b)

Unemployinent rate = (number of unemployed people ¢ the total fabour foree) » 100%

The number of unempioved people will not change while the labour force increases as the retired stal¥ is pot in the labour
force originally. The unemployaient rate will drop. 4
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2020/DSE/1I/3

3a Recession ( 1 mark )

b. Decrease of inflation rate
Lower RGDP growth rate
Decrease of consumption and investment confidence ( 2 marks )

<. Loss o human capital
Loss of real output
Social unrest ( 2 marks )

Macreeconomics by Toplc

7 Unemployment & Inflation

22 TME GENERAL PRICE LEVEL

Multiple Choice Questions

1991/CE/NI/46
‘What will happen when there is inflation?

A.  The cost of living will fall.

B. The budget deficit will decrease.

C.  The living standard will improve. !

D. The value of money will decrease. .
1991/CE/11/48

Unexpected inflation will

(1) increase government revenue.

(2) encourage exports,

(3) redistribute income.

(4) cause an inflow of short-term capital.

(1) and (2) only
(1) and (3) only
(2) and (4) only
(3) and {4) only

Sowx

1991/CE/1Y/50

f
Year T 1990 T 1991 | :
Consumer price index | 100 | 125

According to the table above, which of the following statements is truc?

A, The costof living was Jower in 1990. :
B. The stundard of living was lower in 1990. 3
C. The purchasing power of moncy was higher in 1991,
D. The consumption expenditure was higher in 1991.
1993/CE/1I/42
L November 199] | November 1992
Consumer Price Index (A) 1172 [ 128.5
Consumer Price Index (C) 118.7 | 129.9
The above table compares the indexes for November 1991 and November 1992, It shows that in November 1992, the
. of the higher income group increased ata rate than that of the lower income group.
standard of living ...... faster

standurd of living ...... slower
cost of iving ....., faster
cost of living ...... stower

vow»
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1994/CE/L/20 1995/CE/11/36

The following diagram shows the percentage increase in the nominal wages of workers in the manufacturing and the service

Which of the following people will gain in times of unexpected inflation?
sectors of an economy

(1) holders of long~term government bonds
l:'um (2) holdess of certificates of deposits
19— (3) those who have used credit cards to buy goods
ol (4) shareholders of companies which have issued long-term fixed-interest debentures
17 =
wedl A (D) an(; 2) oniy
i ‘Manufacturing it (,])) an (f) ony
1« sector C. (2)and (3) only
e D. (3)Yand (4) only
n-\/ ~ - — Service sector
1=
ad =~ 1996/CEA1/32
s Study the foliowing information about Country X:
s
’ Yeae Neminal national income L
RGBT 98 19 1990 191 %2 Year ($mn) Price index
1988 $ 000 100
The above diagram shows that in the period 1986-92, 1989 10 000 120
A, manufacturing workers received higher total eamings than workers in the service sector, Comparing the year 1988 with 1889, we can conclude that
B. manufacturing workers had lower average Jlabour productivity than workers in the service sector.
C. if the inflation rate were below 10%, then real wages of workers in both sectors increased. A. the cost of living increased by 20% in 1989.
D. there was a shortage of workers in the service sector. B. the living standard in 1989 is generally higher.
C.  the real GNP growth rate in 1989 is 25%.
D. the price of all goods and services increased by 20% in 1989,
1994/CE/I/34
For Question No. 34, consider the following data of an eccnomy producing only bread and shirts:
1997/CE/NI/25
Price in 1992 Price in 1995 | Outputin 1993 , _—
() $) (units) PRICE INDICES FOR SELECTED POPULAR
Bread 10 12 50 RESIDENTIAL DEVELOPMENTS IN HONG KONG
Shirts 20 25 20 U o 22— O0)
The rate of inflation from 1992 to 1993 calculated by using the GNP deflator is: e
L
A 182% B. 222% e
C. 333% D. 1222% 2
1mn
1k
1994/CE/IV38 . L
Whe will lose during an unanticipated inflation? TN I AN ORI ) A AN BT A 3 AU R ‘;—Tr
53 94 95 96

A. Mrs Lee, who has hired a Filipino maid
B. Mr Chan, who has bought ten coupons which can be exchanged for cakes at a bakery
C. Mr Fu, who runs a restaurant Source : N.E. Asian Quarierly, Standard Chartered. October 1996,
D.  Mr Wong, who has put all his money in his time deposit accouat
The above graph shows that in the first half of 1396,
1995/CE/1/33 A. the high price of housing had led to a fow coasumption of the citizens,
[ Year | 1994 | 1995 J B. the living standard of Hong Kong people had improved.
| GDP deflator | 120 [ 132 | C. Hong Kong’s property market was on the upswing.
D.

there was a lot of speculative activities in the property market of Hong Kong.
Based on the above data, we may conclude that from 1994 to 1995, the economy’s

nominal GDP increased by 12%.

real GDP increased by 10%.

rate of deflation was 12%.

general price level increased by 10%.

oo w>
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1997/CE/1/27

Trend of Consumer Price Index

Growih
rate (%)

monthfycar 1(/93 52!95

Source : Hony Kong Economic Times

The above data reflects that during this period,

vOws

T
293

the consumption power of the people became weaker.

the economy was on a downswing,
the people consumed less but saved mors.
the increase in the cost of living had slowed down,

1997/CENV/31

An increase in the GDP deflator from 100 to 110 in a certain year means that

&%

s

A, every household’s cost of living has increased by 10%.
B. the general price level has increased by 10%.
C. the prices of all goods produced in the current year have increased by 10%.
D. people’s nominal incomes have increased by 10%.
1999/CE/I/33

Study the figure below concerning the changes in the Consumer Price Index.

Composite Consumer Price ndex
(annwal rate of increase)

%

58
*e8 49 49

L -

L . L

]

198 2 3 4 5 &

Form the figure. we can conclude that

onw>

Inflation has stopped as prices go down.
Wages have decreased.
The cost of living has been rising at a slower rate.

Some debtors who purchased mortgages on flats recently have suffered a loss.
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2000/CE/11/39 .
Mr A bosrows money from a bank for a housing mortgage at a fixed interest rate of 7% p.a. After that the general price level 1
fails continuously. [n this event, Mr A loses and the bank gains. This is because.

A.  The value of the mortgaged house has been falling.

B. MrA’swage income has been falling

C. The bank can sell the house if Mr A fails to repay the loan.

D.  When the general price level keeps on falling, the purchasing power of a fixed amount of interest will increase.

2001/CE/NU3! .
Chart 1 Movements of the Composite Consumer Price Index

Percent
]
b | Year-on-yzar rate of chzage
3 in the Coawposite CP1
Pl
1 ‘/
°
-1
2
3
-4+ !
S5 F
e
-7 =

M Ot Jam  Apr ld O fm Ax Sl H
1998 1999 2600 i

Based on the data io Chart 1, under what situation would Mr Chan have gained from July 1599 to July 20007

A. Before that period of time he had already borrowed a sum of moncy from 2 bank at a fixed interest rate.
B. His salary remained unchanged during that period of time.
C. He adjusted the rental charge to his tenant in a rental property according to the change in price level.
D, He had a collection of antique vases,
2001/CE/NY/32
Refer to the following data about an economy.
| Year } | Year2 |
| GDP deflator 1 150 L 180 |

We can conclude that form Year | to Year 2,

A.  the purchasing power of moncy has decreased.
B. the real national income has decreased.
C. the average standard of living has gone down. |
D. the income distribution lias become mere uncven.
2005/CE/MI/33 |

Which of the following would gain when unexpected inflation occurs?

holders of tixed deposits with banks

employees whose salaries are adjusted according to inflation
people who reccive a fixed amount of unemployment benefits
a government which has issued bonds at fixed intercst rates

Towp
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2005/CE/I/34
Refer to the following diagram about the GDP deflator of Hong Kong from January 2000 to September 2004.

GDP Deflator

103

101 —\

7

Hf—r—

8
2000 Jam 2004 Scpt

Source: Hong Kong SAR Government
Based on the above diagram, we can conclude that during this period.

the nominal GDP was decreasing.

the real GDP was decreasing.

the cost of living was increasing.

the purchasing power of money was increasing.

onw»

2006/CE/NI/31
The Consumer Price Index (A) of Hong Kong in the third quarter of 2005 has increased. This means that in Hong
Kong has increased.

the price of all goods

the price of imported goods
the nominal national income
the cost of living

oowy

2007/CE/1/33
Which of the following statements about inflation is cosrect?

A continuous increase in the price of a good is not inflation.

During inflation, everyone suffers to the same extent.

During inflation, incomes and prices increase at the same rate.

Inflation may benefit some people, particularly those people whose incomes are fixed.

COow>
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2007/CEAY34
Refer to the following information about the composite consumer price index of Hong Kong.
103.0
»®
2 1o2s |
2
£ 1020
b
3 s b
5
G
2 100
2
E 1005 f
(%]
100.0 L - L n
Feb  Mar  Apr Mey lun Jul  Aug  Sep

2006

Based on the above information. se can conclude that during this period in 2006,

A. the nominal GDP was falling.

B. the sominal GDP was increasing.

C. the purchasing power of money was falfing.

D. the purchasing power of money was increasing.
2008/CE/1I/31

Which of the following would lose during an unexpected inflation?

a tenant who has signed a fixed rental coatract before the unexpected inflation occurs

an employer who has fixed the wage payment to his employees before the unexpected inflation occurs

a creditor who has loaned out 2 sum of money at a fixed interest rate before the unexpected inflation oceurs
an insurer who is paying compensation. the amount of which was fixed before the unexpected inflation occurs

onwy

2008/CE/11/33

Year Consumer Price Index (A)
2004 99.3

2005 100.3
| 2006 102.1

Based on the above table, we can conclude that during this period of time.

A. the per capita nominal GDP has increased.

B. the living standard has worsened.

C. the cost of living has increased.

D. All of the above are correct.
2009/CE/11/33

When inflation is expected,

(1) creditors will charge the debtors a higher nominal intercst rate.
(2) workers will request for a raise in their nominal wage rates.
(3) people will tend to hold more monetary assets instead of real assets.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), (2) and (3)

onw»
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2009/CE/11/34
When the consumer price index of an economy increases from 100 to 110, it implies that

A.  the prices of all consumer goods invalved in the calculation of the index have increased by 10%.
B. the cost of living has increased.
C. the standayd of living has increased.
D. people’s nominal income has increased
2012/DSEN/32

The US government has accumulated a huge amount of debt, about USS$14 trillion in 2011. [f there is unexpected inflation in
the US, which of the following parties will most likely gain?

A, Hong Kong residents holding cash in Hong Kong dallars under the linked exchange rate system
B. US citizens holding time depasits
C.  countries holding a large amount of US government bonds, like China and Japan
D. the US government
2013/DSE/I/24

Which of the fotlowing people will benefit from unanticipated inflation?

A. Aloan shark who lends out a sum of money at a floating interest rate

B. A manager who receives a fixed salary with the period of a two-~year coatract

C. A flat-owner who repays a fixed-rate mortgage loan

D. Aretired teacher who receives dividends from various listed companies
2014/DSE//40

Which of the following statements about inflation is/are correct?

(1) Inflation occurs when the government handouts a large sum of cash to every citizen in a certain year.
(2) Inflation redistributes wealth from lenders to debtars ifit is anticipated.
(3) People prefer holding real assets ta cash under expected inflation.

A.  (1)only

B. (2)only

C. (3)only

D. (1), (?)and ()
2015/DSEN/36

When unanticipated deflation occurs, which of the following people will lose?

oow>

people paying a fixed amount of rental payment

people receiving interest from their savings deposits
people repaying a mortgage loan at a floating interest rate
people working under a fixed nominal wage contract

lacroeconomics by Topic
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2016/DSE/1/24
Study the diagram below.

Change in GDP deflator (%5)

35

3

N

= 23

_“\“-‘_ 7
\] <
c iz

i

0.

o

Oct 2014 Jaa 2018 Apr 20tS Jui 2015

The diagram shows that during the period from October 2014 to July 2013,

oW

the nominal GDP was falling,

the purchasing power of money was increasing.

the growth rate of real GDP was higher than that of nominal GDP.

the nominal interest rate was higher than the realised real interest rate.

2016/DSE/U37
Which of the following people will gain in times of unexpected deflation?

(1) holders ot'i-bonds issued by the Hong Kong Government
(2) flat owners repaying floating rate mortgage loans
(3) pensioners receiving fixed pensions

A. (1) and (2) only
B. (I)and (3)only
C. (2)and (3) only
D. (1), (2) and (3)
2017/DSE/N/34

When there is unexpected inflation, which of the following individual(s) will lose?

90w

A firm owner paying his workers a fixed wage

A flat owner charging a rental with adjustment according to the change in price level
Aretired civil servant receiving a fixed monthly pension

All of the above individuals will fose because the purchasing power of money will be lower.
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Short & Structured Questions

1990/CE/T/3(b){ii)
Explain whether the following persons would gain or lose in times of inflation:

(I) abusinessman who has borrowed money from a bank at a fixed interest rate

(I1) a landlord whose premises have already been let at z fixed rent for the coming two years
(6 marks)

1993/CE/L/}(e)
Explain whether “Yummy Yummy” will gain or lose if inflation occurs unexpectedly after

() ithas signed a contract with a hospital to supply a standardized Junch package to the patients at a fixed price for a year.

(ii) it has deposited a sum of money with a bank at a fixed interest rate.
(6 marks)

1998/CEA/1(a)
Define ‘inflation’. (2 marks)

1999/CEN/11(c)

Some waxi-drivers buy saxis by borrowing from banks. If the general price level goes down unexpectedly, explain under what
circumstances these taxi-drivers will

(1) lose.
(ii) have no gain or {oss.
(6 marks)

2001/CE//9(d)

“If an import tax is introduced on all imports to Hong Kong, it would affect Hong Kong's general price level but would not
necessarily lead to inflation in Hong Kong," Explain why this statement is correct, (5 marks)
2003/CE/I/9(c)

Explain whether the following persons would gain or lose in times of unexpected deflation.

(i) Suppose an individual has borrowed a housing mortgage loan from a bank at a fixed interest rate.

(ii) Suppose a retired civil servant receives a fixed monthly pension from the government.
(6 marks)

2005/CE/N/T

Answer Questions 6 and 7 by referring to the following information about the Gross Domestic Product (GDP) of Hong
Kong.

Year Implicit price Per capita GDP at
Table 1: deflator of GDP current market prices (HKS)

2001 98.1 188 835

2002 94.6 183 790

2003 89.6 179 333

Suppose people did not expect any change in the price level. Explain whether the following persons would gain or lose when
the change in the price level indicated in Table I occurred.

(a) abusinessman who obtained a bank loan in 2001 at a fixed interest rate for 2 years

(b) abusinessman whose premises were let in 2001 at a fixed reat for 2 years
(4 marks)
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2007/CE/M/4(b)
The table below shows the gross domestic product (GDP) statistics of Hong Kong:

(HIKS million)

Year GDP at cur'rcnt GDP at constar‘n (2000) GDP deflator
market prices marlket prices

2003 1 233 983 1390610 §8.7

2004 1291568 1510182 85.5

2005 1382052 1619984 A

Suppose people did not expect any change in the price lcvel in years 2003 to 2005. Explain whether the following persons
would gain or losc when the changes in the price level indicated in the above table occurred.

(1) aretired civil servant who receives a fixed monthly pension from the government

(ii) a person who borrowed a sum of money in 2003 from a bank at a fixed interest rate and repaid the loan in 2005

(6 marks)

2009/CE/l/S
Refer to the following information on economy A.

Year Growth rate of GDP deflator

2006 +5%

2007 +4%

2008 +2%
(a) Whatis inflation? (2 marks)

(b) Suppose people did not expect any change in the price level in years 2006 to 2008. In 2006, Phelps borrowed a housing
mortgage loan from a bank at a fixed interest rate. Explain whether Phelps wonld gain or lose when the changes
indicated in the above table occurred. {3 marks)

2012/DSE/TI/11(a)
Read the following news extract.

Hong Kong’s inflation rdte rose to 7.9% last moath - the sharpest jump in 16 yeurs ~ confirming what many
Santilies already feared as they struggle o keep up with the runaway cost of food and rent ...

What is inflation? (2 marks)

2013/DSEALS
Study the following information about an economy.

Year Consumer price index (CPI)
2042 120
2013 126
(a) Calculate the inflation rate in 2013, (1 mark)

(b) Explain ONE difference between using CPl and Gross Domestic Product (GDP) deflator to measure the change in the
price fevel. (2 marks)

(c) Suppose people did not cxpect any change in the price Jevel from 2012 to 2013, Explain whether cach of the following
persons would gain or los¢ when the change in the price level in the above table occurred.

(i) In 2012, Kitman borrowed a housing mortgage loan from a bank at 2 fixed nominal interest ratc. (2 marks)
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2019/DSE//S

Stidy Tables 1 and 2 and answer the following questions. 2018/DSE/I/10(b)
. ‘Who. the employers or the foreign domestic helpers, will suffer a loss if there is an unexpected inflation in the contractual
Table 1: Change in composite cousumer price index (CCPD period? Explain. (2 marks)
Yenz 2016 Year 2037
+2.3% +1.7%
Table 2: Mimimum wage vates per bour
Year 2016 Year 2017 - MARKING SCHEME
| $32.5 - $34.5
(®  Basedon Table 1. sto the change in the genera] price level m2017. {t mark) 199 1/CEN146 1995:CEAU33 2000/CE//39 2007/CEALS4 20 14/DSE//40
®  On 1 Jaouary 2017, Siu Keung cxpectad a +2.3% change of the CCPI iz that year, and he lcnt & sum D b b C(59%) C (66%)
of money to Kiunan at 5% interest rate per anaum. On 31 December 2017, Kitman repaid the sum i . )
plus the interest so him. With reference to Table 1, explain whether Six Keung would gain or lose. 199 LCRAT/AS (905, CH/11:36 2001 CEAN T 2008/CETI3 ) 2015/DSEIAB6
- @ maks) B D B C (69%) A(72%)
(e} Kitwan hes been receiving the minimum wage rate per hour. With refeence to Tables I and 2, 199 LCEALSH 1996/ CE132 200CEA32 2016/DSENin4
explain how her real wage rate would change in 2017. (3 marles) A . » oo
) A A A D {37%)
1993/CE 42 1997:C 2008/CRAV3S 2009/CEH:33 2016/ DSENST
C & D (51%) A (56%0) B (65%)
1994/ CEANL2G JOOTICENK27 2005/CEA134
< D 1) (46%%)
1994 2006:€ 2012/DSEANR2

DG [0%) D (68%

2013/DSEN54

1994:CEA139 1999/CR/11/33
C ¢ (82%)

D C

Noge: Figurey in hrackets indicate the percentages of candidates choosing the correct answers.

1990/CEAS (UL

() The businessman would gain. basause (D
the value of the loan / interest pavinesnts decteases i real terms during inflation. 2)
{(I1) The landlovd would lose, beeause h
tae value of the rent decreases in real terms / the purchasing power of the fixed rent drops in times of inflation. )
1993/CE/1 1(e)
(i) Lose, because o
the real value of the receipt will decrease during inflation.
OR
the cost of supplying the unch packuge will increase during inflation. (2)
(ii; Lese, because [¢)]
the real value of the sum of mouey andior the interest income will decrease dwing inflation 2)
1998:CE/1(R)
A continnous rise in the general price level {2)
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1999/CEA/Y L(c)

(i) Under fixed interest rates. the payment of hire and purchase remains the same.

OR

Under floating ipterest rates, the fall in pominal inlerest xate js Iess than the fall in the general price level. 2)
However. the value of payment to bank for hire purchase will increase since the purchasing power of the payment
increase. (2)

(i) Under floating interest rafes, if the adjustment of the interest rates is fast enough to catch up with the fall in the general

price Jevel, there will be no loss nor gain, 2)
200 CE/NdL
Effect on the seneral price level
Most foodstuifs, daily necessities and tndustiial raw materials are imported. 0
/. introduction of the tax would lead to a yise In the general price fevel m

Resuit in inflation?
1f the jntroduction of the tax only sesults in an gnce-and-for-all rise in the general price level, then it would not bring forth an
inflation. {3y

[Only put down the definition of inflation as “a persisteat or continuous rise in the general price level” without other
<claboration - max: 2 marks}]

2003/CE1/9¢)

(1} Laose. because (98]
the fixed armount of Joan repayment and the Axed amount of foan inlerest payment both have a higher purchasing
power than that before unexpected deflation occurs. (2)

(1) Guin. becanse (

the fixed pension has a higher puwchasing power than that before the unexpected dellatian occurs.

2003/CEAT
(21 He would luse, because in
he repays a fixed amount of money, the parchasing power of which has increased beeause of imexpected deflatian. (1)

(b)  He would gain. because n

he recaives a fixed amount of moncy. the purchasing power of which has increased because of nnexpected deflotion.
(4

2007/CEA/M(b)

The table indicutes a decrease in the geacral price fevel (2)

() Hewould gain, becanse . (1)
the fixed amount of pension has a higher parchasing power (in tines of unexpected deflation) (1)

(ii) e would losc, because (1
the real valuc of the repayment will increase (during unexpected deflation). (y

2009/CE/S

(2) Intlation is a continuous rise in the general price level 2)

(b) He would gain, because Q8]
the real value of bis loan repayment will decrease. (&)

2012/DSEALT1(a)
Persistent increase in the general price level (2}
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2014/DSE
(@ [(026-120)/120] x 100% = 5% (1)
(b} CPI only includes consumer oods while GDP deflator includes both consumer poods and produser goocls.
OoR
CPT caleulates a fixed basket of goods and the weighting will be revised every § years while GDP deflator has vatiable
baskets of goods for each year 2
t¢) (i) Kitman would pain. because 03
the unexpected inflation would lower the real value (purchasing power) of the Joan repayment. m
2018/DSETL10(b)
The foreign deniestic helpers will lose under unexpected inllation. as the purchasing power of their fixed wage would drop.
@
2019/DSE!I6
(@) Increosed (+1.7%). 48]
() He would gain becwuse when the sctual jiaflation ke (1.7%) was lower then the . -(3)

expecied inflaton rate (23%), the acwmal real inferest rate received (3.3%) was
higher than the expected real interest rate (2.7%). OR the purchusing power of the
interest received was higher than expectad.!

(c) Real wage rates increased because the increase in the nominal wage rate 62% was 3)
higher thar the inflation rate 1.7%.
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2.3 BUSINESS CYCLE

Multiple Choice Questions

1994/CE/II/35
According to the data below, what do we call the phase of the business cycle that the economy was in 19917
Year 1989 1990 199] 1992 1993
Real GDP
2 2 3
arowth sate (%) L5 0.0 2.1 23 35
A, recovery
B. peak
C. recession
D. through
1994/CEAL/36

During recession.

(1)
)

(3)
)
A
B.
&
D.
1995/CE/IV35

the growth rate of national income is steady.
the general price level begins to rise.

the uneinployment rate increases.

the production level declines.

(1) and (2) only
(1) and (4) only
(2) and (3) only
(3) and (4) only

Which of the following will happen in times of recession?

m
(2)
®)
@)

vowy

199¢/CE/1/59

The total demand fer goods and services wiil decrease.
The budget deficit will decrease.

The unemployment rate will increase .

The balance of payments deficit will increase.

(1) and (3} only
(1) and (4) only
(2) and (3) only
(2) and (4) only

Which of the following is NOT a characteristic of the phase of recession in a business cycle?

A. The consumption expenditure decreases.
B. The investment expenditure decreases.

C. The unemployment rate increases.
D

The govemment suffers from fiscal deficit as her tax revenue decreases and expenditure increases.

82

2. Unemplayment & inflation

1997/CE/11/30 A
An economy is experiencing the following: the unemployment rate is declining, prices have stopped falling and started ]
rising, and investment expenditure is expanding. [t is in the phase of a business cycle.

recovery
peak
recession
trough

0w

1998/CE/11/27
Which of the following indicates that the economy is beginning to recover from depression?

A.  decreasing price level

B. increasing government fiscal deficit

C. decreasing balance of payments deficit

D. increasing employment rate
1999/CE/TI/27

In the diagram below. X is situated in a certain phase of the business cycle. Which of the following is a characteristic of the
phase? t
% change in real GNP
A

avu:;g:
growth rate i

[ —

The real GNP has a zero growth rate.

The nominal GNP is higher tha the real GNP

The investment expenditure of the cconomy is zero.
The unemployment rate is high.

onwx

1999/CE/1/28
According to the government. Hong Kong experienced a recession in 1998 because three consecutive quarters, there was

A.  An increase in the unempioyment rate.
B. A fall in the average wage rate.
C. Afallin the general price level.
D. Anegative growth rate of rcal gross domestic product (GDP)
1
2000/CENI/37

The following phenomena are observed in an economy:

(1) Industrial output on an upward treed
(2) Increasing imports and exports

(3) Growth of retail receipts i
(4) Forecast of economic growth being revised upwards. ;

Which phase of the business cycle is the economy in?

A, peak

B. recession
C, trough
D. recovery
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2001/CEAI/38
If Hong Kong is in the stage of recovery in the business cycle.

A. government expenditure will increase.
B. the proportion of tax revenue in total government reveaue will decrease.
C. govemment revenue from direct taxes will increase.
D, there will be a budgetary surplus for the government.
2002/CE/NL/28
%
b( P Unempioyment rate
0 t + + + > Year
1 7 \ 4
GOP growth rate
The information above shows that the economy isinastageof in Year 3.
A.  recession
B. depression
C. recovery
D. prosperity
2004/CE/IN32

When an economy is in the recovery stage,

(1) retail receipts will increase.

(2) the government will have a budget surplus.
(3) the unemployment rate will fall.

(4) the balance of payments deficit will decrease,

A. (1) and (3) only
B. (1) and (4) only
C. (2)2nd(3) only
D. (2)and(4) only
2005/CE/NU31

The following is observed in an ¢conomy: the unemployment rate is decreasing, the price level is no longer falling but rising

instead, and the investment expenditure is increasing.
In which phase of the business cycle is the cconomy situated?

A. recovery
B. peak

C. recession
D. trough
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2006/CE/M1/27
%
1 Real GDP grawth rate
7=~ < Unemployment rate
0 + 4 —+—> Yecar
2003 2004 2005
According to the above information. the economy is in a stage of in 2004.
A.  recovery
B. prosperity
C. recession
D. depression
2007/CE/NI/31
In the diagram below. X is situation in a certain phase of the business cycle. Which of'the following is a characteristic of this
phase?
% change in rcal GDP
K\ average
I S owth ratc
‘ \/ b
0 =
Year
A. The general price level is falling.
B. The consumption expenditwe is failing.
C. The balance of payments surplus is increasing.
D. The level of investment is increasing.
2008/CE/T1/29

In the stage of economic . the percentage change in real GDP

A. recession ...... could be negative

B. recovery ...... is equal to the inflation rate

C. prosperity ...... will be constant

D. depression ...... will be zero
2009/CE/L/31

The following phenomena are observed in an economy:

Total sales value at the retail level is decreasing.

Bankruptey petitions are increasing.

The inflation rate is falling.

The forecast of economic growth has been revised downward.

L B B 2

Which phase of the business cycle is the economy in?

A.  peak

B. recession
C. trough

D.  recovery
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2010/CE/M/31
The following phenomena are observed in an economy:

Retail receipts are increasing,

The employment of the manufacturing sector is increasing,

The stock prices are increasing,

The forecast of the real GDP growth rate has been revised upward.

-
-
-
»

Which phase of the business cycle is the economy in?

A, peak

B. recession

C.  trough

D. recovery
2010/CE/NI/44

‘Which of the following will increase in times of economic recovery?

A, trade surplus

B. budget deficit

C. government expenditure
D. direct tax reveaue

2013/DSEA/33
The following phenomena are observed in an ¢conomy:

(1) The unemployment rate is increasing.

(2) The inflation rate is no longer rising but falling instead.
(3) The inventories of producers are accumulating.

(4) The forecast of economic growth is revised downward.

The economy is in the phase of a business cycle.
A, recession
B. trough
C. recovery
D. peak
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2014/DSE/N/39
In the diagram below, A is situated in a certain phase of the business cycle.

% change in real GDP

At Point A, there will be an increase in in the economy.

(1) the labour empioyment level

(2) the general price Ievel !
(3) the sales of firms

(4) transfer payments |

(1) and (2) only

(3) and (4) only
(1), (2) and (3) only
(1),(2),3)and (4)

vows
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Short & Structured Questions

1995/CE/NI7
Look at the business cycle shown below, Identify the phase which point A is in, Indicate THREE general economic
phenomena which occur in this phase.

Real gress national product growih raic

A

A /\ Long-term
\/ v s

43 Year

(4 marks)

1995/CE/N/6(a)
Study the following data about Hong Kong.

"Year onl year % change in Composite consumer
Year Quarter real gross domestic Unemployment rate (%) posite "
price index
product (GDP)
2% -5.1 4.4 119.2
1998 34 -6.8 5.0 1186
4 5.7 5.7 116.1 |
1999 ™ -3.4 6.2 115.6 |
Identify the phase of business cycle the economy was in during the above period of time. Give the THREE economic
phenomena of this phase as indicated by the above data. (4 marks)
2008/CEN/S

Refer to the business cycle shown below. Identify the phase which point A is in. Apart from the information about the real
aross domestic product (GDP) growth rate in this phase, give TWO general economic phenomera which occur in this phase.

(3 marks)
Real GPP Growth Rate

Fvﬁv@* o

* Year
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2010/CE/N/7
Refer to the business cycle shown below.

Rezl GDP Growth Rate

Long-term Growth Rate

A

0 Year

(a) PointAis in the phase of the business cycle. (1 mark)

(b)  Apart from the change in the rea gross domestic product (GDP) growth rate, give TWO general economic phenomena
which occur in this phase. (2 marks)

2012/DSENI/6(b)
Rising unemployment is one of the phenomena which occurs during cconomic recession.

Other than rising unemployment, give TWO other economic phenomena which would oceur during economic recession.

(2 marks)
2016/DSE/11/6(c)

Suppose the covntry is in the phase of recovery, Apart from the reduction in unemployment rate, give TWO gencral
ccenomic phenomena during recovery. (2 marks)
MARKING SCHEME
1994;CEM/35 1998/CEM 27 2002/CEM1/28 2008/CETI2S 2014/DSET/39

A D A(65%) A (G4%) C (80%)
1994/CE/IT56 [999:CEAL27 2004/CE/ /32 2009/CEA/31
D D A (76%) B (91%)
1995/CE//35 1999/CE1/28 2005/CE/1I51 20 10/CETI3)
A D A(94%) D (89%)
1986/CEAL/59 2000/CEAV37 2006/ CEAI2T 2010/CE/IL44
D D A (7% D (65%%)
1997/CENL30 2001 CEILSS 2007:CEAL3) 2013/DSENL33
A 0 D (70%) A{91%)

Nuote: Figurey in brackets indicaie the percentages of candidaies choosing the correet unswers,
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1995/CIE3/7

Peak : boosn / econonue prosperity

- high employmert rate £ low uncraplovment rate / fuii crployment or close to fill employment
- high consampuon Jevel / investment Jevel

- bigh prodnction Jevel § national income level

- price Jevel 17 wage rate |

- interest rate |

[Mark the FIRST THREE poinss only.]

1995/CE/1/6(a)

1ng unemployment rate
~ falling vost of living
Mark the FIRST THREE poinis oxly.]

2008/CE/S

Recovery

- employment increases

- aggregate demand increases / private consumption expenditure increases / investment increases
-~ peneral price level increases

[Mark the FIRST TWO peints only.]

2010/CLEA7

Recession / contraction

- unemployment (1ate) increuses

- aggrepate demand decreases ¢ private consumption expenditure decicases / investment decreases
- inflation rate decroases / defation / general price leve decreases

[Mark the FIRST TWO points only.]

2012/DSE/11/6ib)

- falling or even negative real GDP growth

~ Jow { falling inflation or cven detlation

- falling business confidence. levels of investment, consumption
[Mark the FIRST TWO points oniy.)

2016 DSET/6(<)

- ziging real GOP growih rate

~ rising inflation ; lower deQation

- rising levels of tuvestment / consomption
[vlark the FYRST TWO points oaly.]
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€1z, nax: 3)
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)

m

(1:d. max: 2)

1)

P

(1@, raax: 2)

(1@, max: 2

(1@, max: 2

2.4 DISINFLATION, NOMINAL AND REAL INTEREST RATES

Multiple Chaice Questions

1990/AL/TI/ 1L
Which of the following statements about inflation are correct?

(1) Inflation can exist in a bartcr economy.

(2) Intimes of inflation, income will be redistributed from the general public to the government.

(3) The nonnal interest rate will be greater than the real interest rate when inflation is fully anticipated.
(4) Inflation can be eliminated by price coatrol.

A, (I)and (3)only
B. (1) and (4) only
C.  {(2) and (3) only
D. (2) and (4) only
1990/AL/M/24

The inflation rate and the real interest rate were expected to be 5% and 4% respectively. In reality, the actual inflation rate
tumned out to be 7%. What was the real interest rate?

A 1% B. 2%
C. 3% D. 9%
1992/ALAL2 ]
If the nominal rate of interest is 10% but the real rate of interest is only 6%, the real return on holding cash will be
A 0%. B. -4%.
C. -6%. D. -10%.
1993/AL/1/29

If the sum of the real interest rate and the anticipated inflation rate is greater than the nominal interest rate, which of the
following will be FALSE?

A. Nobody likes to lend money to others.

B. Pcople want to borrow money for consumption.

C. People want to make investments themselves.

D.  The anticipation inflation rate will fall.
1995/ALMI/19

Ifthe inflation rate falls and remains positive,

A.  the cconomy is experiencing unemployment.
B. the price level is falling at a fixed rate.
C.  the price level increases and then decreases.,
D. the price level is rising.

1996/AL/MI/2)

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

the nominal rate of interest.
the expecred ratc of inflation.
the actual rate of infatien,
None of the above,

oow>
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1999/ALMI/17
The inflation rate in an economy was 10% in 1996 and dropped to 5% in 1997. Which of the following must be true about
the economy in the above period?

A.  There was a fall in the standard of living.
B. There was 2 deflation in the year 1997.
C. There was a rise¢ in the prices ot all goods.
D. None of the above.

1999/ALMI/18

The expected inflation rate and the real rate of interest rate are 10% and 4% respectively. If the actual inflation rate turns ont
to be 9% only, the cost of holding cash is and the real rate of return on fiolding cash is

A, B. 4%..
C. D. 14%.
2002/AL/11/22
The nominal interest rate and the expected inflation rate are 10% and 7% respectively. If the actual inflation rate returns out
to be 12%, then the realized real rate of interest will be and the real rate of return on holding cash will be
A 2%..-12% B. -2%....-10%
C. 3%...-12% D. 3%....-10%
2002/AL/11/26
Study the diagram below.

Growth Rate (%)

Trend of Coxsumer Price fudex

0 Mouzth/Year

108 3/80 S00 700 9700 1100 L1 301

The diagram shows that during the period,

A.  deflation occurred.
B. the growth rate of money stock was greater than the growth rate of nominal output.
C. the purchasing power of money was rising.
D. the general price level was rising.
2003/ALAI/21

The real rate of return on holding non-interest-earning cash is pesitive if

the rate of'inflation is failing.

the interest rate is falling.

prices are falling.

the velocity of circulation of money is falling.

Pow>
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2004/ALM/ES

Disinflation means that

A.  the inflation rate is at a disequilibrium level.

B. inflation destabilizes the ecoromy.

C.  the deflation rate is rising.

D.  the price level is increasing at a slower rate.
2004/AL/1/18

Suppose individuals can only choose to hold bonds or cash. The cost of holding cash is

A.  the real interest rate because the return fom holding bonds will not be affected by a change in the price Jevel.
B. the real interest rate because it reflects the rate of return from investment.
C. the nominal interest rate because it is the return from bonds.
D. the nominal interest rate only when inflation rate can be accurately anticipated.
2005/AL/1/22

When there is deflation,

A.  the real interest rate will be negative.
B. the nominal interest rate will be negative.
C. the real interest rate will be higher than the nominal interest rate.
D. All ofthe above.
2006/AL/TI/08
If the nominal interest rate on one-year bond is 8% and the expected intlation rate is 3%, the nominal rate of return and the
expected real rate of return of holding money are and respectively.
A 0% ...3% B. 0%.... ~5%
C. 8%...-3% D. -8%....-5%
2006/ALMI/2]

The real interest rate will be higher than the nominal integest rate if

A. the actual inflation rate is lower than the expected inflation rate,
B. the expected inflationrate is falling.
C. the nominal interest rate is falling.
D. the price fevel is sxpected to fall.
2006/AL/11/23
Growth rate of GDP deflator {%4)
5
4
3
1 ~
] Year
¢ I 2 3 1 §

The above diagram shows that during the period

there is disinflation in the economy.

the growth rate of money stock is positive.
the general price level is falling.

#hos etnnedard oF living is falling.

0>
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2008/ALA1/21
The nominal interest rate is the same as

A. the real interest rate when people expect no change in the general price level.
B. the real interest rate when the central bank holds the interest rate constant at a target level.
C. the real retumn of holding monetary assets.
D, the real interest rate plus the actual inflation rate.
2008/ALA1/23

When there is inflation.

net monetary debtors will gain because the real value of intecest payments will fall.
the cost of holding meney is the real interest rate instead of the nominal interest rate.
a positive growth rate of reai income implies a positive growth rate of nominal income
a positive nominal interest rate necessarily implies a positive real interest rate.

oCnw»

2010/AL/M/ 19

Suppose the ncminal interest rate on a one-year bond is 3% and the expected detlation rate is 2%. However, the gencral price
level turns out to rise by 3%. The nominal rate of return and the actual real rate of return of holdiny the bond are ___

and __ respectively.

A 3%.... 5% B. 3%.... 0%
C. 0%...5% D. 0%....0%
2011/ALNV18

Suppose the market rate of interest is 5% and the expected inflation rate is 3%. The opportunity cost of holding money is
_. and the real rate of return on holding money is

A, B. 3%
C. D. 3%
2012/AL/IU21

‘The nominal interest rate and the expected inflation rate are 8% and 5% respectively. If the actual inflation rate is 10%, the
real rate of return on holding cash will be

A -10% B. -8%
C. 5% D. 3%
2014/DSE/1/32

The nominal interest rate of a one-year bond and the expected inflation rate are 8% and 3% respectively. If the actual
inflation rate is 6%. then the actual real interest rate is and the actoal rate of return of holding cash is

A 2%....-8% B. 2%....-8%

C. 5%..s. 6% D. 5%...-8%
2015/DSE/N/31
If the pomina] interest rate is 5% and the expected intlation rate is 3%, the cost of holding money is the nominal
retarn of holding money is and the expected real interest rate is o

A 5% ... 23% ... 2% B. 5%...0%....2%

C 8%...-3%...3% D. 8%... 0% ...... 3%
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2019/DSE/: 32

Intimes of inflation, suppose the nomrinal inkrest rate of a bond 3s higher than the expecied mflatice rate. I
the actual inflation rate taras out 00 be higher than the expecsed inflation rate,

(1) the actual inflation rate will be higher than the pamiaal interest rate of the bond.

{2) the expected real rate of return of the bond will be greatex thau the acteal real rate of retom.
{3) the actualreal yate of resurn of the bood may be negative.

(4) the real rate of renrm of holding cash will be higher than acro.

A (1)and(2) oniy
B. (I)and (4) only
C.  (2and (3) only
D.  (3)and (4) only

2019705

Under unexpected deflation, which of the following persons will lose?

(I} Ms Mok holds a time deposit of one million dollars in a deposit taking company.

{2} Mr Lo receives intecest from Silver Bond of which the rate of zeturn is finked ¢o the infation, subject |
0 2 minimum return of 3%. L ]

(3) Mr Chan signs a two-year contract with an ozlive TV. company to subscribe to ifs service by 2 fixed

monthly payracnt,

A. (Ionly

B. 2)only "
C. (3yonly .

D. (2)a0d(@)only

2020/DSEN/34
When there is urexpected inflution, which of the following persons will gain?

2 landlord who adjusts his rental according 10 the price index

@ creditor who has loaned out a sum of mouocy at a flosting intercst rate

an euployer who signs 2 fixed nominal wage contract with his cmployecs
a retired civil servant who receives a fixed monthly pension

wowy
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Macroeconoralics by Tg,

2 Unemployment & (rfiaton (a)  Whatis {he opportunity cost of holding meney? Explain.

2018/DSE/34
Assume that the real interest rate is 6% and the expected inflation rate is 3%. If the actual inflation rate is 5%, the cost of’
holding money will be

A 4% B. %
C. %% D. 11%

Short & Structured Questions

1994/AL/NI/2
Explain why people reduce their cash holdings and savings deposit balances in banks when there is high inflation.
(8 marks)

2003/AL/M1/2
(a) What is meant by deflation? Is it the same as a fall in the inflation rate (i.c., disinflation)? (2 marks)
(b) What is the relation between the nominal and real interest rates when people expect deflation? Will the nominal rate be

higher or lower than the real rate? (4 warks)
2007/AL/I/1(a)
Name on¢ similarity and one difference between the terms in each of the following pairs:

deflation; disinflation. (3 marks)
2012/DSE/11(a)

To relieve the effect of inflation on citizens. the government has issued inflation-linked bonds (ibonds) with interest paid to
bondholders every six months. The interest rate is positively related to the actual inflation rate of the last halfeyear period.

{c) What is the opportunity cost of holding cash instead of ibonds? (2 marks)
(d) Explain how jbonds would relieve the effect of inflation on their holders. (2 marks)
2015/DSE/N3

(a) Whatis the relationship between nominal interest rate and real interest rate? (2 marks)

(b) “When there is actual deflation, the nominal interest rate will be lower than the real interest rate.” Do you agree?
Explain. (3 marks)

2014/DSEAI/5(c)(ii)
Study the following information about an economy.

Year Consumer price index (CPI)
2012 120
2013 126

Suppose people did not expect any change in the price level from 2012 1o 2013. Explain whether ¢ach of the following
persons would gain or lose when the change in the price level in the above table occurred.

(i) In 2012, Marlene invested in a project with an expected nominal rate of return of 12% per year. [n 2013, she discovered
that the actual nominal rate of return was 15% per year. (3 marks)
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MARKING SCHEME
1990/ALAI/TL 1996:ALAL21 2003/ALA121 2006/ ALL2] 201ALAYIS
© A Cc D (50%) D (67%)
1900/ALAL24 1999/ALAI 17 2004/ALA11S 2006/ALAL23 2012/AL711721
B b D {71%) A(6e%) A(62%)
1992/AL/11721 1995/AL/E 18 2004/ALA4E18 2008/ALAI2] 2014/DSEA/32
B (S C (53%) A (66%) A(57%)
1993/ ALTL2G 2002/ALT22 2005/ A1T1722 2008/AL7123 2015 DSEA31
D A($7%) C(73%) C{33%) B(52%)
1995/ALAL IS 2002/AL/11:26 2006 AL1A08 20107ALA119 2018 DSEN34
D D139%;} A20%) B (G %m C139%)
WI9DIEN. Note: Figures ine brackers indicare the percentages of candidares choosing the correct unswers.
C 2039/DSENT 2020/DSF34
& &
19947 AL

Whether an asset will be held depends on its real rats of returns which equals nominal rate minas the inflation rate. The
nomiual interest retaras to cash holding is zero. With high mBation rate. the real vute of return is “very’ negattve, which
explains why people reduce cash hoiding

o

Though interests are paid on saving deposits. the rate is usually less than the inflaion rate This is particwlarky se i the
inflation rate is high, Thus the real rate of returns 10 saving balances is still negative. People will swirch to other assets with
positive real rates.

2083/ALM12
{a) Delation (or negative inflation} is a sustained fall in the general price level
Disinflation is a reduction in the inflation rate (Le., a slower rise in the genvral price level).

(b)  Accerding 10 the Fisher equation, the nominal interest rate is equal to the st of the real intecest rate and ihe gxpected
inflation rate.
Since expected deflation equals the negative of expected inflation. we can express the nominal rate as the real rate less
expected detlation. Hence, the real rate will exczed the nominal rate when people expect deflation,

2007: AL L)

8: Change in the general price level over time.

D: Negative inflation (sustained fall in the price levei} vs. reduction in the inflation rate tsustained increasc in the price
level at a slower rate).

2012/DSE/LT {a)
(c) The opportunity cost is the pominal return of the ibonds. 2)

td)  The ibonds help preserve the purchasiag power of the invested sum of money becanss the interest return of ibonds witl
increase at the same vate as actual intlatien (i.e. the real interest cate on ibonds is virtvally fixed by the governmenty. (2)
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2013/WSENL3
(2) Nominal interest rate (R} = expected inBation rate + real interest rate (r) {2)

(b) No, R will bs lower than r only when the gxpzcted inffation rate is negative. But the existence of actual deflation does
not imply that the deflation is expected.
OR
Yes. because people may expect deflation beforehand and an expected deflation will result in a nominal interest rate
being lower than real interest rate.

ORrR
Yes. because the realized (actual) real interest rate will be higher than the nominal interest rate when there is actual
deflation. 3
2014/DSEANU5(c)(il)
Marleae would lese, because (3]
mivei the 15% rate of actaal nominal return and the 5% rate of actual inflation. her actual real rate of return equals 10%
{= 13% - 5%, which falls short of her expected real rate of return (12%). 2)

2020/DSEHSa

S o Nominal mterest rate. Sinee maney ts an non meore generating assst ¢ nonyinal retum = § ), holding moaiey witl give up
naminal aferest tale as incoine

b) During inflation . the real vatue s puschasing posver will decrease of the coupon.

Or

“The coupor s a0l generally acceptable as medinm of exchange.
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SECTION 3: GOVERNMENT BUDGET

3.1 PRINCIPLES OF TAXATION

Multiple Choice Questions

1994/CE/11/46
In Hong Kong, salaries tax is normally paid by two instalments and the tax payment can be made through the post. This
practice agrees with the principle of taxation.

A, equality

B. convenience

C. certainty

D. economy
1996/CE/11/40

A Japanese electronics firm produces and sells its prodncts in Hong Kong. Therefore, it has to pay profits tax to the Hong
Kong government. Hong Kong is applyiny the

A.  source principle.

B. residence principle.

C.  equity principle.

D. convenience principle.
1997/CEN1/47

Which of'the following descriptions of Hong Kong's taxation system is true?

A, Only incomes derived from Hong Kong are liable to tax,

B. Ratesisa direct tax.

C. Import duties are imposed on some goods in an attempt to protect local industries.
D. The profits tax rate of corporations is the same as the standard tax rate.

2000/CE/1V40
The payment of salaries tax and profits tax can be made by the Payment by Phone Service (PPS) by which taxpayers can
transfer money from their bank accounts to the government. This practice satisfies the principle of taxation

source
certainty
convenience

equity

Cnw>

2002/CE/NI/39

Suppose the government of an economy announces that the people will have to pay a general sales tax of 2% of the selling
price when they purchase any goods and services. The government also Taunchs a series of programmes to make sure that the
public nnderstands the new tax. Which of the following taxation principles is iltustrated by the above measures of the
government?

A.  equality

B. certainty

C. convenience
D. economy
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2003/CE/11/44
‘Which of the following statements about the tax system of Hong Kong is correct?

A. The rental income derived from properties overseas is subject to the property tax of Hong Kong,.
B. Allthe business organizations in Hong Kong have to pay at the same profits tax rate. as it is a proportional tax,
C. Interestincome from deposits denominated in Hong Kong dollars is subject to interest tax in Hong Kong.
D. The estate duty in Hong Kong is a progressive tax.
(Note: The estate duty was abolished in 2006.)
2006/CE/Il/41
The following lines A, B, C and D indi different relationships between tax payment and taxable income. Which of these

four lines shows a relationship in accordance with the taxation principle of equality put forth by Adam Smith?

Tax payment
A A
B
C
D
0 ¥ Taxable income
A line A
B. lincB
C. lineC
D. lineD
2007/CE/1i/41

The introduction of'a 5% Goods and Scrvices Tax on specified items ot zoods and services is regressive in naturc and will
incur large administrative costs.

The above statement is concerned with the principle of taxation put forward by Adam Smith.
(1) equity

(2) certainty

(3) cconomy

A. (1) and (2) only
B. (1) and (3) enly
C. (2)and(3) only
D. (i) (2)and(3)
2009/CE/IL/40

Which of the following statements about the tax system in Hong Kong is correct?

Capital gains fiom the trading of stocks are subject to capital gains tax.

Rental income from a residential flat in Mainland China is subject to Hong Kong income tax.
Gasoline consumption is not subject to tax.

The estimated rental value of owner-occupied residential flats is not subject to property tax.

Dowy
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2009/CE/TI/41

In Hong Kong, citizens are allowed to make their tax payments through the Internet. This practice is in line with the
principle of taxation put forward by Adam Smith.

A.  equity

B. certainty

C. convenience

D. source
2013/DSEAN/35

In July 2009, the government introduced an environmental levy of 58 cents on each plastic shopping bag at the retail level,

with the first phase covering chain or large supermarkets, convenience stores and personal health and beauty product stores.

Small shops are exempted in the first phase. Customers can pay the levy, with the original amount of purchase of goods, by
credit card. Easy Pay System (EPS) or cash.

The collection of the above eavironmental levy is LEAST in line with the __principle of taxation put forward by
Adam Smith.

A.  eqnality

B. econmomy
C. convenience
D. certanty

2020/DSE//39

The following is an extract of the missjon of the Inland Revenue Depanment

Qur Mission
We are commined 10
- collecting revenne eifficiently and cost-etfectively
! - cnubhng stafl 10 sequire te necessary konewledge. skills and
i attitude so thet they can conwibute their best o the achievement
of our vision

i

principle of taxaton put forward by Adam Swmith.

The above mission is in line with the S
equality

certainty

convenicnoe

economy

vowmy
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Short & Structured Questions

1990/CE/1/5(a)
Explain THREE principles which a government has to consider when introducing a new tax. (& marks)
1993/CE/N/5(b)(ii)

1fMr. Chan reats the flat to a tenant, he will have to pay property tax to the Hong Kong government for the rental income.

From the view point of the taxpayers, property tax follows certain taxation principles. Give TWO such principles. (6 marks)

1999/CE/I/10(c)

Mr. Ng is a Hong Kong citizen. He sets up a firm in Mainland China and earns profits.

(i) Explain whether Mr. Ng needs to pay profits tax to the government of Hong Kong. (2 marks)

(i) Mr. Nguses the Hong Kong International Airport when he flies to Mainland China. What tax does he have to pay to the
goverument of Hong Kong? Which taxation principle is applied in this case? (2 marks)

2002/CE/L/8

State and explain TWO principles of taxation put forward by Adam Smith, (4 marks)

2005/CE/V/8

Apart from *convenience” and “economy’. explain TWO principles of taxation put forward by Adam Smith. (4 marks)

2010/CE/I/6

Apart from “certainty” and ‘convenience’, bricfly explain TWO taxation principles put forth by Adam Smith. (4 marks)
2014/DSE/M/6(a)
Karen, a Hong Konyg resident, works as a photographer in a media group in Shanghai.
Would Karen's salary carned in Shanghai be taxed in Hong Kong? Explain your answer. (2 marks)
2017/DSENT/6(b)
Suggest ONE type of direct tax in Hong Kong that follows the tax principle of *equality’ put forward by Adam Smith.
Explain your answer. (2 marks)
2018/DSE/I/6(b)
The government proposes the following changes in the profits tax system.
Profit Existing system New two-tier system
On the first $2 000 000 8.25%
16.5%
Rernainder 16.5%

Evaluate the above changes in the tax system in terms of ONE principle of taxation put forward by Adam Smith, (2 marks)
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MARKING SCHEME
1594/CE/IL/46 2000/CEA11/40 2006:CEL41 2009/CE/L1/41 2026/DSEA/3Y
B C B (59%) C (92%) D
1996/CETI/40 2002:CEN1139 2007:CRTi41 2013DSEASS
A B (62%) B (deleted) A (70%)
1997/CEMI{47 2003/CE/Ml/44 200G6/CEM/40
A D (54% D (41%)

Noter Figurey it brachely indicate the percentages of canditlates choosing the correct anywers.

1990:CEN/S(a)
Equity -
the rich should pay more than the poor t.¢ the tax should be based on the ability to pay (proportional taxation /
progressive taxatios)
Certtainty —~
the goverument should state with certainty the tax obligation of the tax-payer. and not arbirraridy interpret o chanze it
Convenience —
the payment of tax should be conventent ta the tax-payer and the government
Economy -
the cost of collecting and admimstering the tax should be small in refation to the total tax revenne raised (240, max: 6)
[Mark the FIRST THREE points only ]

1993/CEAZ3 (b)(ii)
Equality principle —
property=tax-payers pay 1axes in proportion to their rental incomss.
Convenience principle -
the payment of property tax is convenient to the taxpayers.
Certainty principle —
property-tax-payers know their tax obligation clearly. (3@. max: 6)
[Mark the FIRST TWO peints only.]

1999/CE1/10(c)
(i} No, because U]
taccording to the source principle.) the income eamed is not derived from H.K. (1)
(1) Airport departure tax. [¢))]
The cerainty principle / convenient principle / cconomy principle. ($))
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2002/CELS
(Equality-)
The tax paymeants should be in proportion to the taxpayers” income.
{Cettainty-)
The tax obligation (e.ir.. the time of payment. the manner of payment and the tax amount) of the taxpayverss should be stated
with certainty and not be arbitrarily interpreted ot changed by the government.
{Convenicnce-
The time and mothods of the tax payment should be conventent fo the taxpayers.
(Economy-)
The administrative casts of tax collection should be as small as possihle refarive (o irs viekd, (2@, max: 4)
[Marck the FIRST TWO paints only.]

2003/CE//8
{Eguatity-)

The tax payrents shewld be tn proportion fu the taxpayers” meome 2}
{Certainty-)

The tax obiigation (e.g.. the time of payment. the mannet of paynient and the 1ax amount) of the tuxpayers should be stated
with cerainty and not be wbitranshy interpreted or changed by the sovernment [l

(Equality / Equity:) the tax payments shonld be in propoction ro the rax-payeres” income. (21
{Economy) the administrativie costs of 1ox collection should be as smatl as possible. (21

2014 DSEN 6 ay

No. becanse (1N
accoerding to the sousce principle, income not derived from HK would not be taxed by the HK goverament. nH

20 (7:DSEAVG(b)
Standard tax rate of salacies tax / profits tax / property tax. because
every taxpayer has to pay the tax amoont in the same proportion to these different sources (salaries ; profirs 7 rental
incomie) of his income. (&3]
[Mark the FIRST point only.|

2018/DSE‘L/6(b)

Equality: The new tax is no longer proportional, meaning that it1s inconsislent with the squality principle. (2)

Economny; The new tax system may incur a slightly higher administeation cost. rendering it [ess in line with the conomy
principle. @)

[Mark the FXRST point oniy.]
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3.2 TAXATION IN HONG KONG

Multipte Choice Questions

1990/CE/N/3 1
‘Which of the following are indirect taxes?

(1) excise duty
(2) estate duty

(3) rates
(4) profits tax

A, (1)and (2) only
B. (1)and (3) only
C.  (2)and (4) only
D. (3)and (4) only
1995/CENL/44

In July 1994, Mr. Chan bought a new house in Shatin and moved in immediately. In this case. the taxes that Mr. Chan has to
pay for the financial year 94-95 are:

(1) stamp duty
(2) property tax
(3) rates
A. (1) and (2) only
B. (1) and (3) only
C. (2)and (3) only
D. (1)@ ad(3)
1997/CE/11/41
The following are the annual income of Peter in Hong Kony in 1996.
Tvpe of Income Amount ($)
Salaries as a teacher in a secondary school 600 000
Interest from local deposits 4000
Rental income from letting a flat to a Japanesce 300 000

According to the taxatien system of Hong Kong, Peter has (o pay

salaries tax only.

salaries tax and interest rax.

salaries tax and property tax.

salaries tax, interest tax and property tax.

vowy
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1998/CE/11/40
Mr Chan has the following incomes:

(1) ycar-end bonus

(2) dividend form shares

(3) capital gain in foreign exchange speculation
(4) rental income from leased properties

According to the tax system of Hong Kong, which of the above incomes are subject to taxation ?

A. (1) and (2) only
B. (l)and (4) only
C. (2)aud (3) only
D. (3)and {4) only

2000/CE/T1/42

Which of the following is a direct tax in Hong Kong?
A, estate duty A
B. rates T
C. interest tax :
D. sales tax

2001/CE//37 i

The following charts show the composition of the General Revenue Account of Hong Kong in 1998 and 1999,

Year 1998 Year 1999

revenues
28%

Based on the above data. in the year 1999

the ratio of direct taxes to indirect taxes increased.

the total wmouat of tax revenue increased.

the proportion of tax revenue in total government revenue increased. j
government revenue from rates decreased by 8%. ’

onw>

2002/CE/11/03 [
Mr Lee lives in his own house. He bears an opportunity cost from living in that house because

(1) he could carn rental income from letting the house to others.
{2) he has to pay property tax to the government.
(3) he has paid a sam of'moncy to buy the house.

A. (1) only

B. (1)and (2) only
C.  (1)and (3) only
D. (2)and (3) only
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2004/CE/T1/44
Mr. Wong has the following expenses in Hong Kong:

(1) three nights” room charge for a focal hotel
(2) bets on football at the Hong Konyg Jockey Club
(3) spending on cosmetics for his wife

Which of the above expenses are subject to an indirect tax in Hong Kong?

A. (1) and (2) only
B. (1) and (3) only
C.  (2)and (3) only
D. (1).(2) and (3)
2006/CE/N1/40

In September 2005, Mr Chan bought 800 HSBC shares at $120 per share and Jater sold them at $130 per share on the Hong
Kong stock market.

In this case, which of the following taxes should Mr Chan pay to the government of the HKSAR in the financial year 2005-
06?

A, stamp duty

B. capital gains tax

C. profits tax

D. All of the above.
2008/CE/I/40

The following are Mary’s sources of income and wealth in Hong Kong in 2008. Which is subject to texation in Hong Kong?

A. the rental income from letting her flat

B. dividends earned from her shares in a listed company

C. anestate inherited from her grand father

D. the interest received from her time deposit in a bank
2010/CE/11/40

1n 2009, Mr. Ng has the following kinds of income:

(1) interest income from his bank deposits
(2) money left to him by his deceased aunt
(3) rental income from letMng his house

According to the taxation system in Hong Kong, Mr. Ng has to pay

property tax only.

property tax and interest tax only.
interest tax and estate duty only.
estate duty and propeity tex only.

cow»
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2012/DSE//33
Scrine has the foilowing incomes:

(1) rental income from a leased flat

(2) dividends from a local listed company

(3) agratity (B & ) after completion of contract as a manager
(4) commission received as an agent

According to the tax system ot Hong Kong, which of the above incomes are subject to taxation?

A.  (!)and (3} orly

B. (2)and(4)only

C. (1).(3) and (4) only

D. (1), (2.(3)and (4)
2012/DSE/N/35

The following charts show the composition of the General Revenue Account of Hong Kong in years 2008-2009 and 2009-
2010,

20082009 2009-2010

Direct tax

4620% Indirect rax
2280%  Directtax £
38.70%

Indicect tax
26.60%

Other revenues
31.00%

Other reventes
34.70%

Based on the above data, in the year 2009-2010.

A, there was an economic recession in Hong Kong,.

B.  the ratio of direct taxes to indirect taxes increased.

C.  the total amount of tax revenue decreased.

D. the proportion of tx revenue in total government revenue decreased.
2015/DSE/N/34

Which of the following are indirect taxes in Hong Kong?

(1) Property tax

(2) Rates on property

(3) Stamp duty on transfer of stock
(3) General sales tax

(1) and (2) only
(2) and (3) only
(1), (3) and (4) only
(2), (3) and (4) only

onwy
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2016/DSE//35

Mr Lam earns $1 000 000 as a mobile app designer of an IT firm in Hong Kong. Also. he earns a $50 000 dividend by
holding shares issued by a local company. He buys a second-hand racing car and flies to the Maldives to spend his vacation
through the Hong Kong International Airport.

Based on the above information. Mr Lam needs to pay to the Hong Kong government,
(1) salaries tax

(2) dividend tax

(3) first registration tax

(4) air passenger departure tax

A. (1) and (4) only

B. (2) and (3) only

C. (1).(2)and (4) only

D. (1).(3) and (4) only
2018/DSE//40

A Hong Kong resident works for a Mainland company Jocated in Shenzhen and he eams a monthly wage. He receives
dividend from Hang Seng Bank and rental inceme from a leased apartment in Mongkok as well. He took a flight to Seoul
departing from the Hong Kong International Airport last moath. Which type(s) of direct tax does he need to pay in Hong
Kong?

(1) property tax

(2) profits tax

(3) salaries tax

(4) air passenger departure tax

A. (1) only

B. (1) and (4) only

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

D. {2).(3)and {4) only
2020/DSE/I/40

M. Chan tuns a tectory in mainkmd China end carns a huge profit. Recently he has boaght a flat and a
second hand electric car in Hong Kong, and received divideods from his shares of HSBC.

According to the sbove information, Which type(s) of tax does he meed to pay to the Hong Kong
govemanent?

{1) Property tax

{2} Stamp duty

(3) Profits mx

(4)  First regisization tax

A. (2 only

B. (1) and{(4) only

C.  (2)ané (3) only

D.  (1).(3)and (4) only
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19%1/CE/1/ I{(a)
The following table gives the relative share of different sources of government revenue in Hong Kong:
Fiscal Direct -{ Indirect Other
Year | Taxes (%) Taxes (%) Sources (%)
85/86 35.4 258 388
86/87 35.6 28.7 35.7
87/38 37.0 28.5 345
388/89 41.0 26.0 33.0
89/90 43.0 i 24.0 33.0
(i) Give ONE example of EACH source of government revenue. (3 marks)

(i) Based on the above data, what was the trend of the relative share of direct taxes in government revenue over the five
years? (2 marks)

(iii) Explain how EACH of the following would affect the relative share of indirect taxes in government revenue:

(I) the introduction of a sales tax (4 marks)
(I} a recession in Hong Kong (8 marks)
1994/CE/1/7

(a) State whether each of the following taxes is a direct tax or an indirect tax:

(i) propesty tax

(i1} rates
(2 marks)

(b) Explain the difference in the tax incidence between property tax and rates. (4 marks)
1997/CEAN7
The following figure shows different sources of government revenue in Hong Kong.

[ s

D othes rovemie
(a) Name X. (1 mark)
{b) Explain why the government revenue rom the source X is unstable. {4 marks)
2003/CE/V/S
Give TWO reasons to explain why the dircct tax revenue of the Hong Koug government would decrease in times of
economic recession, (4 marks)
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2004/CEN/9(a)
Hong Kong is facing a huge fiscal deficit and deflation.
Explain how government expenditure and government revenue are affected by Hong Kong's

(i) economic downturn. (4 marks)
(i) ageing population. (4 marks)
2005/CE/N/11(b}

Two measures included in the Closer Economic Partmership Arrangement or ‘Cepa’ are:

1. Zero tariff on 90% of Hong Kong-made products to the Chinese mainland
1I.  Faster/ easier market entry to the Chinese mainland for Hong Kong-based service
providers in 18 service sectors

As a result, overseas companies not based in Hong Kong can take advantage of Cepa by

|_partnering with a Cepa-gualified manufacturer or service provider in Hong Kong.
Source : Hong Kong SAR Government, 8 January 2005

Explain how the above measures would affect the direct tax revenue of Hong Kong. (4 marks)

2006/CE//11(b)
There are two issues for discussion concerning the public finance of Hong Kong : ‘the tax base is narrow” and “the
government revenue is unstable’.

(i) (I) Suppose a general sales tax is introduced in Hong Kong. Explain its effect on the tax base of Hong Kong.

(2 marks)
(i) Explain how the government revenue generated from profits tax and salaries tax would be affected when there is a
Strong €CONOMIC FECOVETY. (4 marks)
2007/CE/N/9

General sales tax has generated a ot of discussion.

(a) Explain how the introduction of a gencral sales tax will affect the ratio of direct to indirect tax revenue (i.e.. dircct for
revenue divided by indirect for revenue) in an economy. (2 marks)

(b) Suppose economic depression occurs in an econamy with a general sales tax. Explain how the cconomic depression
will affect the ratio of direct to indirect tax revenuc in this cconomy. (5 marks)
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2014/DSE/I/10(a)

Aging is a scrious problem in China. Sonrce | below shows the trends of the old dependency ratio* and the birth rate** of
China from 2002 to 2011,

14 {
12 E_._:_.:.—..._.*—.r_._.'—._._.;_-.. ]
10} = birth rate
8 !
6 * old dependency
4 ! [ ratio
2
0 A S < < .

02 03 04 05 06 07 C3 09 10 11

Year

* Old dependency ratio refers to the ratio of the elderly population to the working-age
population (expressed in percentage)
**Birth rate refers to the total number of births per 1 000 population.

With reference to the trends shown in Source 1, briefly discuss the pessible changes on
(i) zovernment tax revenue in the future.
(if) public health and welfare cxpenditure in the fature.

(4 marks)

2015/DSE/NI/11(b)
An accountant commented that the tax base of Hong Kong is narrow and suggested the government should introduce new
types of indirect tax. Explain, with ONE ¢xampie, how the introduction of a new indirect tax wounld broaden the tax base.

(2 marks)

2017/DSE/IV/6(a)
Why can the introduction of a general sales tax stabilise government revenue in times of economic downmra? {2 marks)

2019/DSE/NI/10

The following table shows the changes in the individual income tax system in China effective from Ociober
2618.

Range of monthly taxable incoms, in Renminbi (RMB)
Average tax rate Qid brackets Newbrackets
) 3% Less than or equal 0 1500 | Less than or equal to 3000
= 10% 15014500 300112000
1 20% 4501 —-9000 120081 ~25000
23% $001 ~35000 25081 ~35600
30% 35001 ~ 55000 Unchanged
35% 35001 - 80000 Unchanged
45% Greater than 30000 Unchanged

@&  Isthe individual jnsome tax in China progressive, proportional, or regressive? Explain your answer.
- (2 marks)
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20 18/DSE/NV/13(a)(i)
The source below shows Hong Kong's population projection,

_______________________ Composition of Hong Komz's papulation in 2014 ~2054

Year 2

Populations (millions)

N Age 63 and over  EAge 15-64 1l Aze 0-14

With reference to the above source, briefly discuss the possible effects of the change in compasition of population on fiscal
balance in the future. (3 marks)

MARKING SCHEME

1990/CEL/3 ] 2000:CE7 11742 2006:CRAL40 2020/DSEN
B A A (40%) A
1995/CRI44 2001/ CEAST 2008/CEI40 20 15/DSEA34
B A A(66%) B (20%)
1997/CE/LI4 ] 2002/CE/11703 W I0CEAN40 2016:DSE/i35
G A(50%) A(59%) A57%)
199S/CE/AL40 2004/CE/TL4 2012/DSEABS 2018/DSEA/40
B A (34%) C (569%) A(24%)

Note: Figures in brackets indicate the percentages of candidates choosing the correct auswers.
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199)/CEN/
() Give 1 mark to a correct example of each of the three sources of gavesnment revenne. 3)
Direct taxes: salaries tax, profits tax, properly (ax
fudirect taxes: rates. motor vebicles first registration tax, tobacco duty. ete.
Other reveroe: yevenue from land sates, fines & penalties, fees and charges collected fom differset types of licences,
ete.
(Mark oaly the FIRST example ot cach source.)

(i) Incrzased @
(i) (1) Sales tax is an indirect tax in consumer expenditure, @
.. the relative share of indirect taxes increases. (3]

=5 direct fax revenne | [&)]

S ncome | = consumption | =» indirect tax revenune | (33
Reeession = othsr revenus, svenne from land sates, may decrease. (2)
The share of indire will increase / decrease 7 remain pnchanged, depending on the magaitude of
the clranges of the three sources of government reveane 2)

(max: 8)

{a) Property tax - direct tax (h

Rares - indireet tax (1)

{b)  Property tax: @ic rax burden can 't be shifted from the property owner onto the lessee Q)

Rates: the tax burden can be shifted onto the lessee (2)
(99T:CEXT

(@) Duzct taxes (1)

(b} Direct raxes (e.g. sularies tax and profits tax) vary with income ¢ are progressive or proportional to incomes {earnings
and profits). (23
. When econamic conditions change (food), incomes wili change thigh), direct tax reyvenve will also change (high). (2)

2003/CE/113

Unemployment | or salary cuts = salaries tax revenue |

Less profits eamed or some firms ciosed down = profits tax revenue |

Rental income | or loss tenants = property tax revenue | (1+1)@, max: 4)
{Mark lhe FIRST TWO points only.]

2004/CEf1/9(a)
(i) Economic downtarn
= T expendilure on public assistance. unemployment benefits (1
= govemnn:ent expenditure T {1}
Economic downturn
=> otz people become unzinployed = salaries |, profifs §, restal income | (1
= povernment revenae | (23]

(i) Aeeing ponulation

= 1 demand for social services 1)

= government expenditure 7 n
Ageing pooularion

=3 declining proportion ¢f the population in the workforce €3]

= government revenuc | N
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2005/CEA/11(b)
Increase in investment will increase emplovment, (O
and thus increase salaries tax revenue [§3]
More businesses will increase profit, €] (max: )
and thus increase profits tax revenne. n i
Increase in demand for office premises will increase rental income, (h
and thus increase property tax revenue, (€]
. increase in direct tax revenue (m
2006/CE/I/11(b)
(i) (1) [Providing that consumption expenditure, profit. employment, sataries will not be greatly adversely affected,]
The tax base will be widened because &}
most goods and services are ontaxed before the intcoduction of the GST but will bz subject to tax under the GST.
(1)
(1) Employment T = wages T [§8]
= salaries tax tevenue T (1)
More business / investment { = profits T 8]
= profits tax raveme T 03]
2007/CEY9
(a) The ratio of direct to indirect tax revenuce wilt fall. because [§)]
the indirect tax revenue will increase. (B8]
(b) Economic recession has the fohowing phenomena:
Employment & wages | ¢ profits |
=5 Direct (ax revenite | (¢.g. profits tax revenue |/ salarics tax revenue | ) (2)
Private consumption | / transaction velume and price of property and shares |
= Indireet tix revenue $ (e.n. general sales tax revenue |/ revenue trom stamp duty ) (2
Hawever, consumption expenditure being generatly less volatile than income may lead to a decrease io the ratio of
direct to indirect tax revenue. {h
2814/DSEF 10(a)
(i) Adeclining birth ratc implics a slower growth in the size of the work force and possibly a shrinking working population
in the future, As fewer workers are there to pay taxes, tuture tax revenue may be reduced, {2)

(i} Anrising old-agc dependency ratio implics lugher percentage of the elderly in the populatton, The elderly may have
iower (or cven zero) income and greater needs for medical services. They may thus reguire more govemnment support in
terms of social welfare and public health, implying an increase i public expendinue on such prograns. (2)

2015/DSE/ALLE)(b)

Intreduction of new types of indirect taxes, such as general sales tax or value-added tax. (1)
would make more people or commodities fall into the tax net. thus broadening the rax base. (1)
2017/DSEMN/6(a)

Fluctuation in consumption is smaller than that of income. Sales-tax revenuc geoerated from consumption would fail
(proportisnately) less than income-tax revenne generated from incomw. thus stabilizing total government revenue, during

economic downturn. {2)
OR
Introduction of a general sales tax broadens the tax base, so that the 1ax revenue collected would fluctuate less. 2)
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2018/DSEN/13(a)il)

The fiscal balance raay be worsened. (4]
Government revenue may drop, as the warking-age population. which accounts for a major portion of tuxpavers. drops. (1)
Government expenditure may increase. as the government spends more ou medical services and transfer payments to the
growing old-age population. (1)

2019/DSEIL10

(a) It is a progressive tax because higher averuge tax mie is charged for ax payers with
higher income.
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3.3 CLASSIFICATION AND ERFECTS OF TAXES

Multiple Choice Questions

1990/CE/I/47
Which of the following diagrams approximates the structure of salaries tax in Hong Kong?

A. Average Tax Rate B. Average TaxRate C. pverage Tax Rate D. Average Tax Rate
0 * Income 0 > Income o > Income o Income
1990/CE/II/5S

Mei Ling’s income has increased frora $50 000 to $60 000 this year. The income tax is progressive if it increases from

$1 000 to $t 200
$2 000 to $2 500
$3 000 to $3 600
$4 000 to $4 700

onNnwyx

1991/CE/N/37

A sales tax on feod is regarded as tax.
A, adirect and regressive
B. anindirect and regressive
C. adirect and proportional
D. an indirect and progressive
1992/CE/11/36
Suppose the government asks everybody to pay a tax of $100 a year. This is an example of
A, regressive tax.
B. proportional tax.
C. income tax.
D. indirect tax.
1993/CE/II/4S

Which of the following is a comrect description of direct tax?

Direct tax is regressive.

The cost of collecting direct tax is greater than that of indirect tax.
The revenue from direct tax will drop if there is a recession.
Raising direct tax rates will lead to inflation.

oow»
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1994/CE/N1/47
If the amount of tax increases as income increases, the tax may be considered a tax.

(1) progressive
(2) proportional
(3) regressive

A. (1) only

B. (Hor(2)

C. (Zor(3)

D. (Dor(2)or(3)
1995/CE/11/45

Direct saxes differ from indirect taxes in that

A, direct taxes are collected directly from the taxpayers but indirect taxes are not.
B. direct taxes are progressive whereas indirect taxes are regressive.
C.  the tax burden of direct taxes cannot be shifted but that of indirect taxes can.
D. the direct tax revenue fluctuates with national incorae but the indirect tax revenue does not.
1995/CE/11/46
Study the following information carefully:
Taxable income($) Total tax payment (8)
10000 1000
20 000 3000
30 000 i x

I the tax is progressive. x must be larger than

A, 3000.
B. 3500
C.  4000.
D. 4300,
1995/CE/1/48

The following diagram shows the tax structure of Tax X

Tax pyroent (S)

IO L IO

o Income of
] Yz taxpayers (§)
Tax X is within the income range OY, and within the income range Y1Ya,
A. proportional ...... progressive
B. proportional regressive
C. progressive proportional
D.

progressive ...... regressive
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1996/CE/11/41 2000/CE/T1/41
" @ @ Which two of the following diagrams illustrate aregressive tax measured in terms of an average tax rate?
® Tax rate @ Tax rte Tax payment ‘Tex payroent
) Q) 3 A
Tax Payent Tie Pagrenni Toox Paymrwt Tax Pnmes
N
///////
o Taxable income © Taxable income 0 "Taxable income 0 Taxable income
o [ - > [
Tatable ;’ﬂbk Tazable Tuale
lacom
Which two of the foliowing diagrams describe a progressive tax? acone Acome
A. (1) and (3) only A (1yand (3) only
B. (1) and (4)only
B. (1) and (4) only M
- C. (2)and (3) only
C. (@and(3) oy D.  (2)and (4) only
D. (2) and (4) only .
2 11/43
1996/CE/11/44 000/CE/11/43 . : _
s B . R o . Taxable income (§) | Tax payment (S)
uppose that inflation occurs and that money income increases at the same rate as inflation. A taxpayer under a proportional 200 000 | 23 000
3 ” = -
tax system wil! pay 250 000 [ 25 000
(1) alarger amount of tax. 300 000 27 000

(2) the same amount of tax.
(3) more tax in terms of purchasing power.
(4) the same amount of tax in terms of purchasing power.

From the above information, we can conclude that

A, The tax is a progressive tax as the tax payment increases with taxable income.
A, (1)and (3) only B.  The tax payment takes a decreasing portion of taxable income as taxable income increases.
B. (1)and (4) enly C.  The taxation system helps to reduce the income gap.
C. (2)and (3) only D.  The taxation system reduces the work incentive.
D. (2)and (4) only
2002/CE/I1/43
1997/CE/11/40 Tobacce duty in Hong Kong is a kind of
The below tax is a
A.  direct and proportional tax.
Taxable income (3) Tax payment ($) g ?;:i?:et;n:n:ﬁ: z;s;:;ot::j -
10 000 4000 . 5 . ‘
20 000 7000 D. indirect and regressive tax.
30000 9000
e R 2003/CE/II/38

Which of the following taxes are progressive?

A.  progressive tax,

B.  proportional tax, ) Texace @) Tuxrare & Tux poymen @ Tox pryment

C. regressive tax.

D. lump-sum tax.
1998/CE/I/39

¢ . . . Taxnble Taxnble Taxabl Taable:

Which of the following statements about tax is correct? 0 ‘ncome LS income e it g ™ rome

A.  Progressive tax has higher tax rate than regressive tax. A. (1) and(2) only

B. Progressive tax is tax on income while regressive tax is a tax on goods. B. (l)and(3) only

C. The tax payment of a regressive tax decrease as the taxable income increases, C. (2) and (4) only

D. The percentage of income as tax of a progressive tax increases when taxable income increases. D. (3)and (4) only
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2084/CE/1/41

Taxable income (S) Tax pavment ($
Tax A Tax B Tax C
10 000 500 800 1 000
20 000 1000 1700 1000
30 000 1 500 2 700 1000

According to the above table, which of the following statements is correct ?

oawy

2004/CE/IV/42

Which of the following lines A. B, C or D shows the relationship between the tax rate and the taxable income under the
profit tax system in Hong Kong?

A, lineA
B. lineB
C. lineC
D. lineD
2005/CE/IU39

Study the following data:

None of the above taxes is a regressive tax.
The taxation principle of equity put forth by Adam Smith applies to all the above taxes.
Tax A is the most effective in achieving a more even income distribution.
Tax B isa progressive tax.

Tax rate
»

» Taxablc income

Taxable income (8) Tax amount (§)
0 [)
10 000 1 500
20 000 x

If the above tax is progressive, the value of ¥ must be

A.  smaller than 3 000.
B. equal to 3 000.
C.  greater than 3 000,
D.

2005/CE/11/40

There is not sufficient information to do the calcalation.

Which of the following is/are the differencz(s) between a direct tax and an indirect tax?

A.  The tax burden of a direct tax cannot be shifted onto other people, but the tax burden of an indirect tax can.
B. A direct tax results in a more ecven income distribution, but an indirect tax results in a less even income

distribution.

C. The tax base of direct taxes is narrower, but the tax base of indirect taxes is broader.

D. Al of the above are correct.
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2007/CE/I1/40
Which of the following taxes in Hong Kong is both “direct” and *progressive’?
A, stamp duty
B. profits tax
C. property tax
D. salaries tax
2008/CE/L/43
Which of the following diagrams describes a regressive tax?
A TarRac B. TaxRaw §
i
Taxable Taxuble 1
0 Income ¢ Tucoms )
C. Tox Payment D. Tax Payment
Taxable ) Taxabie
o Income 0 Tncome

2005/CE/11/42
An economy levies a 5% general sales tax on all goods and services. This tax is a/an

A, proportional tax as everyone will pay 5% of their expenditure on goods and services as tax
B.  progressive tax as the tax payment increases with the price of the goods and services.
C.  regressive tax as the proportion of tax payment to income decreases when income increascs. L
D. indirect tax as consumers indirectly bear all the tax burden. i
2009/CE/1H/43
Refer to the foliowing refationship berween the tax rate and the taxable income of a certain tax. i
E
Tax rate ;
o Taxablc income '

Which of the following statements is correct?

gnw>

The taxation principle of equity put forth by Adam Smith applies to this tax.

The tax rate rernains constant when the taxable income increases,

The imposition of this tax would lead to an increase in the ratio of indirect tax revenue to direct tax revenue.
When the taxable income increases, the percentage increase of the tax payment is greater than the percentage
increase of the taxable income.
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2010/CE/TV/41 1991/CE/I37
Tax Payment ($) | A sales tax on food is regarded as tax.
Taxable incemc (§) Tax System A Tax System B |

100 000 4000 5000 | A, adirect and regressive

200 000 4000 10 000 | B. anindirect and regressive

300 000 4 000 15 000 | C. adirect and proportional

D. an indirect and progressive

Refer to the above data. Tax system A is

while tax system B is __

A.  proportional ...... progressive 1991/CE/NI/39
B. progressive ...... proportional Income (3) _ Tax Amount (§) i
C.  regressive proportional Policy A Policv B
D. regressive ... progressive 10 000 1000 1000
50 000 5000 4008
100 000 10 600 7000
2014/DSE/N/36 500 000 50 000 30000 |

The government plans to impose a new tax under which the tax payment drops when taxable income drops. Which of the

following statements about the new tax is correct? Which of the following is itkely to take place if the governmentchanges from Policy A to Policy B?

A.  The taxis regressive as the tax rate increases when the taxable income drops. A, less incentive to work

B. The taxis proportional as the taxable income and the tax payment are positively rclated. B. more uneven income distribution

C. The tax cannot be progressive as the tax rate increases when the tax payment drops. C. a lowc;r rate of economic growth_

D. The tax can be progressive, proportional or regressive. D. afallin the consumption expenditure
2017/DSEA/35 1992/CENI/43

Which of the following diagrams describe a regressive tax? In the financial year 1990-91, the government increased the tax allowauce by about 5%. The inflation rate at the same period

was about 10%. Which one of the following was a consequence of the above situation?

{1y mx payment {S) (2} tax poymeat (S)

A.  The government had to introduce a sales tax.
B. More people fell into the tax net.
C. Thereal income of Hong Kong people increased.
D. The government collected more indirect tax revenue.
° 1993/CE/11/46
Taxpayers with the same net chargeable income paid different amounts of tax in the two fiscal years 1990/91 and 1991/92.
Py caie Bsome  —rry Several examples are shown below to illustrate this:
@) wxrute (%) (@) mxTaee (%) Total net chargeable! _Total tax payment (S) for the fiscal year of
income (8) 1990/91 1991/92
10 000 200 200
20 000 600 400
30 000 1500 1300
40 000 2700 2200
50 000 4200 3900
1xable Hcome @xable income 60000 6 000 5600
A, (l1)and(2) only 70 000 8 100 8100
B. (!)and (3) only 80 000 10 600 10 600
C.  (2) and (4) only
D. (3) and (4) only How does the change in the total tax payment affect the income distribution in Hong Kong?
1t gives a more cven income distribation.
1990/CE/1/59

Which of the following is INCORRECT if a general sales tax is imposed in Hong Kong?

owx

The fluctuations of government tax revenue will be reduced

The proportion of direct tax in {he government tax revenue will increase
There will be a redistribution of income

T ~emeset esice level will increase
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Tt gives a more uneven income distribution.

A
B
C. Ithas no cffect on income distribution.
D

The effect on income distribution is uncertain.
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1993/CENV4?
If the government increases the personal allowance on the salasies tax, then

A, the taxpayers paying at the standard tax rate will have a higher work incentive.
B. we are not certain how the total tax revenue will change.
C. the government will have to cut its expendinre.
D. the tax base will be widened.
1993/CE/11/48

Which of the following government measwres will increase the incquality of wealth distribution in Hong Kong?

A, removiny the tax on soft drinks
B. selling more flats under the Home Ownership Scheme at lower prices
C. increasing fees for medical service in government haspitals
D. increasing the personal allowance on the salaries tax
1994/CEN11/48

The aim of the Hong Keng government in increasing the proportion of indirect taxes to total taxation is to

A.  increase the total tax revenue.
B. stabilize the tax revenue in different phases of a business cycle.
C. narrow the gap between the rich and the poor.
D. narrow the tax base.
19SG/CE/11/43

Which of the following will lead to @ mare uneven income distribution?

A. decreasing the sales tax rate

B. imposing more indirect taxes on luxuries

C. increasing the housing allowance of senior civil servants

D. increasing the standard tax rate of the salaries tax
1996/CENI/45

Which of the following statements is truc about progressive tax in Hong Kong?

A. It will lead to a more uneven distribution of income.

B. Itisatax levied on good and services.

C. The tax burden can be shifted.

D. It may discourage working inceative.
1997/CE/N1/45

Suppose the Hong Kony government increases the salaries tax allowance by 5% while both the wage rates and the inflation
rate of the economy in the year increase by 10%. It follows that

morc people would fall into the tax net.

the ratio of tax payment to income would decrease.

the tax revenue would increase and the income distribution would be more even.
. the real income of the people after tax would remain uachanged.

oowy>

124

Macroeconomics b

1998/CE/N1/37
A progressive tax is more ¢ffective than a proportional tax in achieving the following aim:

A, to increasc government revenue

B. to lower the administrative costs of the government

C.  to achicve 2 more cquitable income distribution 4
D. to reallocate the resources of the cconomy

1998/CE/11/42 £
If the government of Hong Kony raises the tax allowance on the salaries tax,

A, the income distribution will be more uneven.
B.  less people will fall into the tax net.
C.  the working incentive of those paying at the standard tax rate will increase.
D. the tax bands will be widened.
1995/CE/1/40

The following diagram shows a tax system:

Tax Payweat

9 Income

Which of the following statements concerning the above tax is correct?

A. It is aprogressive tax as the tax payment increases when income increases. :
B. It would {ead to an uneven distribution of income. i
C. It would encourage the working incentive of workers, !
D. The progressivity of the tax rate will increase when income rises.

1999/CE//42

During a recession. the refund of rates by the government to the people would

A.  lead to 2 more efficient allocation of resources.

B. decrease the foreign cxchange and gold reserves of Hong Kong.
C. increzse the incentive to invest.

D. increase the consumption expenditure of the Jower income group.

1999/CE/11/43
Which of the following government policics would lead tc more even distribution of income?

lowering the tax rates of regressive taxes

imposing more indirect taxes on necessities

increasing the dupreciation allowance of the profits tax.
seducing the standard tax rate of the salartes tax

oowx
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1999/CE/11/44
If the income of Hong Kong people falls by 5% in a fiscal year,

more people will fall into the tax net.

the tax bands of the salaries tax will be narrowed.

the government revenue from the salaries tax will fall by more than 5%.
the wealth distribution of people in Hong Kong will remain unchanged.

Uowme

2001/CE/NI/35

The following graph shows the relationship between tax payment and income before and after a change in the structure of a

»x,
. Tax payment
/”_ New fax struchus
/ ’w'/‘// Ol tax strutare
a Tncome
Compared to the old tax structure, the new tax structure
A. results in a less even income distribution.
B. hasa lower tax rate for the same level of income.
C. has a larger tax allowance.
D. has no effect on working incentive,
2001/CE/1V/36
Tax Payment Tax Payment
Taxable Income (8} | ynger Tax A (5) Under Tax B (S)
10 000 1500 2000
20 000 3 800 3 800
30 000 6 600 5400

From the above data, we can conclude that

A. Tax Ais adirecttax and Tax B is an indirecttax.

B. there would be a morc even incomedistribution under Tax A.

C. thetax rate of Tax A is lower than that of Tax B for al! levels of income.

D. the fiuctuations of government tax revenue would be smaller under Tax A than under Tax B when income
fluctuates.

2001/CENI/3%9
Which of the following will widen the tax base of Hong Kong?

an increase in the tax allowance
a decrease in the standard tax rate
an increase in the profits tax rate
the introduction of a sales tax

gowy

2002/CE/I1/40
If a general sales tax is introduced in Hong Kong,

the tax base would be widened.

the wealth gap would be reduced.

less Hong Kong people would shop in Shenzhen.

the neannrtinn of direct tax in the government tax revenue would increase.
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2002/CE/11/42
Suppose the government of an cconomy cuts the salaries tax allowance by 10% shile both the wage rates and the general
price level in the year fall by 5%. It follows that

A, the tax revenue wonld increase.

B. wmore people would fall into the tax net.

C.  the real income of people before tax would gencrally increase.

D. the ratio of people’s tax payment to their nominal income would gencrally decrease.
2003/CE/I1/39

Suppose the salaries tax allowance in Hong Kong decreases and the salaries of taxpayers remain constant. It results that

A. some taxpayers paying at the standard tax rate may pay at a lower tax rate.
B. the middle-income group would have to pay a larger proportion of their income as tax.
C. less people would fail into the tax net.
D. the after-tax income of all taxpayers would decrease.
2003/CE/11/40

If the government raises the profits tax rate,

A.  the government revenue will increase.
B. the unemployment rate will fall.
C. the incentive for investment will decrease.
D. the general price level will rise.
2003/CEMI/41
The following table describes a tax:
Taxable Incomc ($) Tax Payment ($)
10000 2000
20 000 3800
30 000 5400
40 000 6 800
50 000 8000

The above tax would

A. lead to a less even distribution of income.
B. reduce the working incentive of workers.
C. improve the resource allocation of the economy.
D. increase the consumption expenditure of the lower income group.
2004/CE/NM/41
R . Tax payment (S} |
Taxable income (S) T A Tax B Tax C
10 000 500 800 1 000
20 000 1000 1700 1.000
30 000 [ 500 2 700 1000

According to the above table, which of the following statements is correct ?

None ofthe above taxes is a regressive tax.

The taxation principle of equity put forth by Adam Smith applies to all the above taxes.
Tax A ts the most effective in achieving a more even income distribution.

Tax B is a progressive tax.

Oowx
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2004/CE/M/43
Suppose there is a change in an income tax as follows:

. Margainal Tax Rate (%)
Marginal Tax Band Old System New System
First $30 000 taxable income 2.0 2.0
Next $30 000 2.5 8.0 |
Next $30 000 13.0 14.0 |
Remainder 18.5 200 |

Under the new system,

the ratio of direct tax revenne to indirect tax revenue will decrease.
the government will have a budget surplus.

more people will fall into the tax net.

the income gap will be reduced.

oow»

2005/CE/TI/41
Which of the following government policies would lead to a less even income distribution of Hong Kong citizens?

A, raising the standard tax rate of the salaries tax

B. reducing the personal allowance of the salaries tax

C. raising the profits tax rate

D. lowering the excise tax rate of tobacco and wine
2005/CE/11/42

The introduction of a general sales tax would lead to

A. inflation,

B. lower output.

C. higher consumption expenditure.
D. higher GDP.

2005/CE/TI/43
Refer to the following relationship between the tax payment and the taxable income of a certain tax.
‘Tax payraent
Q Taxable income

Which of the following is correct?

The above tax would lower the working incentives of werkers.

The above tax is in accordance with the equality principle put forth by Adam Smith
The tax allowance for the above tax is zero.

Every employee has to pay the above tax.

unwy
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2006/CE/11/39
Suppose the salaries tax of an economry changes from tax system A to tax system B.

System A System B
Taxable income Marginal tax rate | Marginal tax rate
First $20 000 3% 2%
Next $20 000 | 6% 5%
Next $20000 | 10% 3%
Remainder [ 15% 12%
As a result,

A less people would fall into the tax net.

B. the working incentive of workers would increase.

C.  the income pap would be reduced.

D. the ratio of direct tax revenue to indirect tax revenue would increase.

2006/CE/11/42
Which of the following would widen the tax base of Hong Kong?

A, areduction in the tax allowance
B. abolition of the first registration tax on motor vehicles
C.  anincreasc in the progressivity of salaries tax
D. an increase in the profits tax rate
2007/CE/11/42

Tax Pavment (S)

Taxable income (S) Tax System A Tax System B
100 000 6 000 5 000
200 000 12 000 12 000
300000 18 000 21000

Refer to the above data. When the mx system changes from Ato B,

A. the income gap between the rich and the poor will be reduced.

B. the wotk incentive of workers will increase.

C. the tax base of the economy will be widened.

D. the government budget position will be improved.
2007/CE/N1/43

In order to increase the competitiveness of Hong Kong, some businessmen propose to reduce the profits tax rate. When the

profits tax rate decreases,

the foreign exchange and good reserve of Hong Kong would increase.

A.

B. the investment incentive would increase.

C. the government tax revenue would decrease.

D. the size of the public sector would decrease.
2008/CE/NI/41

When the government reduces the profits tax rate,

oNnwy

the unemployment rate will increase.

the investment incentive will increase.

the government lax revenue will decrease.
the income mequality will be reduced.
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2008/CE/11/44
Suppose the salaries tax system of Hong Kong changes as follows:
Old System New System
Marginal Tax Band Tax Rate (%) Marginal Tax Band Tax Rate (%)

First $30 000 taxable 20 First $40 000 taxable 20
income ” income ~
Next $30 000 7.0 Next $40 000 7.0
Next $30 000 13.0 Next $40 000 13.0
Remainder 19.0 Remainder 19.0
Standard Rate 16.0 Standard Rate 16.0

Under the new system, with the salaries ofall taxpayers unchanged

A. fewer people will fall into the tax net.

B. fewer people will have to pay at the standard rate.

C. the income gap will not be affected.

D. the government will run into a budget deficit.
2009/CE/1/42

An economy levies a 5% general sales tax on all goods and services. This tax is a/an

A.  proportional tax as everyone will pay 5% of their expenditure on goods and services as tax.
B. progressive tax as the tax payment increases with the price of the goods and services.
C. regressive tax as the proportion of tax payment to income decreases when income increases.
D. indirect tax as consumers indircctly bear all the tax burden.

2009/CE/II/44

In the financial year of 2008-09. the standard rate of salaries tax was reduced from 16% to 15%. Other things being equal,
the above measure would

A.  reduce the number of people falling into the tax net.

B. increase the progressivity of the salaries tax system of Hong Kong.

C. increase the consumption expenditure of people in Hong Kong.

D. increase the after tax income of low-income people in Hong Kong.
2010/CE/I/42

There was a one-off tax reduction up to a maximom of $6 000 on the salaries tax and the tax under personal assessment for
2008-09. This would

reduce the income gap betwecn the rich and the poor.

narrow the tax base of Hong Kong.

increase the working incentive of those paying at the standard tax rate.
increase the consumption expenditure of those entitled to the tax reduction.

COowx
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2013/DSE//36
The following diagram shows the change in the salaries tax structure of an cconomy.
Tax rate (%)
o= New i structure
Ih—*Wﬁ_ 014 1ax wntetuse
A
[
[ 1
Income (51

Compared to the old salaries tax structure, the new tax structure

A. hasa smaller personal allowance.
B. has a lower standard tax rate,
C.  will narrow the income gap between the rich and the poor.
D. will widen the tax base.
2016/DSE/N/36

The following diagram shows the changes in the salaries tax structure ofan economy.

Tk rare (29)

RS s OMd tarx struciose

e N {3X SECLUES

b

ncome (51
Compared to the old tax structure. the new tax structure will _
A.  result in a more even income distribution
B. rcduce the work incentive of all workers
C. broaden the tax base
D. Icad to an increase in total tax revenue
2018/DSE//35
Suppose the salaries fax system in Hong Kong has the following changes:
Old System Ncw System
Net charecable income Tax rate Net chargeable income Tax rate
First $50 000 2% First $60 000 2%
Next $50 000 7% Next $60 000 7%
Next $50 000 12% | Next $60 000 12%
Remainder 17% Remainder 17%
i
Standard Rate 15% [ Standard Rate 15%

11 the esic tax allowance remains unchanged, which of the following is most likely to be a result of the above changes in the
tax system?

Fewer people will fall into the tax net.

Fewer people will have to pay at the standard tax rate.
People’s work incentive will decrease.

Consumption expenditure will decrease.

unwy
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201%/DsEN/38

Tao following diagram shows the refotionship betwesn towble income and txx payment in a tax syster.

‘Tax peyment

P Taxable income

Which of the following stateinans about the above X system is conect?

A.  Thelower income group pays a smaller peccentage of their taxable income s tax paymeam.
B. Xt violates the tax principle of equity put forward by Adewm Smith.
€. 1tis a proportivoal ex. .
D.  It)eads to a more ¢ven income distribution.
2025/12 35S

In 2019, the Japanese govermment increases the general sales tax raic on most of the goods and services from
8% 10 10%. As aresult

(1) incomec inequality will be higher
(?) the fiscal deficit will be eliminated.
(3) the invisible trade deficin will decrease.

A, (1)oaly
B. (2)only
C.  (3)only
D, (3).(2)and (3}

2025/08

In the cose WITHOUT tax exemption, Joha needs to pay $15000 and May needs to pay $35000 as 3ncome
wx.

Suppose the povemsent proposes Me follewing NCOMe tAX CXSMPLON ICHSULES

Axount of @X exemption
Measwel 75% of income 1mx, maximum $30000
Masare I 100% of income tax, maximum $2000C
Johnwill prefec _ while Mayy will prefer

A, measurs | ... measuse I
B. measuel ...

C. meswell
D, memure If ...... measure IT

conomics by Topic
: Government Budget

Short & Structured Questions

1990/CE/I/5(b)({)

Suppose the Hong Kong government adopts the following tax policies :
Policy A: introducing 2 3% sales tax on al! commodities
Policy B: cutting down the standard tax rate by 3%

Explain how EACH of the above policies affects the distribntion of income between the rich and the poor.
(Assuming in Hong Kong, the poor spend a higher ratio of their income on consumption than the rich.) (8 marks}

1992/CE/T/5(c)(i)
it has now been decided thata new airpost will be built at Chek Lap Kok
Suggest THREE possible government measures, other than printing money, 1o obtain enough capital to construct the new

airport. State ONE disadvantage to Honyg Kong’s economy of each of the methods you have mentioned. (9 marks)
1993/CEN/5
(b) If Mr. Chan rents the flat to a tenant, he will have to pay property tax to the Hong Kong government for the rental
income.
(1)  Explain whether property tax is progressive, regressive or proportional. (3 marks)

(d) Some peopls suggest that a capital wains tax (Pt 25 34 414} ) should be imposed on those flat-owners who gain money
from the resale of housing urtits in Hong Kong. From the view point of the government, give ONE reason for and ONE
reason against this suggestion. (4 marks)

1994/CE/1/10(b)
The Hong Kong, govermnent revised the salaries tax structure for the fiscal year 1993/94. The following graph helps to
illustrate some of these changes.

Tax Rate
8% T
15%
12%

%+

e 1992493
———= 1593194

6% +

3%+

483
600

-351.5

Azvual Income {$ '000)

*The above graph shows the effective tax rate for a typical single income family of four.
Refer to the above graph,
(i) Explain whether the salarics tex is progressive, regressive or proportional over the income range. (4 marks)
(ii) (I) Pointout TWO major changes to the tax structure shown oa the graph. (4 marks)

(I Which tax structure shown on the graph would give a more even distribution of income in Hong Kong, other
things being equal? Explain, (6 marks)

(ii1) Give ONE reason to explain why it is possible that the salaries tax revenue collected from these families might
increase after the changes in the tax structure. (3 marks)
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1995/CE/N/S

Define progressive tax and proportional tax. Name a local example of each, (6 marks)

1996/CE/1/10(b)

Suppose Country A plans to impose tariffs on its imports. Explain whether this tax is progressive, proportional or regressive.
(4 marks)

1996/CE/1/12(d)

Suppose the government increases the progressivity of the salaries tax in order to provide unemployment benefits to the

unemployed. Explain how this would affect Hong Kong"s income distribution. (4 marks)

1997/CE/1/9(d)(if)

Suppose a general sales tax is introduced to finance the construction of the new railway. Explain the effect of this tax on

Hong Kong's income diswribution. (3 marks)

1998/CE/1/5

The following shows three different proposals for an income tax of an economy.

Tax payment () Tax poyment (S} “Fax paymen: (50

Py
4

¥ fuoblcincometsy 0

g Taxable imome ($) Taxable incamc {£)

Bropesal & Bruposal B Pruposi €

Explain the differences among the thiree proposals in terms of the relationship between the tax payments and the taxable
incomes. Then point out which proposal would be the most eftective in achieving, a more even distribution of income.

(7 marks)

1998/CE/1/7(b)
Suppose the salaries tax allowance in Hong Kong remains unchanged. Explain why the total tax revenue from this tax would
increase at Wmes of inflation. (3 marks)
1999/CE/I/8

Taxable income |  $10000]  $20000]  $30 000}

Tax amount | $1000] $1900] $2 700
Explain whether the tax described above is progressive. Show your working. (5 marks)
2000/CE/1/8
In 1999, the government refunded 10% of the salaries tax and profits tax to taxpayers. Explain how this would affect the
wealth gap between the low-income group and the high-income group. (4 marks)
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2000/CE/U/9(a)
Study the following information.
Gasoline Bill

Quantity sold: 50L (liter)
Price per liter: 3.780 /L $189
Govemment tax: 6.060 $/L 8303
Sales total: $492

(1) Define regressive tax and explain whether the above gasoline tax is progressive, proportional or regressive. (5 marks)
(ii) Give TWO economic reasons for the government to levy tax on gasoline. (4 marks)
2001/CE/N/7
Suppose the Hong Kong government introduces a general sales tax.
(a) Explain whether a sales tax is a direct tax or an indirect tax. (2 marks)
(b) Explain what would be the ctfect of the introduction of a general sales tax on Hong Kong's income distribution.

(3 marks)
2001/CE/1/11(b)
Suppose the government significantly reduces the stamp duty on the sale of property. Explain how this would affect

(1) investment
(ii) employment opportunities

in the construction industry. (4 marks)
2002/CE/1/12(c)
Mr Wong's bookstore has to pay profits tax and rates.
(1)  Explain which of the above two taxes is an indirect tax.
(i) Explain whether profits tax is progressive, proportional or regressive,

(5 marks)

2003/CE/1/10(d)

The first registration tax on a newly imported car is a fixed percentage of the car’s value. Explain whether the tax is
proportional.

(3 marks)
2004/CE/1/10(e)
In Hong Kong, the air passenger departure tax is $120 per adult passenger. Explain whether the tax is a progressive tax. a
proportional tax or a regressive tax. (3 marks)
2006/CE/V11(b)()(IT)
Explain whether general sales tax is a direct tax or an indirect tax. (2 marks)
2008/CE/I/8
In Hong Kong, red wine is subject to an excise tax of 40% of its value.
(a) Explain whether this tax is progressive, regressive or proportional. (4 marks)
(b) Explain whether this tax is a direct tax or an indirect tax. (2 marks)
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2005/CE//11
In the fiscal year 2008-09, the government took some measures to reduce the tax burden on the public,

(@) The corporate profits tax rate was reduced from 17.5% to 16.5%. Explain whether the government revenue from profits

tax would necessarily decrease s a result of a reduction in the profits tax rate. (4 marks)
(b) Rates (% fii ) were waived for most properties. Explain whether this tax is a direct tax or an indirect tax. (2 marks)
2012/DSE/N/4

According to a report of the United Nations in 2008, the Gini coefficients of Hong Kong and Beijing were 0.53 and 0.22
respectively.

(a) Was the income gap between the rich and the poor in Hong Kong wider or narrower than that in Beijing? (1 mark)

(b) Explain how an increase in the standard tax rate of salaries tax will affect the post-tax Gini coefficient of Hong Kong.

(3 marks)
2013/DSE/N/8
Suppose a government is facing a budget deficit. Some politicians have proposed that the government shouid raise the
income tax rate to reduce the budget deticit, Evaluate their proposal. (4 marks)
2014/DSE/IV6(b)
Karen, a Hong Kong resident, works as a photographer in a media group in Shanghai.
Is salaries tax g direct or an indirect tax? Explain your answer. (2 marks)

2014/DSEA7(a)
In an attempt to reduce its growing fiscal deficits. the US government has tried to increase tax on the one hand and decrease
fiscal spending on the other. But many worry that such a policy would give rise to undesirable side cifects.

Explain TWO possible undesirable effects of the above fiscal palicy on the US economy as a whole (4 marks)
2015/DSEAN | L(a)
Figure I shows the percentage changes in direct tax revenue and nominal GDP in Hong Keng for the years 2009-2013.
Annual rate of change {%) fioure)
20
20
15
10 | ~~ =% change in directtax
revenue
5 7
/ % change in nominal GOF
0 d
. 2065 ;2010 2011 2012 2013
rI
’
-10 2
s
15 .,
=20 T
(1) With reference to Figure 1, describe the relationship bet the per e change in direct tax revenue and the
percentage change in nominal GDP for the years 2009-2013 and compare their trends. (2 marks)
(ii) Briefly explain the relationship you described in (a)(i). (2 marks)
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2017/DSE/NI/13(b)
To finance the scheme, there are different proposals which include:

Proposal A: increase the standard tax rate and the progressivity of salaries tax
Proposal B: use the fiscal reserves in the government

Discuss the effects of these two proposals on economic variables which include
(i) income distribution

(ili) ONE other economic variable.

2018/DSE/1/6(a)
The government proposes the following changes in the profits tax system.
Profit Exisling system New two-tier system
On the first $2 000 200 825%
16.5%
Remainder 16.5%

Would the above changes in tax system necessurily result in a drop in profits tax revenue? Explain.

136

NS S

{7 marks)

(4 marks)
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A
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D
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B
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A
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B

1997:CE/11/40
C
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D

2000/CE41
A
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B

1990/CEA/5(b)1Y

2000/ CE/M/43
B

2002 CE/MA3
B (56%)

2003/CE/TI3%
AGH%)

2004/CEMi41
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2004/CEAL42
D (33%)

2005/CE11:39
C(66%)

2005/CE0
A(35%)

2007/CE/1/40
D (70%)

2008/CE/TI43
D (61%

2009:CENMK42
C (39%)

2009/CEIM3
D (34%)

2010/CE/ILi4L
C(74%)

2014/DSET/36
D (52%)

2017/DSE35
A(57%)

MARKING SCHEME

1960/CEAL/59
B

1991/CEA/37
B
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B

19S2/CEIA
B

1993:CEMAG
A

1993/ CRM:A7
B

1993/CLEA8
(§

1994/CEA1/48
B

1996/CE:11/43
C

1996/CE1/45
D

1997/ CE/1/45
A

1998/ CE/1L/37
Cc

1958/CETIr42
B

1999/CE/TI/40
B

1999/CE/1i/42
D

1999/CELA13
A

1999/CE 44
(&

»

T

2001 /CEM
A

2001/

W

200 CEAL39
D

2W0LCLEALAG
A{73%)

2002/ CEML42
B (46%%)

2003/CEAI/39
B (38%)

2003/CEAT40
C172%)

2003/CEMA41
A(59%)

2004/CE/1L/41
D {69%})

2004/CET1/43
D (63%)

2005/CEA1/41
B (53%)

2005/CEA1/42
B (28%)

2003/CE/N45
B (44%)

2006/CLEAN39
B (6495

2006/CETAN2
AL156%,)

2007:CE1:2
A£78%4)

2007:CEAI3
B (83%)

2008/CEL4]
R (80%)

2008/CE/ILS4
B (30%}

2009/CE:1/42
C (39%)

2009/CEAT/44
C (39%)

2010/CE/AI42
D (31%)

2013/DSEN/36
C (80%)

2016/DSEV36
C(61%)

2018/DSE:1/33
R (49%)

Note: Figuresin hrackas indicate the percentages of candidates cltoosing the correct answers.

2020/DSET/3%

A

Policy A widens the wealth gap
since the poor pay more in proportion to their income on constmption than the rich

compared with the rich. the poor pay a larger portion of their income as rax

Policy B widens the wsalth gap
benetits the rich as their tax burden i lowered and income after tax |
no cffcet on the poor because they are ourside the tax net or not paving al the standard rate

2020/DSE//4}k
C
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1992:CEALS (o))

~ raise direct taxes
(disadv: work disincentive ¢ investrment disincentive)
- rajsc indirect taxes
(cisadv: toflativaary pressurs { more uncven distribetion of real incorme)
- use past fiscal reserves
{disadv: reduce the rescrves tor contingent purposes: mterast rerurn from the jnvestment of the reserves is forsaken /
intlationary pressurc)
- borrowing / issu¢ government bonds
(disadv: the cconomy has to bear interest cost / burden will be borne by the fiture generations when the principal is repaid)
- invite private: seclos participation
(disadv: reduce government say in the related servicesy
- cut other government expendity
{disadvt less public services in other aspeuts)
~ raise ather sources of goverament revenue, <., privatization 7 sale ofthe public assets. increase fees

{Jisadv: more burden oo the vsers of the public services) 3@, max: 9
tMark the FIRST THREE puints onty.)
1993/CE1:5
(b) {1 it {5 a proportional tax, because th
a fixed portien of the rental income is taxed (2

(d) For:
- INTRLAsE SOVErNMent revenue
-~ discourage specalation m the property market
~ widens the tax base 7 sources of tax revenae
- st lax on earning / ability-to-pay (2@, mnax: 2)
(Viok the FIRST point only.)

Against:

~ high administratien cost

- against laissez-faire policy / freedom to buy and sell

- against simple taxaticn principle

~ distort resource allocation

- not fair if only apply to the property markst 2@, max:2)
(Mark the FIRST point only.)

1994/CE/1/10(b)
(1)  First progressive {becausethe tax rate first rises as incope rises). bot 4]
then proportional (because the tax rate later becomes a flat rate as income rises). 2)

(i) (f) - agreater amount oftax allowances (raised from $119 000 to $146 000) / more low-income faniilies falt oat of
the tax net
- families have to earn more than S483 000 (S391 500 in 1992/93) before paying tax at the standard rate
~ families with an amwal income of more thap $119 000 and up to S483 000 pay less tax./ average tax rate ¥
- less progressivity before reaching the standard rate
(2@, max: 4)
(Mark the FIRST T\WO points only.)

tii) (1b The new tax structure, because 2)
to compare with the old tax structure,) the Jow-income and sandwich cluss familics carning Jess than and up to
$483 000 « year pay 3 lower fax rate, but )
those carning more than $483 000 a year pay the same tax rate, )

(Exact figures are NOT required in candidates’ answers.)

(iti)  Warkers would have a bigher incentive to work, and (2
thas earn higher income (12, & farger tax basc). th
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1995/CE

Progressive tax @ the tax rate T as incorne ] 2y
2.g.. salarkes tax/ profits tux (fscal year 2018/19 onwards 23]

(Mark the FIRST example ouly.}

Proportional tax: the fax rate is constanr as income T 123
¢.g.. salaries fax for those who pay at the standard rate 7 property tax i

(Viark the FIRST cxample only.)

1966CE/{10(b)

Regressive tax because (o
thre Jow-income group spends a greater proportion of income on clothing than (he high-ircome group. and therefore @
the Jow~income group pays a Jarger propoction ofinconte as tax thun the high-income group. )

(max: 3)
OR
the same amount of tax on clothing represents a grearet proportion of income for the low-income group (3

1996/CEA 2
Increased progressivity menns the 1ax burden of taxpayers with higher salary income increased at a faster rate than the Jow-
income group ¢ usemployed. 23
The provision of unemployment benefits will benefit the low-income group / unemployed butnot the high<ncome group.
(1
.. Nore even income distyiburion. h
come proup spend most of their inconte on purchasing gouds and services for their living. th
but the high-income group spend only a sinall wnount of thelr income for their living, 48]
oRr
The low-income group pay a larger portion of their income than the high-income 2roup on the general sales tax @
omax: 2)
= Nerc uneven income distribunon (2D
J99S/CE/S
Proposal Al the tax payment takes a decreasing proportion of taxabie income as taxable income riscs. =]
Proposal B: the rax puyment tukes & increasing proportion of taxable income «$ axable income rises, 2)
Proposal C: the tax payment takes Lhe same proporion oftaxabls incame as taxable income rises. 2)
. Proposal B is the most clfzctive. (&)
198/CEX/7 (1)
During iaftation. the nominal ncome of peopie increases. (%]
With no change in tax allowance. more people are put o the tax net or into higher tax brackers, i2)
1999/ CE/T/8
Tax ro income ratio
Average tax raies are:
$1.000 / S10 000 = 10%; S} 900 7 $20 000 = $.3%6: $2 700 # $30 QN0 = 934 (2)
OR
Marginal tax rates arer
$(1 900 - 1 003} ¢/ (20 000 - 10 000 = 9% $(2 700 ~ 1 906y 7 530 000 - 20 000) = 835 2}
The conclusion is, not a progressive tax, becanse
the muarg inal tax rate decreases / the average tax rak decreases ¢ the tax awount incroase fess proportionately than the
taxable income. 3
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2060:CEAS
Caorsect coraparison of the amount of motiey rebuted o the high -income group and the low-racome group; (3)

er. 2 The government sebaled money to the taxpayers but no mouey {0 the poar whe were nor-taxpayess.

e | High-income group taxpayers ars rebated a targer amount of money than low-incenre taxpayors.

Hovesults in 2 wider wzalth gap. (1)
2000:CE/1/9(a)
11} Arcgrossivetax is aax which rax rate decreases as income mcreascs. 2y

Constuners pay the same amouni of gasoline tax for purchasing the same amount of gasoline
=> in proportion to individual's income, the richer pay at a iower tax rate while the poorer pay at a higher tax rate,

. Gasoline tax is 2 rogressive tax. @
(i1) - to reallocate resourees: use more public fransport but less private transport 12)
~ @& source of tax revenue 12)
200CENT
(a) Indirect tax becavse the tax burden can be shified onto others (the buyers) {2
() The poor constumes & lavger propertion of their income (h
OR
Same amount of tax for the same good paid by people with ditferent incomes o
.. A higher proportioa of income of the low-income group is taxed. Iy
.. The general sizlestax increases the income incquality. (D

(Remark: Mere mentioang of the conclusion withaut claboration: zero marks)

200 )/CEA L(b)
Demand side;

Cost of travsaction § = incentive to buy property 1 and number of transaction [Q3]
Supoly side:

Volune / valie of busingss of the construction industry T = expansion in the production of the construction industry and

the derived demand for construction workers T {1
(i) iovestment 1 Iy
(i) employment opportunities 1

{Remark: Mere mentioning ofthe conclusion without claboration: zero marks)

2002/CE//12(c)

i)  Rares is an indirect fax because N
the tax burden can be shilted by the landlerd antu the tenaunts. %3]
(1) The profits tox is a proportional tax becavse €3]
its effective tan sute 15 constant / the tax amount is proportional to the tuxable inconte. 21

20037 10(d)
No, because h
as his incomu increases. the tax rate is aci fixed / the tax rare decreases. (4]

2004/CE//TMNe)

Regressive tax, becsase [4)]
same tax payment relative to different meomes h

= decroasing tax rate as income rises [§3)
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2006/CES: 3 )DOUT)

Thetaxis ap indireet tax because (1)
the tax borden can be shifted from the producers to the consumers. )

2008/CE/T/8
(@) Regtessive tax, because t3)
all red wine buyers pay the same amount of tax for purchasing the same botile of red wine [RD)]

higher-income carners pay a less than proportionate amount of tax / the fax rate decreases as the income increases. (2)

{b) Indircct tax, because ()
the tax burden can be shitted by the red wine selicrs onto the consumers, €3]
2009/CEN/YY
(2)  Areduction in the profits tax rate may boost more business investmenl and increase profis. (2)
No, because W
the increase in govemment tax revenue resulting from the increase in profit carnings could be big enough to offset the
decrease in government tax revenue resulting from the reduction in the tax rate, (1)
(b) Indirecttax. becanse M
the tax burden can be shifred from the landlovds onto the tenants, Q8
2012/DSEN/4
(@} Wider [@))]
(b) Lower, becanse 1)

higher income group has a lower pest-tax income while the inceme o flower income group remains unchanged.  (2)

2013/DSETI’S
Government should increase the inconse tax rate ta reduce the budget deficit
- if the increase in tax revenue dus te the rise in 1ax rate ontweighs the reduction in tax payment due 10 the reduction in the

tax basc/taxable income {c.g., a foll in the number of tax payers as a result of disincentive effects to labour). (4)
- because incsease in taxrate is fairer a5 income tax is of ten proportional (or cven progressive) and this helps cqualize
income, (2)

- ifthere is an intlationary (output) gap as an increase in income tax reduces output and relicves the inflationary pressure. (2)

Govermnment should NOT increase the income tax rate 10 reduce the budget deficit
- if the increase in tax revenue due to the rise in tax sate falls shert of the reduction in fax payment due to the reduction ia (he

1ax baseftaxable mcome (e.g. a fall taxable income as a result of reduction i aggregate autput). [C3]
- because an increase in income tax rate will sesudt in 3 greater disincentive to work and more people may guit e job and
rely on welfare programunes and this further worsen the budget deficits. )
- as an increase in ncome X rate reduces the aggregare ovlput, which may resull in upemployment © deflationary (income}
Bap. (7
imax: 4)
2014/DSEAG(0)
Direct tax, because [¢8)]
the tax birrden cannot be shifred by these tax-payers to someone clse (0

2014:DSE! T a)

- negalive output effect (fall in GDP} duc 0 a redoction m governmocnt expenditure and thus agpregate demand

- negative output effect (1)l in GDP) doe 0 a rise in salesiincomz tax, which would lower consumptionsinvestiment demand
and thus aggregate demand

« negativa (disincentive) effect on labour supply and rhus on employment (and ourputt as a resnit of higher income faxes

(2@, max: 4)

{Mark the FIRST TWO paints only.]

141

¢} The pereemaye change in direct fay sevenne and percents
direction,
Floctuation of the former is greater than that of the {atter

¢ change in nonunal GDP tend 10 move 18 the same

(1}
(1)

i) Growth iy the cconomy tinereases in GIP) would be accompanied by arowth in salary and profit incomes, which

would w tum generate pher ves
Pragressive taxalion may be one o

o taxes on sich (ncomes
planation for why direer fax revenue tlhacmated more thon GDP.

e

20 1T DSEM ] 3(h)

(i) Prop A's effect on seome distributivn:
Salarics lax payers (higher-tncome group) would pay more taxes while non-tax-payers (lowe:
be allected

High-icome @x payers pay more, low-income tax payers pay Jess,
The after-tax income inequality would thus be reduced

Proposal B's effect on income distribution-
There will be no extra effect on current tax payers, se the income inequality is unaffected

ncome group) would not

(2

2
H
(max: 3)

()

Reduction of fiscal ruserves may resulr in a tax increase in the futare. so fatnre tax payers (mainly the yeunger portien

of the population) may have to pay more taxes, thus increasing income drequaly beoreen generations.

(if1) Proposal A's efficct on other variables.
Price feve]l would drop as AD drops (while there is no such an cffect generated by proposal B).
Unemployment may increase as AD drops (while there is no such an effect generated by proposal B).

Proposal B's effect on other variables;

2)
{max: 2)

(24
(2)
(max: 2)

A worsening of the government's budgetary position {due to a drain on tiscal reserves) may imply tax increase in the

futore. (No such effect arises under proposal A}
Business confidence roay be weakened. Fxpecting tax increases in the future (due to the problem of fiscal

2

sastainabilitv), which would reduce their after-tax profirs, business firms nay choose to cut down their investment. (No

such cffiect arises under proposal A.) .

2018/DSEM6(a)
No, because

)

(max: 2)

t

the reduction in the profits-tax rate may induce {irs to iverease their investment expenditore, so they may end up earning
higher profits (tax base). The increase in profits tax revenue due to the increase in profits (tax base) may be greates than the

decrease in profil fax revenue due 1o fhe reduction in fax rate,
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3.4 PUBLIC SECTORAND FISCAL POLICY

Muitiple Choice Questions

1990/CEfNi/44

Which of the following is a fiscal policy used to reduce inftation?

Macroeconomics by 1G]

A, adirect control on the risc in wages of workers.

B. anincrease in unemplovment benetits.

C. anincrease in the required reserve ratio of banks.

D. adecrease in the spending on an environmental protection scheme.
1991/CE/I/38

The above chart indicates that

A

B.

C.

D. the spending on the
1991/CE/11/40

Percentage Changes in Government Spending

(Comparing Year | and Year 2)
Social Senvices

2% Education

+24%

%/ 7 Housing (excluding
: Kowloon Walled City)
. / +I9%
/ 7 Economic
+35%

Environment

-13%

economic services was the largest items of government spending,
the price level was higher in Year 2 than that Year 1.
the government spent less on environment protection in Year 2 than in Year 1.

Kowloon Walled City was financed by China.

Which of the followiny are tools of fiscal policy in Hong Kong?

(1) the linked exchange rate

(2) government expenditure on infrastructure
(3) the standard tax rate

(4) the minimum cash reserve ratio

(1) and (3) only
(1) and (4) only
(2) and (3) only
(2) and (4) only

oowy
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1992/CE/N1/40
Which of the following is an expansionary fiscal policy?

Unwy

the introduction of a new tax

the construction of 3 new airport

the cutting of expenditure in some government departments
the increased purchase of water from China

1992/CE/i1/41
A surplus budget will fead to

A, adecrease in government expenditure .

B. a fiscal surplus.

C. abalance of payments surplus.

D.  acontraction of the economy.
1993/CE/11/49

In an economy with unemployment, a deficit budget will lead to

A, a lower rate of upemployment.

B. alower level of national income.

C.  alower rate of household consumption,

D. adecrease in government debt.

1994/CE/11/49

{Year 1987-33 | 1988-89 | 1989-90 | 1990-S1
[Public Expenditure 536 | 648 819 950
\GDP 3690 | 4336 4990 6 588

According to the above table, the size of the public sector as measured by the RATEO of public expenditure to GDP over the
periad 1987-1991 was

A, getting bigger.
B. getting smaller.
C. bigger at the beginner but smalfer at the end.
D. stagnant.
1994/CE/11/50
A budget is one in which the
expenditure,
A, surplus actual ... actoal
B. surplus ..... estimated ...... estimated
C. deficit ...... vstimated ...... actual
D. deficit ...... actual ..... estimated
1995/CE/11/49

In general. a deficit budget will

ONw s

reduce a country's foreign exchange and gold reserves.
have an expansionary effect on economic activity.

fead to 2 more uneven distribution of income.

increase the government’s debt.
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1996/CE//39
1f the government greatly increases the salaries tax rate to finance the provision of more public assistance to the unemployed.

A. The government budget will be balanced because the increase in government expenditure will be financed by the
increase in tax revenue,
B. The total consumption of the cconomy will not change as the decrease in consuinption of the rich will be
compensated by an increase in the consumption of the poor.
C.  The working incentive will decrease because a higher proportion of salary income will be taxed.
D. The size of the public sector will remain unchanged because the increased expenditure is matched by the increased
tax revenue.
1996/CE/V/42
Refer to the following diagram of an economy:
Growth rate (%)
GDP
G pend
L 4 L Year
1980 1985 1990 1995

During the period 1980 to 1995, which of the following can be concluded from the above diagram?

A. Boththe GDP and the govemment expenditure have not changed in this period.

B. The GDP increases at the same rate as the government expenditure.

C.  The ratio of government expenditure to GDP decreases over this period.

D. The growth rate of GDP remains constant because the government expenditure increases at a constant rate.
1997/CEN/43

Hong Kong’s public expenditure as a percentage of GDP has risen steadily in recent years. Which of the following is/are
reason(s) for this?

(1) the progress of the construction prejects of the government and the new airport
(2) afallin the GDP in this period
(3) alarge increase in government welfare payments to the unemployed

A. (D) only

B. (2)only

C. (1)and (2)only

D. (1% (2)and(3)
1999/CE/11/41

A surplus budget could turn out to be a budgetary deficit if the actual government revenue is
government expenditure and the estimated government revenue is

vowp

______ than the actual
__than the cstimated goverument expenditure.

greater ... greater

smaller ...... greater
greater ...... smaller
smaller ...... smaller

145

_Matnecoﬁomlcs Dy Topic
3. Government Budget

2000/CE/N/44
Suppose the government uses a great amount of its fiscal reserve to develop intormation technology in education. Which of
the following is correct?

A, Government expenditure in other sectors will decrease.
B. The government will have a budget deficit.
C. The average labour productivity will be higher.
D. The banking system will be less able to create deposits.
2000/CE/V/45
The government will participate in the project for establishing Disneyland in Hong Kong. During the period of construction,
it must
A.  increase the tax burden on taxpayers.
B. increase the size of the public sector.
C. increase the ratio of public expenditure to GDP.
D. discourage the incentive of private investment.
2002/CE/11/41
Grawth Rate (%)
T
10 G Expeodiue (G)
Grass Domcestic Peoduct (GEP)
3 -/
] - Yo

According to the above graph. the ratio of G to GDP is

A.  increasing.

B. decreasing.

C.  first increasing and then decreasing.

D. first decreasing and then increasing,
2008/CE/I/42

According to the 2007-08 Policy Address of the Chief Exccutive, the Government will faunch 10 major infrastructure projects
in the cominy years. This will result in

(1) an increasc in the GDP of Hong Kong.
(2) an increase in the size of the public sector.
(3) povernment budget cleficits in the years of construction.

A, (D and (2) only
B. (l)and (3)only
C. (2)and (3) only
D. (1) (2 and(3)
2009/CE/11/45

An increase in the Hong Kong government’s expenditure on infrastructure must lead to an increase in

oWy

the ratio of public expenditure to GDP in Hong Kong,
the government budget deficits.

the wage rate of workers in Hong Kong.

the potential GDP of Hong Kong in the future.
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2009/DSE/N/34

Macroeconomics by
i Both ths wage rate and gencral price level increase by 8% in a certain year, If the govaument increases the
20 19/CE/II/43 . . . salaries tax allowance by 5%;
During 2 recession, a government plans to promote economic growth through infrastructural development. As a result,
. . . A. meore people will full imto the tax net.
(1) the size of the public sector would increase. B. income distribution will become mare ever.
(2) the employment opportunity would increase. C. govemment’s tax revenue will decrease.
(3) the government budget would run into a deficit. D people’s real income aftar tax will increase.
A, (1) and (2) only
B. (1) and (3) only
C.  (2)and (3) only
D. (1).(2)and (3)
2010/CE/1l/44

Which of the following will increase in times of cconomic recovery?

trade surplus

budget deficit
government expenditure
direct tax revenue

ono»

2014/DSEAN/25

Year Year~on_—yeaf percentage Yearﬂo_n-year percentage chaqgc in
change in nominal GDP noutinal government spending

2011 9.0 12.0

2012 3.5 6.0

Based on the above information, which of the following statements are correct?

(1) The size of the public sector in the economy increased in 2012,
(2) Both the nominal GDP and the nomina! government spending dropped in 2012,
(3) Adrop in both the real GDP and the real government spending was possible in 2012,

(1) and (2) only
{1) and (3) only
(2) and (3) only
(1), 2) and (3)

oW

Short & Structured Questions

1993/CEN/5(e)
State THREE general aims of a fiscal policy. (6 marks)
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3/ Government Budget
MARKING SCHEME 3.5 EFFECT OF A BALANCED BUDGET
1990/CE/l/44 [993/CE/ 149 1996/CE/11/42 2002/CE/MiAL 30 (4/DSEMN25 Multiple Choice Questions
D A & A23%) B (34%!
1991/CEAI/38 1994/CE/T49 1997/CEALA3 2008/CE1A42 1019/DSEA34 1997/AL/I/04 (modified)
C c A A(68%) A Suppose a government reduces its expenditure on goods and services and at the same time increases its transfer payments to
the public by the same amount, then
1991/CET}/40 1904/CENI/30 [999/CE:11/d41 2009/CEAI4S
C B B D (53%) A.  (out of syllabus)
B. agaregate demand would remain unchanged.
1992/CEAI/MH40 1995/CEN1A49 2000/CE/T44 2010:CE/TH43 C. aggregate demand would decrease.
B B C A(39%) D. aggregate demand would increase by the same amount as the change in government expenditure.
1992/CEALA4) 1996/CE/E39 2000/CE/AS 2010/CE/1/d4
D (& B D (65%) 2016/DSE//38
If the government simultancously increases its expenditure and income tax by the same amount. the effect on the aggregate
Note: Figures in brackets indicare the percentages of candidares choosiag the correct anywers. output is
A, contractionary
B. neutral
1993/C C. cxpansionary
~ ful} or high kevel of employment D. indeterminate

- economic growth / nising living standard / per capita GNP T

- even or more even distribution of income

- control of inflation ¢ deflation (26, max: 6)
(Mark the FIRST THRERE points only.)
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3. Government Budget

Short & Structured Questions

1993/AL/MI17
If the new airport project costs HK$170 billion over the next four years. and the govermment decides to finance this expenditure
entirely by taxation without borrowing, will such a fiscal policy be expansionary, conwactionary. or neutral? Explain.

(10 marks)

2009/AL/A/6(a) (roodified)
In the face of recent economic hardship, it bas been proposed that the Hong Kong government introduces some stimulative
measwes. One sure measure is to inject cash directly into people’s pockets by providing transfer payment.

(1) Explain how the above cash transfers would affect consumption and aggregate demand.

ii oes it make any difference to the effect of agurcgate demand if. instead of providing the cash transfers, the
) Does it mak diffe to the effect of te d d if. instead of ding th h transfers. th
government simply uses the cash to increase its own e¢xpenditure? Explain your answer.
{5 marks)

2016/DSE/12
Gaminyg industry (1 3 3£ ) is 2 major sector in Macau’s export of services. The following diagram shows the revenue from
the gaming industry and the aggregate sutput of Macau.

MOP Smition
130000 p— C=GDP at cusmment market price

~8-Gross reveoue (rom the gaming industey
120000

MOP = Macau Patacn (P98 )

500000 |+t

0600 Fomt e -

0000 ] P boacisal

26000 |—o

L J

A 1stQuarter 14 2adQuaster 2014 3r4 Quaster zénammzm 2028 15t Quarter 2055 Wnd Quartay

(a) With reference to the above diagram, describe and explain the trend of the importance of the gaming industry refative to
the aggregate output of Macau. (2 marks)

The Macau government implements a cash-sharing scheme, under which every resident receives cash from the government.
The recent decline in the gaming industry results in a drop in tax revenue. Hence, the government considers reducing its
spending on investment but still keeping the cash-sharing scheme. However, an economist suggests that the government

should suspend the cash~sharing scheme and aliccate the sum of mongy to investment instead.

(c) Discuss the suggestion of the economist by giving arguments FOR and AGAINST it. (5 masks)
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MARKING SCHEME

1997:/AL/11/04
(&

2016/DSE1/38
D (deleted)

1993/AL/11:7
If the spendiug on the airport project is exactly foanced by increased taxation of the samz amount, the fscal policy effect (on
agzgregate demand) is expansionary.

The reason is that if income s not taxed, the private sector will save pasrt of it. If it is taxed. the govemment will spend all the
tax revenue. Therefore the expansionary effect of increased spending is greater than the contractionary etfect of increased tax,

{(Note: However, tuxution, be i « direct tax or an indirect tux, would also have supply-side cffects, bur these ure not i
considered in the AKAL syllabus.)

2009/ AL/Ga)
() By increasing disposable incoms, the cash transfers (Tr) wonld {ocrease consumption. The aggregate demand would
then increase, ahd thas increase satput.

(i) Uthe goverument simply ases the cash 0 crease 1ts own expenditure., the aggregats demand would increase by AG
(= A1) and thus increase outpur by a bigger amount. This is because while people will only spend part of the cash
transfers on consumption {and save the rest), the government will spend ali of it directly.

2016/DSEATA2
ta)  The relative importance of (he gaming industry has been dechining becanse (85
ity gross revenue has beon falling faster than GDP at current marke! price. 1

te)  Arsuments for
- Investient wowd increase potortial ontput over time. but cesh

sharing would not have similar long-run e{fects on the

cConODIY. {2)
- Investment would rais sate demand (AD) directly. But the cosh-sharing scheme could only raise AD indirectly
via an increase in consumption. In case rhe residents choose rot to spend the cash received on consumption. the AD
cffect would vanish )
. {(max: 3}
- During economic downtatn, a reduction in social welfare duc to suspension of the cash~sharing scheme may resuit in
discentent of the citizens and pobitical instability. ) )
~ While people can denefit from the cash-sharing scheme instantly, it may take a longer time for investment to boost ]
their Income. (2
~ Public investmenl may be invticicnt due to high administrative costs or Jow sensitivily (0 market / price signals (lack !
of profil ingentives). (2) i

(max: 3)
[Remoark: Maximum mark of part (¢) is § marks]
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SECTION 4: MONEY AND BANKING (1)
41 MONEY: NATURE AND FUNCTIONS

Multiple Choice Questions

1990/CE/11/29
To serve as a unit of account, money has to be
A. homogeneous.
B. portable.
C. scarce.
D. durable.
1990/CE/I1/50
The Canadian Maple Leaf gold coins (I £ K 48, 3 & % ) can be an example of in Hong Kong.
A.  legal tender
B. credit money
C. bank assets
D. token coins
1990/CE/11/40
Which of the following is the most acceptable means to settie a debt in Hong Kong?
A. credit cards
B. personal cheques
C. Japaneseyen
D. Bank drafts
1990/CE/I/41
The value of money is reflected by its
A, face value.
B. intrinsic value.
C. purchasing power.
D. owner’s subjective value.
1990/CE/T1/58

Which of the following statements is INCORRECT?

A credit card is money because it is a means of payment,

The use of money eliminates the need for the double coincidence of wants in transactions.
Money performs less satisfactorily as a store of value when inflation is serious.

In a barter economy. when a person buys a good, he must be also selling another good.

oQw»
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1991/CE/1Y/2%
Which of the following can best serve as money in a desert?
A, shells
B. sand
C. water
D. potatoes
1992/CEN1/33

A time deposit fulfils the function of money as a

A, medium of exchange.

B. store of value.

C.  unit of account,

D. standard of deferred payments.

1992/CEM/57
The potato is NOT a good form of money mainly because it is

A, indivisible,

B. portable.

C. homogencous.

D, perishable.
1992/CE/1/59

Which of the following, descriptions about barter is FALSE?

A. Barter means a direct exchange of goods and services,

B. Barter is possible only when there is double coincidence of wants.

C. Barter exists only in socicties without a medium of exchange,

D. Usually it is more difficult to practise barter in international trade than in domestic trade.
1993/CE/11/31

Nowadays one can use 2 credit card or coins © make phone calls from public telephones. The telephone company accepts
the use of ¢redit cards for phone calls because

(1) acredit card is iegal tender

(2) acredit card is a means of deferred payment
(3) credit card holders are more trustworthy people
(4) the cost of handling coinscan be reduced

A, (I)and (2) only
B. (1) and (3)only
C. (2)and (4) only
D. (3)and (4) only
1993/CE/11/58

Money will NOT exist if

there is no banking system.

only credit cards are accepted for payment.
there is only one man on earth.

trade is totally banned among countries.

Upwy
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1994/CE/1/41 1996/CE/1/34
Banknotes are preferred to cheques as means of payment because the former are more During war time, gold is a better form of money than paper money mainty because gold is more
A. divisible, A, durable.
B. generally acceptable. B. portable.
C. portable. C. generally acceptable,
D. scarce. D. homogeneous.
1994/CE/I/44 1996/CE/NI/38
Which of the following descriptions of *demand deposits’ is correct? Arrange the following bank assets in descending order of liquidity:
A. They can be accepted by deposit-taking companies in Hong Kong. (1) loans and advances
B. They are legal tender in Hong Kong. (2) deposits with other banks
C. They are a form of credit money. (3) real estates owned by the bank
D. They are an interest-bearing asset.
A (D.2.0)
B. (1),3).@
1995/CEI/33 C. @), ), 5)
Which of the following about money is correct? D. (3,
A. It must have intrinsic value.
B. It must be backed up by law to be the medium of exchange. 1997/CE/MI/32
C. It must be convertible into some precious metal. 99 gold is a better form of money than diamond because the former is more
D. Tt must be generally acceptable as the medium of exchange.
(1) easily divisible.
(2) scarce.
1995/CE/I1/39 (3) homogenous.
Banknotes is a better form of moncy than demand deposits because the former is more
A. (1) and (2) only
A, generally acceptable. B. (1) and (3) only
B. divisible. C. (2)and (3) only
C. durable. D. (1), {(2)and (3)
D. portable.
1997/CE/11/38
1995/CE/N1/40 Which of the following is/are the function(s) of money performed by credit cards?
Aurange the following assets is terms of liquidity in descending order:
(1) standard for deferred payment
(1) ordinary shares (2) means of payment
(2) real estate (3) unit of account
(3) bank notes (4) store of vahue
(4) demand deposits
A (1)only
A (D), 3.4 Q@ B. (2)oaly
B. (3).(4). (1) () C. (1)and (2) only
C. (3@ @.(1 D.  (3)and (4) only
D. 4),3).@.(h
1997/CE/1/39
1985/CE/N/50 Holders of a/an has the least risk and the highest liquidity.
Exchange with the use of money differs from barter exchange in that the former
A.  long-term corporate bond
A. s controlled by the government but the latter is not. B. ordinary share
B. has a price for each good but the latter has not. C.  preference share
C.  does not require the double coincidence of wants but the latter does . D. savings deposit
D. imvolves competition but the latter does not.
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1998/CE/1V/32

Cheques are preferred to banknotes and coins when used as medium of exchange in Jarge transactions because cheques are
more

A, durable.

B. generally acceptable.

C. scarce.

D. portable.
1999/CE/N1/35

9999 Gold is better as a form of money than jade because the former is more

(1) generally acceptable.
(2) casily divisible.
(3) homogeneous.

A.  (1)and(2) only
B. (I)and(3) only
C.  (2)and (3) only
D. (1),(2)and(3)
2001/CE/I/48

In Hong Kong. drivers can buy tickets from tunne! companies for using tunnel services. These tickets are NOT a standard of
deferred payment. In other words,

A.  the purchasing power stored in the Mckets can only be used for certain tunnel services.
B. most people in Hong Kong do not use the tickets for the tunnel services.
C. the value of most goods and services are not measured in terms of the tickets.
D. paymentin the future in general is not denominated in the tickets.
2002/CE/IV34

Which of the following statements about money are correct?

(1) The purchasing power of money will remain unchanged in times of deflation.
(2) A wider use of electronic money will reduce the cash held by the public.

(3) Money helps people to ace late their purchasing power.
A. (1) and(2) only
B. (1) and (3) only
C  (2)and(3) only
D. (1), (2)and (3)
2003/CE/NI/50
Fish are NOT good units of account mainly because they are NOT
A.  durable,
B. scarce.
C. homogensous.
D, portable.
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2004/CE/II/35
When a barter economy changes to an economy that uses money in exchange,

(1) finding trading partners becomes easier,
(2) making transactions involving fiture settiement of debt becomes casier.
(3) agreeing upon prices takes a longer time.

(1) and (2) only
(1)yand (3) only
(2) and (3) only
(1).{2) and 3)

Oow>»

2004/CE/11/36

A time deposit is better than a demand deposit in serving the function of money because the former

A, unit of account ...... has a common unit

B. storcofvaluc...... bears interest income

C. medium of exchanpe ...... is generally acceptable

D, standard of deferred payments ..... is a liquid asset
2004/CE/T1/40

Which of the following kinds of assets has the Jowest liquidity?

A. cashin hand

B. ordinary shares
C. demand deposits
D. savings deposits

2005/CE/1V/35

Country A used gold as its currency. Suppose the scientists in the country have found a method to produce gold at nearly
zero cost. As a result, the govemment has decided to give up using gold as its currency. This illustrates that good money has
to be

A. portable.
B. divisible.
C.  scarce,
D. durable.
2006/CE/11/33

Which of the following statements about money are correct?

(1) Under the electronic payment system, transactions are still settied with money.
(2) Deflation reduces the purchasing power of money.
(3) With the use of money in exchange, there is no need to have double coincidence of wants.

(1) and (2) only
(1) and (3) only
(2) and (3) only
1. @)and (3)

vnms
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2006/CE/N/34
9999 gold is a better form of money than grains of wheat because the former is more

(1) durable.
(2) homogencous,
(3) easily divisible,

A. (1) and(2)only
B. (1)and(3)only
C. (2)and (3) only
D. (1),(2)and (3)
2007/CE/I/33
During inflation, people are less willing to keep their wealth in the form of money.  This is because at that time the function
of money to serve as a is weakened.
A, medium of exchange
B. store of value
C.  unit of account
D. means of payment

2008/CE/11/34
An ecenomy that changes from barter to using money in exchange would reduce

A. the need for specialization,
B. the need for exchange.
C. the time for scarching wading partners.
D. the frequency of making payments.
2008/CEMV3S
As a form of money, polymer notes (32 % £ %2 ) are more
A, homogenous
B. durable
C. divisible
D. portable
2008/CE/TI/36

A more popular use of electronic money can bring about the following advantages:

(1) asmaller amount of coins and notes to be handled
(2) alower chance of receiving fake banknotes
(3) more interest carned by keeping the money in banks for a longer period of thne

A. (1) and (2) only
B. (1)and(3)only
C. (2)and (3) only
D. (1).(2)and (3)
2009/CE/N1/35

Which of the following assets has the highest liquidity?

real estates
government bonds
savings deposirs
time deposits

onwy
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2009/CE/11/36

‘When the price of a good is quoted in Renminbi (RMB) on a price tag in some shops in Hong Kong, RMB is perfonning as

A. lcgaltender.

B. astore of valae.

C. aunit of account.

D. astandard of deferred payment.
2010/CE/1I/34

Which of the following statements about money are correct ?

(1) The use of money reduces the information cost of searching for trading partners.
(2) Money would not exist if thete are ro banks.
(3) Money still exists if all transactions are settled by electronic wansfer (or settled online).

A. (1)and (2) only
B. (1)and(3) only
C. (2)and(3) only
D. (1), (2)and (3}
2010/CE/1/37
Holders of __ have the Jowest liquidity.
A, negotiable certificates of deposits
B. ordinary shares
C. savings deposits
D. real estates
2015/DSE/N/35

Refer to the following news extract.

© Yu'e Bao ({1

is a pew online investment fund introduced by Alibaba. Much of the popularity of Yu'e

Bao has come from its ability to give customers the convenience of a demand deposit-meaning they can
withdraw their funds whenever they like-but with returns well above what a bank could offer. [t recently

. advertised-an annualised return of 5 .25%. but that level has on occasion risen to above 7% since the fund

was set up. By contrast. banks offer 3.3% as interest for a one-year fixed deposit and close to nothing on
savings deposits, I

Yu'e Baa is a better ___as compared with bank deposits because
A. unit of account ...... it provides a homogencous means of payment
B. unit of account ...... it can facilitate people’s buying and selling of goods and services
C. store of value ...... it allows customers to have higher purchasingpower in the future
D. store of value ...... the customers can keep their unused funds in Yu'e Bao
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2016/DSE/N/30
Refer to the following diagram.

$199 > 12 nonths §
g for a new
mobile phone!

Ken read the above advertisement and bought a new mobile phone by instaliments. In this payment, which of the following
fonctions did money perform?

(1) store of value
(2) unit of account
(3) standard of deferred payment

A, (1)and (2) only

B. (I)and(3) only

C. (2)and(3) only

D. (1),(2)and (3)
2019/DSEAN/30
Refer 10 the following bypothetical case.

The currency of Country T, T-Dollm, bas depreciawd by 40 perceat from the buginning o£ 2018 2fler the
US ampounced 3 series of ade sanctions against Coantry 7. As e result, some shops in Country T quoted
prices o US Dollar aswead of T-Dollar. Shops in hiaek entrkets refirsad 10 3cecpt T-Dollar. Sore cltizans
bought foreign carzncics 10 safogamd their assets.

‘Whith fupcions of mousy of the T-Doliar were WT

(1) modium of exchange
{2) unftofaccount
3) swreof value

A (1)amd 2)only
B. (1)znd(3)ounly
C. (Dand (Ionly
D. {1),{(2)and ()
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Shost and Structured Questions

199 1/CE/N/5(a)
State THREE functions of money. (3 marks)

1993/CE/N/3(d)(it) —
50
R AR

Cammmon Sloned Wi Ticket

Explain why stored value tickets cannot perform the following functions of money:

(I) medium of exchange
(II) store of value
(4 marks)

1994/CE/I/6
Employer: If you work for me this month, I"11 give your 30 mewes of cloth in payment at the end of the month.
Employee: Please pay me cash. [ won’t accept cloth in payment.

According to the employer, what finction of money does the cloth perform, apart from acting as a medium of exchange?

Also explain why cloth in general cannot perform this function. (6 marks)

1995/CE/10(b)(i)

In Hong Kong, a demand or savings deposit holder can use an EPS card to pay for his purchases in certain shops. The
function of an EPS card is that the amount of meney is immediately transferred from the customer's bank deposit account to
the shop's bank deposit account.

Naime the function of money which savings deposits together with EPS cards can perform in the above example. (2 marks)

1996/CE/i/8
Explain which TWO functions of money would be affected in times of inflation, (4 marks)

1997/CEN/4
On an island. people sel! their goods and services in exchange for salt and use salt to buy what they want.
(a} ‘There is no money in this economy.” Explain whether you agree with this statement or not. (2 marks)

(b) Explain TWO difficulties that the people on the island may encounter when using salt in exchange for goods and

ssrvices. (4 marks)
[998/CE/1/6
One prediction about fiture commercial cities is: * ......with technological advancement, trading of goods and services will be

done without cash, There will be no cash in these advanced economics.’

John said, * Money will not exist in these ¢conomies as there is no cash.’
Explain whether Jobn's comment is correct. (4 marks)
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1999/CE/1/11(d) 2007/CEN/6

It is suggested that *Octopus cards (J\ 32 i -F )" can be used as a store of value and as ameans of payment for texi service. Masty shops in Macau accept payment in Hong Kong dollars. Banks in Macau also accept Hong Kong dollar deposits.

Name the other two functions of money and explain why Octopus cards cannot perform these two functions. (4 marks) Name TWO functions of moncy performed by the Hong Kong dollar as illustrated in the above situation. Explain these
tunctions. (4 marks)

2000/CE/T/5

Barbarian A: T want to exchange some of my bananas for some of your vegetables, 2009/CEN/S(d)

Barbarian B: But what I want now is some wood. Some bookstores issue book coupons which the holders can usc to pay for their purchases in these bookstores.

Define money and explain how mosey helps to solve the problem of exchange in this case. (4 marks) (1) Apart from ‘store of value’ and ‘standard of deferred payment”, name TWO other functions of money. (2 marks)
(ii) Book coupons cannut perform the two functions of’ money mentioned in the answer to {d)(i). Explain. (2 marks)

2001/CE//5

Explain why banknotes would be more generally-accepted as a medium of exchange than diamonds. (4 marks)
2010/CE/H/5

(a) Money is defined as i A S T S ST R S L
2002/CEA/H(c)

Students in the tutorial school with good academic achicvements are awarded coupons. These coupons can be used to e (2 marks)
purchase books in some specified bookstores. Explain whether these coupons are “mouey”, (3 marks)
(b) Explain with TWO reasens why pearls are not a good form of money. (4 marks)
2003/CEN/7
In some Asian countries, the prices of goods and services in tourist areas arc expressed in US dollars. Suppase tourists pay 2012/DSE/MNT
cash in US dollars for their purchases. 9999 gold is preferred to cigarcties when used as money.” Give TWO reasons to explain this argument. (4 marks)
(@) Name TWO functions of money performed by the US dollar as illustrated in the above situation. (2 marks)
2017/DSE/l/5
(b) Name and explain the other TWO functions of money. (4 marks) Due to political instability. the currency of'a country depreciates sharply and becomes highly volatile. Which TWO
functions of money may be weakened? Explain. (4 marks)
2004/CE/V/9(b)
Which function of money does cash perform better in times of deflation than in times of inflation? Explain. (3 marks) 2018/DSE/I/12(b)
Source 1: search resuft from a hotel booking website
2004/CE//11(c)(ii) Book now!
A famous chain of fashion stores opens a new branch. Hotel A . KRR . HKS$2 100
Tsim Sha Tsui East, 30 square metres Free cancellation OR
To celebrate the new opening, the chain stores issue cash coupons to their customers who can use them as cash in these Kowloon 2 Twin Beds RMBY1750
stores Explain why the cash coupons are not money. (2 marks)
DAl ki dAd Beok now!
e 5 HKS2 040
Tsim Sha Tsui East. 32 square metres Non- refundable
2005/CEN/4 Kowloon 2 Twin Beds o=
State and explain TWO functions of money. (4 marks) Free WIFI RMB¥1700
Which TWO functions of mouey does the Reaminbi perform in Source 1? Explain, (4 marks)
2006/CEANI7

The ‘individual travel scheme” brings many tourists from Mainland China to Hong Kong. In the following table. fill in the

blanks to indicate the function of money that is performed by Renminbi (RMB) in each case. 2020/DSE/IVSb

(6}  Peter owes Mary $100 and he has no cash in his wallet. He suggests ropaying Mary by a cash
coupon (with a face value of $100) issued by a superoarket chain. Give TWO ecanomic reasons to
xpiain why Mery weuld refuse 10 aceept the cash coupon 43 a sepuyment of Peter's debi. (4 marks)

The function of mongy
performed by RMB

Case 1 : The prices of goods and services in some
shops in Hong Kong are ¢xpressed in RMB.

Case 2 : Some shops in Hong Konyg aceept cash

pavment in RMB,

Case 5 : Some banks in Hong Kony accept RMB
savinps deposits,

(3 marks)
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MARKING SCHEME 1995:CET0{b) i}
Mediom of exchange 2)
oRrR
1990/CE/11/29 1993/CE/I1:31 1996/CE:11/38 2004/CE/1:35 2008/CEAL36 Means of paypient 2)
A C (& A(75%) D (30%)
1996/CENT/R0 1993/CE/MI/33 1997/CEN)32 2004/CE11/36 2009:CE/TL/3S [996:CET/S
C (& B B (87%) C{72%) Store of valuc - less purchasing power of the same amount of money
Standard of deferred payment - the rcal valne of moncy deerease / ereditors prefer immediate cash to post-dated chegues
1990/CE/Y40 1894/CE/T:41 F997/CEAL3S 2004{CEAL/4D 2009;CE/ /36 Medium of cxchange - the real valuc of money decreases / the gencral acceptability of money is adverscly affected (in times
D B B fdeleted) B (49%) C(74%;} of a hyperinflation) (2@. max : 4)
[Mark the FIRST TWO points only.}
1990/CE:T1/41 1994/CENTi44 (997/CENT/39 2003/CEN/35 2010/CEN34
C C D C (79%) B (853%)
1997/CE/j4
1990/CEAL/58 10935/CE/I/3S 1998/CEAL32 2006/CEN1/33 2010/CETV/37 (a) (Disagree.)
A D D B (67%) D (67%) Salt is used as money, because ($Y)
it is generally accepted as the medium of exchange.(2) (max : 2)
199 L/CE/TL29 1995/CE/ /39 1999;CE/11/35 2006/CEA/24 2015/DSE//35 {Remark: Mere mention of the definition of mency without saying disagree or giving any other claboration - No mark.)
A A D A(60%) C(78%)
(b) - uneasy to maintain a stable quality (loss in value, sterage cost)
1992/CEALI33 1995/CEAL40 2001/CET1/A43 2007/CE/NL33 2016/DSEN/30 - may be bulky to carry arousd a large amount of salt
B B D B (83%) C (74%) - may not be scarce ¢nough {cannot control the moncy supply)
- different kinds of salt may not have uniform quality (2@, max 2 4)
1992/CEAL57 1995/CEAN/S0 2002/CEAV3S 2008/CENLS4 2019/DSE/L:30 [Mark the FIRST TWO points only.]
D C C(82%) C (84%) D
1992/CENT/59 1996/CEAT34 2003/CEAL/50 2008:CE/35 1998/CE/1/6
(& G C (43%) B (96%) Wrong.
Money still eists because a generally accepled mediom of exchange is stil) needed. 3)
Notc: Figures in brackety indicate the percentages of candidates choosing the correct ansiers. 1t may be in other forms such as electronic money, ¢V
1991/CE/1/51a) 1999; )
~ a medium of exchange Unif of account - nH
- a store of value i s not a unit of account because the prices of other zoods are not expressed in terms of Octopus cards. (i)
- a standard of defesved payment
- 4 unit of account (b, max: 3} Siandard of deterred pasyment - [¢))
{Mark the FIRST THRTE functions only.} il i not a standard of deferred payment becavse future payment is not denominated v terms of Octopus cards. ()]
1993/CE:L3(d) (i) 2000/CLENS
(1} Itis not {generaily) accepted in exchange. (2 NMouney (s a generally accepted medivm of exchange )

(I} It cannot provide (or store up the) purchasing power for future use.
[0] {The problem of exchapge in the cage is the need to search for double colncidedee of wants 7 the act ol buying and the act of
1t cannort be readily converted into money. () selling cannot be separated. )

Ifmoncy is used as 2 medinm of exchange. A can pay money to buy B's vegetables withsut selling his bananas to B B can

1994/CET/6 also pay moncy to buy wood from somcaonc other than A, With mancy. exchange can take place even if there 15 no double
It is NOT a standard of deferred payment, because it is i2) comeidence of wants ¢ act of buving and the act of sclling can be separated. (2)
not a commonly accepted medium of exchange i2)
not of homogzeneeus goality (2)
OR
1t is NOT a stose of value, because it is 2)
not a commonly accepred medium of exchange (2)
not durable / unstable value (2)
OR
1t ts NOT a unit of account, becanse it is 2)
not a commonly accepred meddinm of exchange )
exchange ratio arbitrary (2)
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2001/CE/S

{On divistbility)

Banknotes can be divided into different denominations without a change in value,
Diamond if divided into smaller untts will have a fall in total value.

(On homoyenziry)

Banknotes wirth the same face value issued by the same bank share vaiform physical characteristics = homogeneous i
value

Diamonds do not have uniform physical characteristics = heterogencous n vahe

{On homoxcnaity)
The vakie of a banknote is more casily recognized (because of untform physical characteristics).
The value of a diamond is not easily recognized (because diamonds do not have uniforin physical characteristics),

(1))

ey are not geaerally accepted as a medium of exchange L}

net gencrally accepred beeaus: they cannor be used to by other gonds and servies. (n
2003:CEN:7

(a)  Medinm of exchange il

Unit of account il
{Mark thie FIRST T¥WO points only.]

(b)Y Store of value - (1)

people can stere up the purchasing power for futwre speading on goous snd services. (1)

Standard of deferred payment - 1;

fature payment is desominated 1 teoms of money 1
[Mark the FIRST TWQO points only.}

2004/CET9th)

Store of value # store of wealth, becanse 1
the purchasing power 7 real value of cash continues 1o decrease in times of intation (but continucs fe increase in rimes of
detlation). (2)

2004/ CEA (e}

Not generally accepied, becanse (%8
these coupors cannut be wsed 10 buy things in other shops, th

2005/CETA

Medium of exchange -
money serves as a medium to facilitate people’s buying and selling of goods and services.

Unit of account -
money is used to express the prices and value of goods and services.

Storc of value -
people c.an store up the puschasing power for fiture spending on goods and services.

Standard of deferred payment -
fizture payment is expressed in terms of money.

[Mark the FIRST TWO pomts only.} I + 1@ max: 4]

2006/CEN?

(1) unit of account (h

() medhna of exchavge ©ineans of payment (B8]

(3)  store of value [8)]
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2007/CE/6
- Accept paymeot: medmm of exchange / means of payment [#9]
~ HKS deposit: store of value / store of wealth [¢3]

[Mark the FIRST TWO points only}

Medium of exchange:
the Hong Kong dollar serves as 2 medinm to facilitate people”s buying and selling of goods and services in these shops in
Macau. )
Store of value:
Hong Kong dollar deposits caable people to store up the purchasmg power for future speading on goods and services. (1)

2009/CE/1/9d)
{)  Medium of exchange 1)
Unit of acconut %}

[Mark the FIRST TWO points only]

(i) Nota medium of'exchunge bocause

these bosk coupoas ars not generadly accepted by other shops in buying goods and services 15}
Net a unit of'anscount hecamse
the prices o f otlhier goods are nof expressed in terms of these book coapons 2h
20M0CEAS

{8t Money is defincd as 3 gcoerally ¢ 2)

(b)) (Not gencrally seceptable)
Pearls are nat generally
(Net divisibley
Pearls i divided e smoaller ankis will have a Bl in total value.
(Not homogzneous)
Pearls do not have uniforns physical chavacteristics = Heterogencous in value / The value of a pearlis not easily
recogniz 2@, max: 4)

ptalle us a modium af exchunge m trading of goods and services.

2012 DSEALT

- Gold ts mars durabie while cinarcttes may lose their value dusing transaction,

- Gold is mors gencrally accepted es medium of exchange than cigarcties.

- Gold is more homagenous while cigarettes have different quaittics. (2@, max: 4j
[Mark the FIRST TWO puints only.]

2007/DSEN/S
Stors: of valug;
As the value of the local currency drops in terms of foreign currency, its purchastog povwer in terms of the quantity of
forelgn goods and services would also fall.
Standard of deferred gayment:
As the value of the curreney becomes highly volatile, the contracting cost of specifying future paymenrs in terms of this
currensy would increase.
Medium of exchange:
Some mulrinational firms may refuse to accept the currency it its value fluctuates too much. (24, max: 4)
[Nark the FIRST TWO fanctions only.]

2018/ DSE/Y 12(k)

Unit of account: The price of the hotel accormmodation service is expressed in terms of RMB. )
Medium of exchange. RiVIB setves as a medium to facilitate peopie™s buying and selling of services in the website, 2)
[Matk the FIRST T¥O points only.)

2020/DSE/!SH
b) Doving inflation | the real vaiue ¢ purchasiag power will fﬁ’”’lfm of the coupon,

Or
The coupon is not geverally acceptable as medium of exchange.
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4.2 BANKING SYSTEM AND THE CENTRAL BANK

1993/CE/I/34
In Hong Kong a restricted licensed bank faces more restrictions than a licensed bank with reference to :

(1) the types of deposits it can accept
(2) the minimum deposit it can accept
(3) the maximum deposit interest rates it can offer

A. (1) and (2) only
B. (1)and(3) only
C. (2)and{3) only
D. (1), (2)and(3)
1994/CE/NN/39

Fanny plans to deposit HK$250 000 in a financial intermediary for three months. Which of the following institutions can
accept her deposit?

(1) licensed banks
(2) restricted licence banks
{3) deposit-taking companies

A. (1) and (2) only
B. (1)and (3) only
C. (2)and(3)only
D. (1), (@) and(3)
2000/CE/1}/31

Mr Cheung has $100 000 cash in hand. He needs the moncy two months later to use as partial payment for his new house.

He may deposit the money into

(1) alicensed bank
{2) arestricted licence bank
(3) adeposit-taking company

A, (1)only

B. (1) and (2) only

C. (1) and(3) only

D. (2} and(3) only
2001/CEM/27

John wants to deposit $80 000 for 4 months in Hong Kong. Which of the following financial institutions can accept his
deposit?

A. alicensed bank

B. arestricted licence bank

C. adeposit taking company

D. All of the above,
2002/CEAL/32

Which of the following financial institutions in Hong Kong can accept savings deposits?

licensed banks

restricted Jicence banks
deposit-taking companies
All of the above are correct.

VoW
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2003/CE/11/33
Sue wants to deposit $300 000 for I month. Which of the following institutions can accept her deposit?

(1) licensed banks
(2) restricted licence banks
(3) deposit-taking companies

A, (I)only

B. (J)and(3) only

C. (2)and (3) only

D. (1),(2)and (3)
2005/CE/NI/36

Mr Chan plans to deposit $500 000 for one month. Which of the following institutions can accept his deposit?

unwe

(1) licensed banks
(2) restricted ficence banks
(3) deposit-taking companics

(1) and (2) only
(1) and (3) only
(2) and (3) only
€1).(2). (3)

2007/CE//38
ifan individual plans to deposit HKS200 000 in a tinancial institution in Hong Kong for three months, which of the following
instituations ¢an accept this deposit?

(1) licensed banks
(2) restricted licence banks
(3) deposit-taking companies

A. (1) and (2) only
B. (1) and (3) only
C.  (2)and (3} only
D. (1, @).3)
2010/CE/11/38

David plans to deposit HK$400 000 in a Hong Kong financial institution for six months. Which of the following can accept
his deposit?

Oowx

(1) licensed banks
(2} restricted licence banks
(3) deposit-takingcompanies

(1) and (2) only
(1) and (3) only
(2) and (3) only
1),.06)
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2014/DSEN/31
Maggie plans to deposit $500 008 in a financial institution in Hong Kong for two months. Which of the following
institutions can accept this deposit?

(1) licensed banks
(2) restricted licence banks
(3) deposit-taking companies

A, (1)and (2)only
B. (1)and(3)only
C. (2) and (3) only
D. (1),(2,3)
2018/DSE/V31

Brian wants to deposit $80 000 for two mouths in an authorised institution in Hong Kong in the form of a negotiable
certificate of deposit. Which of the following statements is correct?

A, As the term of maturity is fonger than one month. a deposit-taking company can aceept his deposit.

B.  Asthe term of maturity is shorter than three months. a restricted licence bank can accept his deposit,

C.  Asthe amount of deposit is less than $500 000. a restricted licence bank cannot accept his deposit.

D. Asnegotiable certificates of deposit are not available in a licensed bank, a licensed bank cannot accept his deposit.
1993/CENI/SS

Which of the following is NOT a function performed by the Exchange Fund?

A.  to issue certificates of indebtedness 1o the note-issuing banks
B. to manage forcign exchange reserves for the government
C.  toissue Exchange Fund bills
D. to determine bank deposit interest rates
1995/CE/1I/4)

Which of the following are the central-bank functions performed by the Hong Kong Monetary Authority?

(1) supervision of banking activities

(2) financing the budget deficit

(3) maintaining the stability of the exchange rate of the Hong Kong dollar
(4) cheque clearing

A, (1)and (3) only
B.  (1)and (4) only
C. (2)and (3) only
D. {2)and (4) only
1996/CE/1/60

Which of the following is NOT a function of the Hong Kong Monetary Authority?

managing fiscal reserves for the government
acting as a clearing house

supervising the banking system

acting as the lender of last resort

vowy
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2000/CE/11/32
Which of the following about the central bank functions performed in Hong Kong is correct?

A.  The Hong Kong Bank is responsible for the central clearance of the banking system.
B.  The Exchange Fund acts as the government’s banker.
C.  The Hong Kong Monetary Authority carries out monetary policies for the government.
D. The Hong Kong Association of Banks supervises banking activities.
2001/CEM/49
Which of the following is NOT a function of the Hong Kong Monetary Authority?
A to ge the foreign exch reserves
B. to carry out monetary policy
C.  to act as lender of Jast resort
D. to determine the best lending rate
2003/CE/MI/57

Which of the following central bank functions are performed by the Hong Kong Monetary Authority?

(1) managing the forcign exchange reserves
(2) determining the deposit interest rates of banks
(3) acting as the lender of last resort

A. (1) and (2) only
B. (1)and (3) only
C.  (2)and (3) only
D. (1},@.3)
2007/CE/11/37

Which of the following tunctions are performed by the Hong Kong Monetary Authority?

(1) maintining the stability of the linked exchange rate
(2) supervising the liquidity position of the private banking tnstitutions
(3) determining the market interest rate in Hong Kong

A. (1) and (2) only
B. (1) and (3) only
C. {(2)and (3) only
D, (D.(2L3)
2009/CE/N/37

In the financial system of Hong Kong, the Hong Kong Monetary Authority plays the role of

SOowy

(1) operating the day to day business of the clearing house.
(2) stabilizing the exchange rate of the Hong Kong dollar.
(3) the lender of last resort.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(NN
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2012/DSEN/29
Which of the following is NOT a function of the Hong Kong Monetary Authority?

MARKING SCHEME

A.  determining the inter-bank offered rate in Hong Kong 1993/CE/TN/34 2003/CE/E33 2018/DSEN/3 1 2001/CE11749 201S/DSE/33
B.  supervising the liquidity position of the private banking institutions A A(57%) C (65%) D A(53%)
C. managing and investing the Exchange Fund
D. maintaining the stability of the linked exchange rate 1984/CE/T/39 2005/CEL3e 1993/CER50 2005/CEMN/3T 2019/DSEAR9
B A (59%) D B (46%) N
2018/DSE/N/33 2000/CE/NE3 2007/ CEILSR 1995/CEA41 2007/CEALST
Which of the following is NOT a function of the Hong Kong Monctary Authority? A B (63%) A A 3620
A. to stabilise the mortgage rate 200 1/CEN27 2 [OICESEIR 1906 CE TGO 2009/CETES7
B. toissue currency notes A B 160%) B C (42%)
C. to supervise the commercial banks
D. to manage the Exchange Fund 201 DSETR 20060/CE152 2012/DSE120
AfT3%1 < A 1049
Nute: Figires in brackas indicate the pereentages of candidates choosing the correct answers.
Short & Structured Questions
1992/CE/1/3(c)(i) ;
Name TWO central bank functions performed by The Hongkong and Shanghai Banking Corporation (HSBC). (4 marks) -~ note 1ssuing 2)
~ government’s banker 2)
2001/CE/1/10(a)
What is the basic ¢conomic role of commercial banks? (2 moarks) 200 );CEN: 10{a)
Financial intermediarics / to chunnel people’s savings to investments (2}
2002/CE/V7
List TWO functions of a central bank. (2 marks) 2002/CEJ7
- {o issue currency
- to act as the banker of the government
~ to act as an advisor to the government
2019/DSE/N/29 - to supervise / moaitor the monetary sector, e.g, private banks
- to acl as the lender of last resort
Which of the following isfare the fanction(s) of the Hong Koag Monetery Auwharity? - to administer the clearing house
- to carry out the monetary policy
(1) Managing the Exchange Pand - to manage the country’s foreign exchange reserve (1@, max: 2)

2} Supervising the implementation of fiscal policy

[Mark the FIRST TWO points only.]
(3} Derermining Hong Kong’s market interest rate

A (yomly
g‘ {2) only

{3) only
D (1), @2)yand (3)
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43 MONEY SUPPLY DEFINITIONS: M1, M2 & M3

Multiple Choice Questions

1990/CE/i1/32
If Mr. Wong transfers HK$100 from his savings account to his cusrent account,

A, the total amount of bauk deposits will increase.

B. the total moncy supply as measured by M1 will decrease.

C. the total money supply as measured by M2 will not change.

D. the total money supply as measured by M3 will increase.
1991/CE1/34

Which of the following is a componeat of Hong Kong's money supply M2?

A. savings deposits with licensed banks

B. time deposits with deposit-taking companies

C. negotiable certificates of deposit held by banks

D. one-thousand-dollar gold coins issued by the Hong Kong government and held by banks
1992/CEN/32

In Hong Kong, savings deposits with licensed banks are

A. legaltender.

B. included in the money supply M1.

C. included in the money supply M2.

D. included in the money supply M2, but excluded from the money supply M3.

1994/CE/1U/43
If an individual receives a cheque for S 000 fiom his friend and deposits it in his savings account, Hong Kong's money
supply M1 will and M2 will

A. increase: increase

. remain unchanged: increase

decrease: remain unchanged

remain unchanged: remain unchanged

oow

1995/CE/11/43
Mr. Chan withdraws $600 000 from his savings deposit with a commercial bank and then deposits $500 000 with a restricted
licence bank. The remaining $100 000 is kept at home. The immediate effiectis that

M1 will increase by $100 000.
M2 will decrease by $600 000.
M2 will net change.

M3 will increase by $500 000.

oo w>
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1996/CE/1/37

Mr. Chan paid $200 000 in cash to buy from Mr. Wony a certificate of deposit issued by a deposit-taking company. Mr.
Wong then deposited this $200 000 into his savings account. The immediate cffects are

(1) M1 decreases by $200 000
(2) M2 remains unchanged
(3) M3 increases by $200 009

A. (1) and (2) only
B. (I)and (3)only
C. (2)and(3) only
D. (1).(2)and (3)
1997/CE/M/35

In Hong Kong, a demand or savings account holder ¢an use an EPS card to pay for his purchases in certain shops. The
function of an EPS card is that the amount of money is immediately transferred from the customer’s bank account to the
shop’s bank account.

The popular use of EPS in Hong Kong will

A. increase the ability of credit creation of the banking system.

B. increase the buyer’s cost of purchasing goods and services.

C. increase the money supply M1 in Hong Kong.

D. enable all bank deposits to act as a medium of exchange.
1997/CE/11/36

Which of the following will increase M1 in Hong Kong?

A arcpayment of HK$5000 by cheque on 2 bank loan in Hong Kong
B. the lending of HKS5000 in cash by a bank to a citizen in Hong Kong
C. anew deposit of HK$5000 in a savings account with a bank in Hong Kong
D. a withdrawal of HKS5000 in cash from a cwitent account with a bank in Hong Kong
1997/CE/NI/37
Suppose the money supply data of Hong Kong is as follows:
1 $ billion
Total issue of legal tender 3

|Legal tender in circulation

Demand deposits

Deposits with liccnsed banks AND

negotiable certificates of deposit issued by licensed banks
(other than those held by authorised institutions) | 10

| Deposits with restricted licence banks and deposittaking |

| companies AND

negotiable certificates of deposit issued by restricted licence

banks and deposit-taking companics (other than those

held by authorised institutions) 30

(XY (N

The money supply M2 is

$9 biilion.

$12 biljion.
$13 billion.
$92 billion,

gowm»
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1998/CE/M/35
In Hong Kong, the users of some services can use the Payment by phone Service (PPS) to pay their bills over the telephone.
After registration, they can make a phone call and wansfer money from their bank accounts (savings or current ) to the bank
account of the service provider.

When the use of PPS becomes more popular,

A.  The money supply M1 will decrease.

B.  The money supply M2 will decrease.

C. The money supply M3 will decrease.

D. The amount of savings or current deposit of banks wili decrease.
1998/CE//36

Which of the following will cause an immediate change in the money supply of M1 of Horg Kong?

A.  You receive $500 cash from your father and deposit it in your current account.

B.  You pay $4 000 cash to the landlord. who puts the money in his safe.

C. A fire burnt most of the banknotes kept in a bank.

D. You buy $10 000 worth of furniture with a cheque. The shop owner deposits it into his time deposit account.
1999/CE/NI/39

Suppose in a bank in Hong Kong, Mary withdraws HK$3 000 from her saving account and changgs it for US dollars in cash.

Which of the following statements about the Hong Kong dollar money supply is correct?

A. HKS$ M1I will increase while HK$ M2 will remain unchanged
B. HK$ M1 will remain unchanged while HK$ M3 will decrease.
C. Both HK$ M1 and HK$ M3 will remain unchanged.
D. Both HK$ M1 and HK$ M2 will decrease.

2000/CE/N1R27

Mr Wong withdraws $500 000 in cash from a deposit-taking company. He then deposits $300 000 with a bank as a time
deposit and remits the remaining $200 000 overseas for the scttlement of debts. Which of the following about the money
supply M1 and M3 is correct?

A. Both MI and M3 will increase.
B. Both M1 and M3 will decrease.
C. M1 will remain unchanged and M3 will decrease.
D. Both M1 and M3 will remain unchanged.
2000/CE/NL28
Suppose the money supply of Hong Kong in a certain year was as follows:
Sbillion
Legal tender in circulation 10
Legal tender held bv all deposit-taking institutions 2
Demand deposits with licensed banks 15
Savings and time deposits with licensed banks 60
Negotiable certiticates of deposits issued by licensed banks and held
by the public 25
Deposits with restricted licence banks and negotiable certificates of
deposits issued bv restricted licence banks held by the public 32

The money supply M2 (in $ billion) was

A 85

B. 110
C. 112
™ 144
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200 l/CEM/2S

In using the Easy Pay System (EPS) to settle a payment in exchange, an amount of money is immediately transferred from

the buyer's bank account to the seller’s. In response to an increase tn EPS's service charge, some shops have stopped

accepting payment by EPS

Which of the following would be the imimediate effect of the above change on the money supply M1 and M2?

A.  Both M} and M2 will increase
B. M! will increase and M2 will remain unchanged.
C.  MI! will increase and M2 will decrease.
D, Both M| and M2 will decrease.
2002/CE/11/33
‘Currency in public circulation” and ‘savings deposits” are both included in Hong Kong's money supply
() ML
() M2,
(5) Ms3.
A (2 eunly
B. (3)only
C. (1)and(2)only
D. (2)and (3) only
2003/CE/I/32

Mr Chan withdraws HKS50 000 from his savings account with a bank in Hong Kong and remits HK$40 000 through a bank
to the U.K. He changes the remaining HKS10 000 into the newly issued HK$10 notes and puts them into his safety deposit
box in a bank.

Which of the following would be the immediate effect of the above actions on the Hong Kong dollar money supply?

A. Both the HK$ M2 and M3 will decrease by HK. S40000.

B. HKS$ M1 will increase by HK$ 10 000 while HK$ M2 will decrease by HK$50 000.

C. HKS$ M2 will decrease by HKS50 000 while HK$ M3 will remain unchanged.

D. HK $M1I will remain unchanged while HK$ M2 will decrease by HK$40 000.
2004/CE/NI/37

Which of the following would decrease the money supply M2 in Hong Kong?

A. Mr Aurepays a HK$10 000 loan in cash to a licensed bank in Hong Kong,

B. Mr Bean withdraws HK$20 000 from a savings account with a licensed bank in Hong Kong and holds it as cash.

C.  Mr Chan transfers HK$30 000 from his savings account to his current account with a licensed bank in Hong
Kong.

D. MrDing withdraws HKS40 000 from his time deposit in a restricted licence bank in Hong Kong and remits the
money overseas.

2005/CE//38

Suppose Mrs Wong withdraws HK$300 000 from her savings deposit with a commercial bank. She converts HK$200 000 of
the above amount into Renminbi (A & ¥ ) and deposits it into a Renminbi savings deposit with the same bank. She keeps
the remaining HKS 100 000 at home. The immediate effect of the above events is:

Heng Kong dollar money supply M| would increase by $100 000.
Hong Konyg dellar money supply M2 would decrease by 3300 000.
Hong Kong dollar money supply M2 would remain unchanged.

Hong Kong dollar money supply M3 would increase by $100 000.

onwy
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2006/CE/IV35
Mr Chan withdraws HK$20 000 from his depositin a restricted licence bank in Hong Kong. He Jater puts HK$135 000 as
time depositin alicensed bank in Hong Kong and holds the remaining HK$5 000 as cash.

The immediate ¢ftect of the abeve actions on the Hony Kong dollar money supply would be:

A. Both M2 and M3 decrease,

B. Both M1 and M2 remain unchanged

C. Mt increases while M2 remains unchanged.

D. MU increases while M3 remains unchanged.
2007/CE/L/39

If an individual deposits $600 000 cash into a time deposit account with a deposit-taking company. Hong Kong's money supply
MI will and M2 will

A, decrease ...... decrease

B. decrease ...... remain unchanged

C. remmin unchanged ...... increase

D. increase ...... increase
2008/CE/I37

Suppose, after making a series of unsuccessful add-value transactions through EPS in which their bank accounts were
debited, more Octopus cardholders use cash to make their add-value transactions, This would immediately increase

A.  the money supply M1,

B. the money supply M2.

C.  the amount of savings deposits of banks.

D. the amount of tinie deposits of banks.
2010/CENV/39

Grace receives a remittance of HK$530 000 from overseas. She saves HKS3500 000 of the total amount as time deposits in a
restricted licence bank and the rest as demand deposits in a licensed bank. What will be the immediate effect of the above
actions on the money supply of Hong Kong?

A. M1 will increase by HK$30 000 and M2 will increase by HKS530 000.

B. MI will increase by HK$30 000 and M3 will increase by HK$500 000.

C. M2 will increase by HKS30 000 and M3 will increase by HK$500 000.

D. M2 Will increase by HK$30 000 and M3 will increase by HK$5 30 000.
2012/DSEN/28

Winnie withdraws HK$500 000 from her time deposit with a deposit-taking company. Then she deposits HK$200 000 as a
time deposit and HK$100 000 as a demand deposit with a licensed bank. She keeps $50 000 in a sate at home and remits the
remainder overseas.

What will be the immediate effect of the above actions on the Hong Kong doliar money supply?

M1 will increase by HK$50 000 and M2 will increase by HK$350 000.

M1 will increase by HK$150 000 and M3 will decrease by HKS150 000.
M2 wil] increase by HK$150 000 and M3 will decrease by HK$130 600.
M2 will increase by HKS350 000 and M3 will decrease by HK$500 000.

vowy
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2013/DSE/N/25
Which of the following is incloded in the money supply M27

(1) legal tender held by licensed banks

(2) demand deposits with licensed banks

(3) time deposits with restricted licence banks

(4) negotiably certificates of deposit issued by licensed banks held by the nen-bank public

(2)and (3) only
(2) and (4) only
(1), (2) and (4) only
(1), (3) and (4) only

gnw>

2015/DSE/N/30
Which of the following transactions would increase the money supply (M2) of Hong Kong?

A, Ms Chan transfers $500 000 from her time deposit account in a restricted licence bank to her time deposit account
in a licensed bank.

B. Mr Lee transfers $200 000 from his current account to his savings account in a licensed bank,

C. MrMan deposits $100 000 cash into his savings account in a licensed bank.

D. Ms Chuny deposits $600 000 cash into her timae deposit account in a deposit-taking company.
2016/DSE/1/32

Winnie withdraws HK$500 000 from her savings account with a licensed bank. She puts half of it into her current account
and deposits the other half at a depasit-taking company. Which of the following shows the immediate etfects on the money
supply of Hong Kong?

A. M1 increases and M2 decreases.
B. M1 increases and M3 decreases.
C. Both MI and M2 decrease.
D. Both M2 and M3 decrease.

2017/DSE/1/33
Refer to the following data about Hong Kong’s money supply.
Components $ billion
Total issuc of legal tender 300
Legal tender held by all authorised institutions S0
Demand devosits 100

All types of deposits with licensed banks and negotiable
certificates of deposit issued by licensed banks (other than those
held by authorised institutions) 3 000

The money supply M2 is g

A, $320 billion

B. $3180billion
C.  $3 220 billion
D.  $3 300 billion
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When a Hong Kong citizen transfers $500 000 from her iime deposil account with 2 restricted licence bank to
ber savings account with a licensed bank,

(1) money supply (M1) will Icrease.
()  monsy supply (MR) will ipcrease. )
(3) mogey supply (M8) will increase. -

A, (1)only
B, (@only
C. ()only

D, @and (3) oly
2020/DSE/1/38

“The legal tender in Hong Kong held by liccosed banks is included in i
{1) monetary basc

(2) moncy supply M2

{3) mouvey supply M3

A, (Donly

B. (Zonly

C. {2)and (3) only
D. (D, H)awd )

s ———

aCraeconomics by Toplc
4. Money & Banidng (i}

Short & Structured Questions

199V/CEN/5(c)

() Name THREE types of Hong Kong doilar deposits that a licensed bank in Hong Kong can accept. (3 marks)

(if) A person has a sum of money and is considering depositing it in a bank, Explain TWQ factors that would affect his
choice among the three types of Hong Kong dollar deposits. (6 marks)

1992/CEN/3

(a) (i) Which of the following components is/are included in the money supply M1 in Hong Kong? (2 marks)

Cash hetd by the non-bank public
Savings deposils

Demand deposits

Time deposits

(ii) Explain why cash held by banks in not included in the calculation of M1. (3 marks)

(b) In Hong Kong, Miss Wong puts $1 000 cash into The Hongkong and Shanghai Bankiag Corporation Limited (HSBC)
as a demand deposits.

(i) What would be the immediate effect on M1? Explain, (3 marks)

1993/CE//S(e)()
Suppose Mr. Chan sells his flat to a friend in Canada and receives an oversea remittance which amounts to HKS3 million. He
deposits the HK$3 million in his savings account with a bank in Hong Kong.

Explain the immediate ¢ffect on Hong Kong's money supply M and Mo, (4 marks)

1995/CE/10(b)(ii)

In Hong Kong, a demand or savings deposit holder can use an EPS card to pay for his purchases in certain shops. The
function of an EPS card is that the amount of money is immediately transferred from the customer's bank deposit account to
the shop’s bank deposit account.

Explain whether the money supply M2 will be affected when a person uses an EPS card to buy goods. (2 marks)
1996/CE/N/7
The loltowing are the consolidated balance sheets of all commercial banks for January and Febmary in a certain year:
January:
___Asscts (Smn) Liabilities (Smn)
Cash Reserve 40 | Demand Deposits 20
Loans 60 | Savings Deposits 40
Time Deposits 40
Februgry:
Asscts (Smn) Liabilitics (Smn)
Cash Reserve 50 | Demand Deposits 30
Loans 30 | Savings Deposits 40
Time Deposits 30

According to the above consolidated balance sheets, what are the changes in M1 and M2 from January to Febrnary? Show
your calculation. (4 marks)
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¢
Macroeconomics b}

4 Money & Baniing f) (¢}  mstead of ebitining bank Jouas 1o finance the mfraswucture development, it is suggested that Ocean

1999/CE/1/5 Park can be Jisted in the stock market and issue shares to mise capital. State TWO advantages of
Define money supply M1 and M2, {4 marks) issuing shares over obtaining loons Wrarm banks for raising capital. (2 macks)
2002/CE/1/6

In Hong Kong, Mr Lee withdrew $300 000 from his savings account in Bank A. He deposited 50% of this amount with a
deposit-taking company and remitted through a bank another 20% of this amount overseas. He put the rest of the money in
his safety box in Bank B,

What is the immediate effect of the above transactions on Hong Kong's money supply M and M37? Explain your answer,

(6 marks)
2008/CE/N6
In Hong Kong, the money supply M2 consists of five components. On¢ s given in the following fizure. Fill in the other four
components in the appropriate blanks (4 marks)

o
M2 = - \
: S +  Time deposits placed with banks

+ Q)

(€3}

placed with banks

/

g

/ T,

( - - ; L+ @
\ " i

____ issued by banks held

outside the banking sector

2020/DSEAN/8

Study the following balance sheet of the banking systert in Country A.
Assets (Smitlion) Liabilities (Smillier) |

Reserves 1008 | Deposits 4000

Loans 3000

Suppost the public always Liold $800 million cash and the banlsing system does not hold excess reserves.

(@) Find the monewry basc snd mency supply tn Country A. (2 marks)
(b)  Suppose firms withdraw $700 ruillion from the banking system and remit the whole amonmt
OVEISTas.
[e) Find the change in monctary base in Connuy A. {1 mark)

(il  Calculate the maximam possible change in money supply o Couutry A Show your
workings. (3 marks)
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MARKING SCHEME

JO9U/CEAI32 1997:CEAL35 2000/CEAL27 2005/CE/1138 2013/DSE/V23
c A c A(53%) B (419%)

1991/CEAI/34 1997/CE/L36 2000/CE/L/28 2006/CEN3S 2015/DSEL30
A B B D (61%) A(70%;

1992/CEAT2 1997/CEML/37 2001/CEL25 2007/CEAY3S 2016/DSEA32
c B B A(39%) A(76%)

1994/CEAN43 1998/CEM:3S 2002/CEIS2 2008/CRAL37 2017/DSEAAA
¢ D D (52%) A (66%) C 43%)

1995/CEMI43 1998/CENI/36 2003/CEA32 2010/CEAN/39 2019DSEAS
A D A @d3%) D (48%) B

1996/CEAL37 1999/CE/NL39 2004’CE/'II.“‘ 2012/DSE/28 2020/DSEN29
A B A23%) B (69%) A

Note: Figures in hrackets indicare the pereentuges of candidates choosing the correct answers.

199 ICE75(0)
() - demand deposit
~ savings deposit
- fined deposit
- certificates of deposit (142, max: 3)
{Mark the FIRST THREE points only.)
iV - Liguidin:
1s it eastly convertible into cash? [Denand deposit is the most Hquid.]
- Retarns io terms of interest;
How much returns does it yield? {Certificates of deposit offer the highest interest rate.]
- Cerrainty in interest eamed.
Dogs it involve any risk? [The interest on tixed deposit is certain, and the deposit tsel €is also protseted by the
Deposit Protection Scheme in Tong Kong (. whercas a CD is not) | (3. max: 6)
[Mark the FIRST TWO points onlv.}

1992/CE3

(a) (1) Cash held by non<bank public (1)
Demand deposits (1)
{Each incorreet component mentioned - deduct 1 mark]
tif) It cannot fulfill the function of money as a medium of exchange. {3)
tb) (i) MI unchanged. because 1)

cash held by the public decreased by $1 000
demand deposits increased by $1 000
OoR

they counteract each other

(2)

1993/CE/Li5tc)(i)
M no change; 1)!
Ma: increased {by $3 million), heeause (1)
savings deposits are included in Mz but not in M. 2)
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1995:CE/10(bj(ii)

Not affected, becanse (1
both the customer’s baik deposit and the shop's bauk deposic are included in M2, (¢3)
1996/CEA/T
AM1 = change in the amount of cash held by the non-bank public + change in the demand deposits with licensed banks
= $(40 - 50) mn. + $(30 - 20) mn. =0 @

ANI2 = AM] + change in the time and saving s deposits with licensed banks + change in the negotiable cerfificates of deposit
issucd by licensed banks and held by the nan-bank public
= 0+ §[(40 + 30) ~ (40 + 40} mn.

=-$10 mn. )
1999/CEN/S
M]J = currepcy in the hands of the non-bank public + demand deposits (2
M2 =M1 + saving deposits + time deposits held with banks -+ negotiable certificates of deposit issued by banks held outside
the monetary sector )
2002/CE/1:6
Ny increased h
by $90 000. because h
the legal tendes notes and coins held by the public increased, (1)
Ms decreased (1}
by $60 000, because (o}
this amount wus no longer incladed in the cash o public circulmiion tn K or in (he deposits with the monctary sector of
HK. [#Y]

[Remark: Mere mentioniog of the definition of M andéor M: = NO nwarks]

0}

(1

(31 savings deposits (3
(41 negotiable centiftcales of deposit (€3]

Sa ) Monctary base = Cash held by public + Reserve of commaeretal bank = $00 = 1000 = (00 () mavk )
iMoncy Supply = Cash held by public t Total depostr = 800 + 4000 = 4800 ( | mark )
b) Change of monetary base = change of cash held by public + change of' reserve
=0+(-700)
=-700 (1 mark)
©) New Maximum deposit afier the withdrawal = { 1000 ~ 700 ) x maxinium banking rmadtiplier = 300 x 4 = 1200
Change of deposit = 1200 — 4000 =- 2800  { 1 mark )
Chanyge of money supply = change of cash held by public + change of deposit

= ) — 2800
=.2800 { 2 marks)
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) Do nol have inlerest obligation
Da nol have redemplion pressurs
(2marks )

anomics by Tepic
. Money & Banking (it

4.4 DEPOSIT CREATION

Multiple Choice Questions

1990/CE/I/45
Which of the following will increase the money supply in ar economy?

A.  Acitizen withdraws cash from a bank and keeps it in asafe.

B. A manufacturer repays a bank loan.

C. Abank grants 2 loan to a real estate developer.

D. Abank increases the amount of excess reserves it holds.
1991/CE/I1/31

The withdrawal of money from banks causes

a decrease in the value of the maxdmum possible banking multiplier.
a decrease in the cash reserves held by banks.

an increase in the deposits created.

a decrease in the minimum Jegal reserve ratio.

Oow>

[991/CE/NI/32
Bank A has total deposits of § 1 000 million. Jts reserves arc S 240 million. Suppose the reserve ratio required by the
government is 25 %. Which ot the following will help Bank A fulfil reserve requirement?

A, Bank A increases its fending to customers by $ 40 millios.

B. Bank A borrows S 16 million from the inter-bank market,

C. Customers increase deposits with Bank A by $ [0 milion,

D. Customers withdraw deposits from Bank A by $40 million,
1992/CE/N1/34

Assuming that a 20% reserve ratio is required by law, when the banking system has excess reserves of $20 000, it can at
mast increase its deposils by

A.  $80 000.
B. $100000.
C. the amount of its total reserves
D. the amount of its excess reserves.
1992/CE/1U35
The table below shows the total reserves, loans. and desosits of a bank:
Assets (8) Liabilities ($)
Reserves 200 | Deposits 500
Loans 300

From the table, we can say that

A, the legal minimum reserves are $200.
B. the bank bolds excess reserves of $100.
C. the acteal banking muitiplier is 4.
D. the actual reserve ratio is 40%.
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1992/CE/1/32
The following is a balance sheet of a banking system. The required reserve ratio is 20%
Assets ($) Liabiliftes ($)
Reserves 150 | Deposits 1000
Loans 850
Total 1 000 1000

Which of the followiny statements about the banking system is correct?

A. Tt has excess reserves,

B. TIthas to increase its reserves by $100,

C. Ithasto reduce loans by a total of $250.

D. The deposit multiplier is 4.
1994/CE/11/40

If the required reserve ratio for banks is 100%, which of the following is correct?

The money supply will not change if banks accept depesits from the public.
The total amonnt ot bank loans must be equal to the total amount of deposits.

A

B.

C. Banks have no chance to make profits.

D. The banking multiplier is zero.
1994/CE1/42

Suppose the required minimum reserve ratio for banks is 25%. The table below shows the balance sheet of a certain bank.

Assets (§)

Liabilities ($)

Reserves
Loans

600
900

Deposits

1 500

Which of the following statements is correct?

vow

The actual reserve ratio of the bank is 45%.

The excess reserves of the bank is $300.

The banking multiplier is 5.

The banking system can expand its loan to customers by 2 maximum of $900.

1995/CE/1}/42

Suppose the legal reserve ratio is 100%. If a person deposits $500 cash into his current account,

onw

(1) the currency in circulation will decrease by $500.
(2) the bank deposits will remain unchanged.

(3) the bank loans will increase by $500.

(4) the money supply will remain unchanged.

(1) and (2) only
(1) and (4) only
(2) and (3) only
(3) and {4) only
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For Questions 35 and 3G, refer to the following balance sheet of the banking system

Assets (S)

Liabilities ($)

Cash reserve
Loans

250
750

Deposits

1000

Assume that legal minimum reserve ratio is 25 % and a person withdraws $ 40 ffom a bank.

How much would the cash reserve in the banking system fall short of the legal requirement?

What would be the maximum amount of deposits that the banking system can hold after the withdrawal?

1996/CEN1/35
A. $10
B. $20
C. $30
D. $40

1996/CENN/36
A, $750
B. $840
C. $830
D. 8960

1997/CE/1133

Suppose the legal reserve ratio is 25%. If a person deposits S200 cash into his savings account. the maximum possible

change in

onw

1997/CE/11/34

1fa $100 deposit of newly-printed money into a bank results in a §400 increase in the total deposit of the banking system. we

can conciude that

ows

1998/CE/N/33

bank loans is an mcrcase of $800.
bank reserves is an increase of $200.
M1 is a decrease of $50.

M2 is an increase of $800.

Study the following balance shect of Bank B.

Suppose the required reserve ratio for banks is raised from 20% to 25%, what will be the decrease in Bank B's excess

reserves?
A 8150
B. 8250
C. $400
D. $600

the banking multiplier of the above deposit creation is 4.
the legal reserve ratio is 0.25.

the money supply increases by $500.
there is no cash leakage.

Assets ($)

Liabilities ($}

Reserves
Loans

1000
2000

Deposits

3000
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1998/CE/Ni/34

Suppose the required reserve ratio for banks is 20%. The table below shows the balance sheet of the banking system.

4. Money & Banking (1)

| Assets (S) | Liabilities (5)
[ Reserves 500 | Degosits 1000
| Loans 500
Which of the following statements is correct?
A. Theexcessreserves of the banking system is $200.
B. The actual banking multiplier of the banking system is 5.
C. The baoking system can expand its total deposits to $5 000.
D. The maximum amount of Joans the banking system can make is $2 000
1998/CE/11/52
An amount of cash deposited into a bank will NOT lead to
A.  an increase in bank loan made to the public
B. anincrease in the total deposits of the banks.
C. anincrease in the value of the maximum banking multiplier.
D. anincrease in the cash reserves held by banks.
1999/CE/NV/36
Refer to the following balance sheet of a banking system:
Assets ($) Liabilities ($)
Reserves 100 | Deposits 400
Loans 300

The legal reserve ratio is 20%. Suppose that all banks loan out their excess reserves and all loans are re-deposited into the

baking system.

After the credit creation process is completed. the amount of reserves held by banksis

will increase by

A, less than $100 .
B. equal to $100
C. equalto $100 ...
D.

1999/CE//38

Which of the following would reduce the amount of deposits created in the piocess of multiple credit creation?

Onwy

2000/CE/1/29

. more than $100
$100
more than $100

more than $100 ...... less than $100

An increase in the holding of cash by the public
An increase in the use of cheques by the public
An increase in the use of electronic money by the public
An increase in the bank loans made to the public

and the amount of loans

Aacroeconamics by Topic
4 Money & Banking {i}

2000/CE/11/30

As the use of the Octopus card (/L2 i#fl -R ) for public transport becomes much more popular,

onw»

2001/CE/I/26

The following is the balance sheet of banking system.

The money supply will increase because the card can perform the fuactions of money.
The volume of the legal tender in circulation will drop.

The value of money will drop because the demand for cash will be smaller.
The maximuem amount of deposits created by the banking system will decrease.

Assets (5

I Liabilities (S}

Reserves
Loans

200
400

| Deposits

600

Suppose the legal reserve ratio of the banking system is 20%. If all banks no longer hold excess reserves, the maximum

increase in bank deposits is

A, $80

B. $160
C. 8400
D. $1000

Answer Questions 35 and 36 by referring to the following balance shect of a banking system which has an excess reserve of

$200.

Assets (S}

Liabilities ($}

2002/CE/N/35
The required reserve ratio is

Reserves
Loaans

500
700

Deposits

1200

A 15%
B. 20%
C. 25%
D. 30%
2002/CE/11/36

Suppose someone has withdrawn $250 trom the banking system. As a result. what would the maximum possible amount of
bank deposits be?

A $200
B. $600
C. $800
D. $loo00
2002/CE/14/37

Which of the foltowing will reduce the deposit creation ability of the banking system?

A bank accepts a deposit of $1 000 fcom a foreign country. Through the credit creaton process, the amount of deposit of the
whole banking system increases by $4 600.
Base on the above information, we can conclude that

onw>

The legal reserve ratio is 25%
Banks do not kgep excess reserves.
The total money supply has increased by at least $4 000.
There is a cash Ieakage in the credit creation process.

187

InwWy

(1) an increase in the use of credit cards by the public
(2) an increase in the amount of cash held by the public
(3) an increase in the legal reserve requirement for banks

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1) (7) and (3)
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2002/CE//38
Assume the whole banking system does not hold excess reserves and the required reserve ratio is 20%. If a person withdraws
$100 from a bank.

A, the amount of Joans made by the banks to the public will fall by at most $400.

B. money supply will fall by at Ieast $400.

C. the amount of deposits in the banking system will fall by at least $500.

D. the amount of cash reserve of the banks will fall by at most $30.
2003/CE/11/34

If the actual reserve is larger than the requited reserve in a banking system, it follows that

there is cash leakage in the banking system.
some banks decide to hald excess reserves.
the demand for loans is insufficient.

the banking system can create more deposits.

oowe

Answer Questions 35 and 36 by referring to the following balance sheet of a banking system. Suppose the required reserve
ratio is 20%.

Assets ($) Liabilities ($)

roecanomics by Topic
Money & Banking {if

2004/CENI/39
Refer to the following balance sheet of a banking system which has an excess reserve of $200,

Assets (§)

Liabilities [$}

Reserves
Loans

500
1000

Deposits

1500

Suppose $300 worth of deposits is withdrawn from the banking system. What will the maximum possible amount of bank

deposits be?

A, $500

B. §$1000
C. $1200
D. $6080

2005/CE//37

Below is the balance sheet of a banking system.

Assets ($) Liabilitics (§)
Cash reserves 500 | Deposits 2 000
Loans 1500

Reserves
Loans

500
1500

Deposits

2000

2003/CENU35
Which of the following statements about the above banking system is correct?

A.  The maximum banking multiplier is 4.
B. The maximum possible increase in loans will be the same as the maximum possible increase in deposits.
C. The actual reserve ratio is equal to the required reserve ratio.
D. The amount of reserves will decrease if all banks loan out their excess reserves.
2003/CEN/36

If the government increases the required reserve ratio to 40%, which of the following statements about the above banking
system is correct?

A.  The amount of reserves will increase to $800.

B. The amount of deposits will not chauge,

C.  The maximum amount of loans will be $750.

D. The maximum amount of deposits will be $1 600.
2004/CE/Y38

The following table shows the balance sheet of a bank in an econemy:

Assets ($) Liabilities ($)
Cash reserves 500 | Deposits 1250
Loans and investments 750

Suppose its customers withdraw $50 cash from the bank. Immediately after the withdrawal, the cash reserves and the
deposits would be and respectively.

A, 8450... 81200
B. $450....%1250
C. $500.....81 200
D.

$540 ......S1 250

189

Suppose the banking system has no excess reserves. After a withdrawal of $100 from the banks, the maximum possible
amount of deposits of the banking system would be

A, $1600
B. $1700
C. $1800
D. $1900
2005/CE/MI/50

The central bank of Country B increases the [egal reserve ratio in order to discourage the overheating activities of lending
and borrowing in the economy. Suppose the banking system has no excess reserves. The above measure adopted by the
central bank would NOT reduce

A. the ability of deposit creation of the banking system.
B. thc amount of reserves of the banking system.
C. the banking muitiplier.
D. the money supply.
2006/CE/11/36
The table below shows the balance sheet of a banking system. The amount of its excess reserves is $800.
| Assets (§) | Liabilities ($)
Reserves 1000 | Deposits 2000
Loans 1 000

Which of the following statements about the banking system is correct?

The required reserve ratio is 50%.

The maximum amount of deposits is S8 000
The maximum banking multiplicr is 3.

The actual banking multiplier is 2.

Tow>
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2006/CE/T1/37
During the period around Lunar new year every year, many people in Hong Kong withdraw cash from their deposit accounts
with banks, Thus the amount of cash held by the public increases

Which of the followiny is a definite consequence of the above situation?

A.  The value of the maximum banking multiplier of the banking system of Hong Kong decreases.
B. The maximum possible amount of deposits of the banking system of' Hong Kong decreases.
C. Theamount of bank loans made to the public decreases.
D.  The money supply of Hong Kong decreases.
2006/CE/11/38

Which of the following may reduce the size of the actual banking mwltiphier of a banking system?

A.  an increase in the use of cheques by the public
B. an increase in the demand for bank loans
C.  an increase in the risk of non-repayment of bank loans
D. areduction in the required reserve ratio
2007/CE/I/36
The table below shows the balance sheet of a banking system. which has an excess reserve of $50.
Assets (3) Liabilities ($)
Reserves 250 | Deposits 1 000
Loans 750

Which of the following is correct?

CONOMICS by Topic

4. Money & Banking {f)

2009/CE/1/38
Suppose the actual banking multiplier is smaller than the maximum banking multiplier in a certain banking system. Which of
the following would be a possibic reason for this?

A.  There is insufficient demand for bank foans.

B. The banking system is facing areserve shortape.

C.  The maximum possible amount of total deposits of the banking system will decrease.
D. The actual reserve ratio is smaller than the required reserve ratio.

2009/CE/11/39
Below is the balance sheet of a banking system which has $50 excess reserves,

Assets (S) | Liabilities (8)
Reserves 350 | Deposits 1200
Loans 850

Suppose all banks lend out their excess reserves and all loans will be redeposited into the banking system.
After the deposit creation process is completed. the amount of reserves held by banks would be
of loans would be ;

and the amount

A, $300..... $1400
B. $300..... 81100
C. $350..... $1400
D. $350.... $1050
2010/CE/II/35

The maximum banking multipiier of a banking system will decrease when

A,  the amount of excess reserves held by banks increases.

B. therequired reserve ratio increases,

C. the amount of cash leakage from the banking system increases.

D. the demand for loans decreases.

2010/CE/11/36
Assets () Liabilities ($)

Reserves 2500 | Deposits 10 000
Loans 7500

A.  The required reserve ratio is 25%.
B.  The actal reserve ratio is 20%.
C. If$100 cash is deposited into the banking system, the total amount of deposits will be $1500.
D. If$100 is withdrawn from the banking system, the maximum possible total deposits wiil be $750.
2008/CE/1/38
Study the following balance sheet of a banking system which never holds excess reserves.
Assets (5) Liabilities (S) ]
Reserves 600 | Deposits 3000
Loans 2400 |

Suppose the public in this economy always holds the same amount of cash. If $200 is withdrawn from the bank deposits. the
maximum possible amount of loans of the banking system would become

A. S1200
B. §1600
C. $2000
D. $2200
2008/CE/il/39

Which of the following will increase the maximum banking multiplier?

Octopus cards are widely used.

The econommy grows fast and investment opportunities flourish.

Banks keep more reserves to avoid the risk of bank runs.

Commercial banks are allowed to increase the proportion of customers’ deposits that can be loaned ont.

gowpy

121

The above table shows the balance sheet of a banking system which has an excess reserve of $5 00. Suppose the public
withdraw $1 000 cash from the banking system, If the banks do not hold any excess reserves and there is no cash leakage,
what will happen cventually after the process of deposit contraction is completed?

Bank deposits will fali by S5 000,
Bank loans wiil fall by 82 500.

The money supply will fall by $1 500.
Both B and C are correct.

Uows
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2012/DSEN/27
The table below shows the balance sheet of a banking system,

Assets (3 million) Liabilities ($ million)
Rescerves 400 | Deposits 1 000
Loans 600

Suppose the required reserve ratio for the banking system is 25%. Which of the followinyg statements is correct?

The excess reserves of the banking system are $200 million.

The actual banking multiplier of the banking system is 4.

The banking systern can expand its total deposits to $1 600 million.

The maximum amount of loans the banking system can make is $1 000 miffion.

onwy

2013/DSE/N/26
Initially, a banking system has an excess reserve 0f$160 million and the public holds $200 million cash. The balance sheet of
the banking system is as follows:

Assets ($ million) Liabilities ($ million)
Reserves 400 | Deposits 1200
Loans 800

Suppose $100 million is withdrawn from the banking system and held as cash by the public. What will the money supply be
if the banks lend out all excess reserves?

A.  $1500 million
B. $1700 million
C.  $1 800 million
D. $2300 million
2014/DSE//30
Refer to the following balance sheet of a banking system.
Assets (S million) Liabilities ($ million)
Reserves 400 | Deposits 1200
Loans 800

Suppose the required reserve ratio is 25%. If all banks loan out their excess reserves, which of the following statements
about the above banking system is correct?

A. The amount of reserves held by the banks will decrease,

B. The maximum banking multiplier will increase.

C.  The money supply will remain unchanged.

D.  The maximum possible increase in foans will be the same as the maximum possible increase in deposits.
2016/DSE//31

Refer to the following balance sheet of a banking system. Its excess reserve is $125 million.

| Assets (§ million) Liabilitics ($ million)
Reserves 230 | Deposits 500
n 250

Which of the following statements is INCORRECT?

The required reserve ratio is 25%.

The maximum amount of loans is $750 million.

The banking system can expand its total deposit to $1 000 million.
The actal hanking multiplier is 4.

Jnwpy
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2016/DSE//33
[n a fractional reserve banking system. the actual deposit created is often below the maximum possible deposit created. The
gap between these two amounts will be narrowed when

A.  the popularity of electronic payment increases.
B. the central bank tightens the restrictions imposed on mortgage loans from banks.
C.  the central bank buys bonds from the public.
D. the central bank reduces the legal reserve ratio for banks.
2017/DSE//31

The following table shows the balance sheet of a banking system.

Assets ($ million) Liabilities ($ million)
Reserves 300 | Deposits 900
Loans 600

Suppose the public does not hold cash and the required reserve ratio is reduced to 25%. After deposit creation, the amount of
Joans in the banking system is $750. Which of the following statements about the banking system is correct?

The money supply increases by $300.
The actual baoking multiplier is 3.5.
The deposits increase by $600.

Bank reserves are $450.

oW

2019/DSE/I/28

The following table shows tho balance sbeet of Counny A’s banking sysem.  The monoy supply in
Comntry A is $2800 end all banks 6o not hold excess resesves.

Assess (5) Ligbilies()
Reserves 500 : Deposits 2560
Loans 2060 i

Supposs the public deposits $200 cashinto the banking system. Which of the following statements shoot the
mngsymiwmqnm&xedeposi:uuﬁonwh complated?

A, The deposits would increase by £3500.

B. Themoosy supply would {pdeme by $1 000,

C.  The moncfary bass would mcresse by $260.
D.  The loans will inqrease by $808.

2020/DSEN/33

Which of the foBowing wiil increase the actwal banking multiplier?

The public tends te hold more cash.

The use of credit card becomes more pepular.

The central bank increases the required reserve matio.
The interest rae of bank deposit decreases.

Uowe
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Short & Structured Questions

1990/CE/2/(d)(ii)

Macroeconomics By
4. Money & Banking

Suppose the banks in Hong Kong do not hold excess reserves and the legal minimum reserve ratio is 25%. Mr Chan
withdraws HK$10 800 from his savings account with Bank A and keeps the money at home.

(I)  Calculate the amount of reserves by which Bank A is falling short of the lezal requirement. Suggest ONE possible way
thatBank A can satisfy the reserve requircment again.

(I1) Calculate the maximum possible change in the total deposits of the banking sector.

199 1/CE/1/5(b)

{5 marks)

(3 marks)

Suppose there are only two banks. A and B. in an ¢conomy. They are subject to the same required cash reserve ratio. Bank B
has no excess cash reserves. Their balance sheets are as follows:

Bank A
Assets ($) Liabilities ($) ]
Cash 50 | Deposits 100 |
Loans 50
Bank B
[ Assets ($) Liabilities ($)
Cash 200 | Deposits 800
Loans 608
(i) Calculate the required cash reserve ratio in the economy. (2 marks)
(ii) Calculate the amount of excess cash reserves of Bank A, (2 marks)

(iii) Now assume Bank A chooses not to hold excess cash reserves. Calculate the maximum possible increase in the deposits
created by the whole banking system. (3 marks)

State TWO assumptions, other than those mentioned above, in arriving at your answer. {4 marks)

1992/CE/M/3(b)(ii)
In Hong Kong, Miss Wong puts $1 000 cash into The Hongkong and Shanghai Banking Corporation Limited (HSBC) as a
demand deposit.

Explain TWO situations under which this S1 000 deposit will not lead to a further increase in deposits. (6 marks)

1993/CE/N/5(c)ii}
Suppose Mr. Chan sells his flat to  friend in Canada and receives an oversea remittance which amounts to HK$3 million.
He deposits the HK$3 million in his savings account with a bank in Hong Kong.

Given a reserve ratio of 25%, calculate the possible maximum increase in deposit (including the initial $3 million) of the

local banking system. Show your working.

(3 marks)

E: Money & Banking (i}

1995/CE/1/10/(a)iii)

The audience withdrew $M from their deposits with banks in the US to buy the concert tickets. Suppose the required reserve

ratio of US banks was 20%, they never kept excess reserve and there was no cash drain. What would happen to the amount

of the total deposit of barks in the US after the withdrawal and donation to Rwanda? Explain briefly the changing process.
(8 marks)

1996/CE/N 11(c)

Suppose a newspaper publisher raises $3 million capital by issuing shares and deposits the full amount into the banks in
Hong Kong. Assume that the requircd reserve ratio of the banks in Hong Kong is 25 % that they do not hold excess reserves
and that there is no cash jeakage.

Explain what would happen to tli amount of the total deposit of the banks in Hong Kong after the shares issuing is complete
if

(i) all the shares are purchased by local pcople who withdraw deposits from their banks in Hong Kong, (3 marks)

(ii) alt the shares are purchased by foreigners who remit the money required from overseas fo settle the purchase. (4 marks)

1997/CEN/S(c)

Suppose the government builds a railway in northwest New Territories,

Suppose that the banks in Hong Kong have no excess reserves and the minimum reserve ratio is 25% and that $10 billion is
borrowed overseas to construct the aew railway.

Using the process of deposit creation, explain why the actual amount of bank deposits thus created in Hong Kong is smaller
than the maximum amount of bank deposits can be created. (8 marks)

1998/CE/1/9(a)

Mr Wong recetved a remittance of HKS$ 1 million from abroad and deposited the entire swn in a bank in Hong Kong. Later he
used part of the money to buy shares and the rest to set up arestaurant.

Suppose the required reserve ratio of the banks in Hong Kong is 25% and the banks have no cash leakage and do not keep
€XCESS Teserves.

Explain briefly the process of deposit creation of the local banking system caused by the injection of $1 million. Calculate
the total amount of deposits created (including the initial $1 million). (8 marks)

1999/CE/1/6(a)

Suppose the legal reserve ratio for banks is 25 % and Bank A does not keep excess reserves. Aaron won an overseas
scholarship and received a remittance of $10 000. He deposited it in Bank A. Bank A lent out all the excess reserves to GiGi.
She then deposited the money into Bank B, but Bank B could not find any borrowers.

Calculate the amount of deposits thus created in the economy, (4 marks)

2000/CE/Y/10(a)
The balance sheet of the banking system of Economy A is shown below. Suppose all banks do not hold excess reserves and
the public holds $50 nin cash in hand.

1994/CE/l/5
Suppose in a certain economy all the banks keep no excess reserves. and their balance sheet is as follows:
Assets ($) Liabilitics (5) ]
Reserves 240 | Deposits 1200 }
Loans 960

Suppose someone deposits $100 cash into his bank. What will be the maximum amount of deposits {inchiding the initial
$100) the banking system can create? Show your working, (4 marks)

195

Asscts ($ mn)

Liabiliies {$ mn)

]

Cash reserves

200

Deposits

1000 |

Loans 800 1

Suppose the public now sithdraws $10 million cash from the banks.
(i) Calculate the change in the total deposits of the banking system. (3 marks)

(i) Calculate with explanation the change in the money supply. (4 marks)
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2001/CEN/10(b)

The balance sheet of a banking system is as follows:

Assets (Sm) Liabilities ($m)
Reserves 250 { Deposits 1000
Loans 750

®

Macroeconomlé by:]
4. Money & Bantdng I}

Given that the legal reserve ratio is 20%, calculate the actual reserve ratio and the amount of excess reserve of the

banking system.

(4 marks)

(i1) A depositor withdraws 340 m from the banking system and invests the money overseas. If all banks lend out their
remaining excess reserves, what is the maximum possible amount of total deposit in the banking system? Explain your

answer.

2002/CE/1/10(a)

The balance sheet of a banking system is as follows:

Assets ($mmn)

Liabilities (§mn)

Reserves

Loans

2

S0

o

Deposits

100

The public deposits $10 million of cash into the banking system.

(4 marks)

(i) Suppose the banks do not hold excess reserves. Calculate the maximum possible change in the money supply. Explain

your answer.

(5 marks)

(if) Give TWO possible reasons why the actual change in the money supply could be less than the maximum possible

change.

2003/CE/I/1]

(4 marks)

(b) (if) Using the process of deposit creation, explain how a decrease in demand for loans could aftect the deposit
creation ability of the banking system.

(4 marks)

(¢) Suppose the banking system has an excess reserve of $50 million and its balance sheet is as follows:

Assets ($m)

Liabilities (Sm)

Reserves
Loans

250
750

Deposits

1000

What is the maximum pessible amount of total deposits in the banking system if no banks hold excess reserves? Show

your workings.

2004/CE//6(b)

(4 marks)

The balance sheet of Economy A's banking system is shown below. The public in this economy always holds $50 million in
cash. Initially, the excess reserve of the banks is $100 million

Asscts (Smn)

Reserves

Loans

500
1500

Deposits

Liabilities {$nin)

2000

Suppose $140 million worth of deposits is withdrawn from these banks and remitted overseas

Explain briefly the process of deposit contraction of the above withdrawal.

197

(4 marks)

onermics by Topic
4. Money & Banking (1)

2005/CE/I/5

Study the following balance sheet of a banking system:

Assets (Smn)

Liabilities (Smn)

Reserves 120 | Deposits 1000
Loans 8380

Suppose the legal reserve ratio is 10%
(a) Calculate the amount of excess reserve of the banking system. (2 marks)

(b) Suppose all banks lend out ail their excess reserves. Calculate the maximum possible amount of total deposits in the

banking system. (2 marks)
2006/CE//6
The following is the balance sheet of a banking system,
Assets ($) Liabilities ($)
Reserves 500 | Deposits 1500
Loans 1000
(a) Suppose the excess reserve of the banks is $350. What is the required reserve ratio?
The required reserve ratioss ____~ %. (1 mark)

(b)  Suppose there is a cash withdrawal of $350 from the banks. Explain whether the banks still have excess reserves

immediately after the withdrawal. (3 marks)
2007/CEN7
Study the following balance sheet of a banking system:
[ Assets (S) Liabilities ($)
IReserves 1 700iD=posits 7 500
Loans 5 800}
Suppuse the legal reserve ratio is 20%.
{a) The excess reserve of the banking system is S o (1 mark)
(b)  Suppose Mr Chan withdraws S100 from the banking system, of which 70 % is held as cash and the rest is remitted
overseas.
(1) The imsmediate change in total deposits of the banking system is (1 mark)
(if) Therefore, the immediate change in the overall amount of the money supply is (2 marks)
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2008/CE//10

Macroeconamics Dy<T

4. Money & Banking {i] -

The government may reduce the money supply to cool down the overheated economy. The balance sheet of the banking

system is as follows:

" Assets (§ million) Liabilities (5 million)
Reserves 1000 | Deposits 5000
Loans 4000

onomics by Tople
4. Money & Banking {l)

(Note: Althengh the topic of depasit creation was included in the HKAL syllubus, most questions are out of the current
DSE sypllubus, and the focus of the rest was mainly on the concepts of monetary buse and monetary policy.)

1997/AL/NL/9
Consider the following balance shect of a banking system.

Suppose the public in this economy always holds the same amount of cash and the banking system never holds excess
reserves. The central bank increases the minimum reserve ratio of the banks by 5%.

Assets ($)

Liabilities (S)

Reserves
Loans

1000
3000

Deposits

4000

(a) Explain briefly the process ot deposit contraction resulting from the above change in. the reserve ratio. (4 marks)

(b) Calculate and explain the change in money supply in the economy resulting from the above deposit contraction.

(5 marks)
2009/CE/N/6
Study the followiny balance sheet of a banking systen:
Assets ($) Liabilities ($}

Reserves 300|Deposits 1000

Loans 700
Suppose the legal reserve ratio is 20%.
(a) Calculate the excess reserve of the banking system (2 mavrks)

(b) Suppose all the excess reserve ts loaned out. Caleulate the maximum possible amount of total deposits is the banking

systen.

2010/CE/1/11(b)

The 2008 financial tsunami had a huge impact on Economy A,

Suppose the balance sheet of the banking system was as follows:

Assets ($ million)

Liabilities (S million}

Reserves
Loans

2000 | Deposits 8 000

6000

(2 marks)

During the credit crisis. the banks increased the reserve ratio to 40% for safety purposes. This resulted in a change in the

bank deposits.

(i) Calculate the maximum possible change in the bank deposits.

(3 marks)

(i) Explain briefly the process of deposit contraction resulting from the above change in the reserve ratio. (4 marks)
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Assumes that the public does not hold any cash.

(a) Suppose banks are fully loaned up. What is the required reserve ratio? (1 mark)

(b) Suppose the maximum demand for loan is $4 500. Since the banking system has only extended $3 000 in loan, there is
still an excess demand for Joan of $1 500. If the government changes the required ratio to 10%, what will be the money
supply? Explain your answer. (5 marks)

(c) Based on your answer in (b), comment on whether a government can completely control the money supply. (4 marks)

1998/AL/I/9
Consider the followiny balance sheet of a banking system.

Asscts () Liabilitics ($)
Rcserves 1 000|Deposits 4000
\LWL 3000

Suppose the public holds $500 cash and the banks are fully loaned up.

(a) What is the money supply? (2 marks)
(b) Suppose the public only wants to hold $400 cash and deposits any excess cash into the banking system. Explain the
impact of this on the balance sheet of the banking system and on the money supply in the economy in each of the
following two situations,
(i} Banks cannot jead out any amount of the excess reserves. (3 marks)
(it) Banks can lead out all the excess reserves. (3 marks)
(c) Using your results in (a) and (b), explain the impact on the money supply of a reduction in the public’s desire to hold

cash. (2 marks)

2017/DSENI/8
The following table shows the balance sheet of a banking system which has excess reserves of $250.

] Assets ($ million) Liabilities ($ million)
Reserves 1000 | Deposits 3000
Loans 2 000 _
(a) Find the required reserve ratio. (1 mark)

(b) Suppose the banks lend out all excess reserves and the public does not hoid cash, Calculate the change in deposits after
credit creation, Show your working, (2 marks)
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Macroeconomics
: - 4. Money & Barik
The following is the balance sheet of a banking system. SRS

MARKING SCHEME
Assets ($rnillion) Liabilities ($miliion)
Reserves 308 | Deposits 1008 1990/CE/NI45 1996:CE1/36 200 1/CEAI26 2005/CE/ML37 2010/CE/I/35
Loans 700 C B C A (57%) B (68%)
Suppose the legal rsserve ratio is 20% and the pablic holds $200 milkion cash. ' 199 LCEN31 1997:CEMI33 2002/CE/NY35 2005/CE150 2010/CE/NL36
bt 2 B B C (84%) B (46%) C (13%)
k) Calculate the excess restrves of the banking system. [ mark]
® 2 ( ) 1991/CE/1L/32 1997:CEAL/34 2002:CE/ /36 2006/CEI/36 2012/DSEN/27
(®  Suppose the public ne longer holds cash and all baoles lend our alf excess reserves. Calcalate the B A D (56%) D(61%%) C(71%)
raaximum possible change mmon ly. Show your wond: 4 marks
! s PPy ¥ “%& ¢ ) 1692/CEA)/34 (998/CE11:33 2002:CEAVIT 2006/CE/I/37 2013/DSEI26
B A C (59%) B (57%) C (58%)
1992/CE/1)/3S 1998/CE/ITi34 2002:CE/H738 2006:CE/1:38 2014/DSEA30
D D A(23%) C(37%) D (56%)
1992/CEAL/32 1998/CEA/52 2003 CEML34 2007/CEAL26 201&DSEI31
c C DilT% D (49%) D (65%3
1994/ CEALA0 JOICEATB6 W03/CEAS5S 2008:CEHIS IV 15/DSEA/S3
A B B (24 B (39%) A (deleted)
1994/ CEMTI42 1999 CEAI3S 2008/CE: 1139 2017 08EN
D A D (60%) B (36%)

2000:CET12S 2009 CEIIGS 2019 DSEN2S

C A (449 b
19G6:CE135 2000:CE30 2009/CEN39 2020/DSEN;
c B D (37%: B

Notc: Figures in brackets indicate the percentages of cundidates choasing the correct answers.

1090/CE2:d) (i)
() S10000 - (1 -25%) (2)
=$7 500 (1)
Possible way ta recall Joans / sell ipvestment assets (2)
(1 S10000 ~ () 7235 %) : 2)
= $40 000 (13
[991/CE/1/5(b)
(i) $200/3800 = 23% 2
(ji}  Actual reseryes — {Deposits ~ Requited reserve ratio)
$50 ~ ($100 # 25%) = $25 2
(it} Excess reserves x Banking maltipiier
$25 % (1/25%) = $100 3
Assnmptions: )
- no cash drain (2)
- people are walling to borrow {2)
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-4.Money & Banking {))

1992/CEA3(b i)

- 100% reserves required by the gosernment

- the bank keeps all the $1000 as rescrves

- 00 one borrows from the bank

~ any cash that leaks owl of the bank is not redeposited with the banking system (3@. max: 6)
(Mere listing of points withont elaboration ~ max. 2 marks )

[Mask the FIRST TWO points only.}

1993/CE1/5tc)(iiy

$2 million x (1 /25%) )]
= $12 million Q)]

1994:CE/SS

Maximum amoust of deposits to be created = $100 < (1 720%) (3)
= $500 [83]

1995:CE/1/104a)(i
Brief description ot'the changing process in a correct sequence:

Initial withdrawal of SM =

(Sep 1) Banks lose reserves (i, actual reserves < iequired reserves) o
(Step 2:) Bauks call back loans / seil bank assets to the public (edl
(Srep 310 Fusther withdrawal of bank deposits 1o repay the Joars / to buy bank assets [
The process of bank deposit contraction goes on and on D
iStep 41} Ulnmately, toral bank depasiis contract oy
Ty SM - (1) 20%) = S5M (2)
(max: 8}
ey
cliange in total bank deposits. beeause 1)
iLis only 4 switch from ane’s bunk deposit o another’s,
OR
there may be some deposit contraction 24 first. but then 51 would be offset by the deposit expaasion later on (2;
(ii) Bupks gain excess reserves 1hy
= inarease in total bank deposits 1}
by an amount of S5mn < (1 £ 23%) = $20mn {23
(A Jogical sequence of the following is required.)
An injection of new money (o.g. the initial $10 b)) to the local bunks (1;
= banks gain excess reserves (SR b
and will loan out the excess reserves h
= the Joan will be redeposited (rto the banking system ()
But due (o the following factos(s). the redeposit amount is sinatler than $R:
- initiaily nor all the new maney (the $10b.yare deposired to the Jocal banks
~ local hanks hold excess reserves
-~ insufficient demanc tor loan
- cash drain 2@, max 4}

Elaboration ¢n how any onc of the abave facters would Iead to a taral bank deposit amount smaller than the maximum
amount )
(max: §)

202

4. Money & Banking {i}

1998/CE/1:%a)
(Step 1:) Afler the banik scceprs Mr Wong's $1 m deposit, it will Iend out / invest 75% or $0.75 m in the first round [
(Step 2:) The $0.75 m joau / iovestment will be redeposited into the banking system 25
The process of (Step 1~ Step 2 - Step 1...) witl g0 on and on until )
finally the total deposit created == initial deposit x (1 / reserve ratia)
=$1x(1/25%)=$4m @
[999/CE/1/6(a)
$10 000 + [$10 000~ (1 -23%)] @
=317 500 (2)

2000, CEA/10(a)

Answer 1

{Assume thet the public doss not use the $50 mn cash in hand to repay bank loans when thic banks call back loans dueto the
withdrawals)

(@ -$10 mn x [{ -(200/ 1 000)] 2
=-830 mn (1)
(i) Change in moaey supply
= Change in cash in hand + Chanyge in bank deposits [0)]
= (+§10 mn) + (-850 mn) 2)
=-$40 min 7 2 contraction o §40 mn )
Answer 2

(Assume that the public considers 1o make vse of the $50 mn cash in hund to repay bank loans when the banks call back
{oans due to the Wwithdrawals)

() The max. change is the suaw as the one in Answer 1, However. the actual change depends oo how much ofthe $30 ma
cash in band 5 used to repay the bank loans, The min. change is -S10 mn. {Max: 3)

(1) Use the same foromla i Agswer | The change i bask deposits varies from a max, decrease of $50 mn ta a mis.,
decrease of $10 nm. depending an Row mueh ofthe $30 ma cash in hund is nsed o repay the bank loans. The change in
cash in Tand varies from o max. te +3 (0 ma Lo a min, of =82 mn. Theretore. the final nunicrical answer varies from

-840 mn o -S8 o (\ax: 4)
200 VCEN G

G} Actal reserve satio - 230 71 000 (1)

= (.25 {1)

Excess reserve = {0.23 - 6.2) - 51 000 me {1

= S5t pan {I

{11} The withdrawal restaces the amouut o Freserves 1o $2 10 en, (1)

The new amount ot reserves can back up $210 min £ (17 209 (2)

= &1 050 mn of deposits ()]

2002:CEN/10(a3

(1) Therequired reserve ratio = {26 / 100) = 0.2 or multiplier = 5 )
Niax, amousn of deposits created = $10 m » 3 = §30m §]
Max. amouwt of money sapply croated = Max. amount of deposits created - decrease in cash in public cirenlation (1)

= (8§50m -$10mi = %19 m (i)

(1) - there is cash leakaye
- the banks decide to hold excess reserves
~ Insutficient demand for loans Q@. max: 4)
(viark the FIRST TWO points only ]



-onomics by Toplc
arey & Banking {i]

2003/CEA/1 T
() (il Some banks cannot tead out their excess reserve as the demand for bank loans |
Step 1: loans that can be made by banks would decrease
Step 2: money re~deposiled into the banking system would decrease
Correct sequence : Step | - Step 2
Thevefore. deposit creation ability |

{¢) Lepal reserve ratio = 0.2
Max. deposit =3250 m ~ (1/20%)
=81 250 m

2004/CE/N/6tb)

Initial withdrawal of deposits,
= banks lose reserves ¢ insutlicient re s 2 actual reserves sialler than requited roserves
= banks have to call back loans / self assets 1o the public
= further withdrawals of deposits

The process goes on and on

2005/CE/13
ta} The amount of excess reserve
=3[120 (1 000 = 10%) m = $20 m

(b} Maximum possible amousnt of bank deposits
=%$120m #(1710%)=S1200m

2006:CE/l'6
(@) 10%

(b) Yes because
when total deposits redace to $1 150 (= §1 500 - §350).
it only needs areserve of $115 (= 81 136 ~ 10%) to back up the deposits.

Since the reserve assets enly reduce to $150 (= $3500 - $350), there is still an excess reserve of S35,

2007/CEAT
(a) $200

tb) 1) -$100

(i) -$30

2008/CEA/10
{a) Anincrease in the reserve ratio
= insufficient reserves / actual reserves smaller than required resenves
= banks have to call back loans / sell assets to the public
= withdrawals of deposits
The process will go on and on (until the acrual reserve ts equal to the required reserve).”
[*Remark: This point descrves one mark only when the sequence of the above steps is correct]
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(b) New required reserve ratio = 0.2 4 0,03 =025

Aromnt of bank deposirs that $1 000 million reserve can back up = $1 000 million » (1 7 23%]
= $4 000 million
oR
Change of bank deposits = -52350 millios = (1) 25%)
=-%1 000 million

Change in MS = Change in Cp + change in Dd ¢ No change in Cp/ MS = Cp -+ Dd
Change in MS = -§1 000 millien

(MS = money sapply;
Cp = caslin the hands of the non-bank public: und
Dd = bank depoasts.)

(2)  The minimum requirad reserve i3 $) 000 < 20% = $200
Fxcess reserve = SH0

(b} Tota) amennt of deposits at maxmum = $300 21 [ 7 20%)
=5 300
OR
Amount of extris deposits Sreated = 100 < (17 20%)
Fherefore, total amount of deposis at mazimum = $1 000 + $300 = §1 500

2010/CEN/ (D)
() Bunking multiphier=1 7 40% =23
The max. amount of depesits that can be supported by $2 008 million reserve at 40% reserve ratio
=$2 000 mn. x (1/0.4)
= $5 000 mn.
Therefore, the max. change in bank deposits = $5 800 nwi.~ $& 000 ram. = -$3 000 mn

(3)  An increase in the reserve ratio
= the astual reserve is smaller than the desired reserve
=> hanks have to call back loans / scll assets to the public
= withdrawals of deposits
The process will go on and on (untii the actual reserve is equal fo the desired reserve),©
[*This 4 mark will be awarded only if the above three marks are already awarded.]
[#1f the process starts with “withdrawals of deposits™. then award only @ maximam of 2 marks]

1997/AL/IL'9
(a) reserve ratio =0.25
1y}
Assets ($) Liabilities (3} .
Reserves 1 000| Deposits 3300
Loans 4 500

Macraeconomics by:
4. Money & Banking

When the required reserve ratio is 10%, the maximum loan the banking system can extend 1s $9 000. Since the

maximum demand for loan is $4 500, the loan extended will be $4 S00. Money supply is $5 500.

{c) A povenument can restrict the maximum amount a banking system can Jend, or the maximum mouey supply. But the

agtual amotunt of tending ox the actual money supply fs also affected by the demand for loan.
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Macroeconomics by Topic
L Money & Banking (i)

1998/AL:1
ta)  Money supply = Deposits + amount of carreacy ield by the public
= 84 000 -+ $300 = $4 300

)
Assets15) Liabilities ($)
Reserves 1 100 Deposits 4 1o
Loans 3 00U
Money supply = $4 100 + $300 = §4 500
(i
Assets (S) Liabilities (5}
Reserves 1 109] Dzposits 4 400
Loans 3300

Money supply = $4 400 + 3400 = S4. 800

{c) 1t will increase the mouey supply only if the banks can lend ont some or all of their excess reserves.

2017DSEAS
(a) RRR =(St000-5250)$3 a0¢ = Q.25

(1) The change in deposits = $250 ~ (1/0.23) = §1 000

201DSEANT

(a) Excessreserves= $300 nuiltion -~ 81000 million x 20% = $100 willion

(b} Old money supply = $1.000 million + $200 million
= $1200 million
New money supply = ($300 million + $200 million) x 1/20% -+ $0 million
= $2500 million 4]
Maximum possible changc i the money supply = 32500 willion — $1200 million
= $1300 aillion
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SECTION 5: MONEY AND BANKING (1)

3.1 MONETARY BASE (M0) AND MONETARY POLICY

Multiple Choice Questions

1994/AL/11/18

When the cental bank buys government bonds from the non-bank public, the immediate impact on commercial banks is that
the reserves are ____ .the amount of the purchase.

increased by

increased by a portion of

decreased by i
decreased by a multiple of

vows

Study the following balance sheet of a banking system and answer questions 16 and 17.

| Assets (§) Liabilities ($)
Reserves 4 000|Demand Deposits 8000
Loans 3000

Inv 1000

1995/AL/I/16
Suppose the banking system has 52 000 excess reserves. When the central bank buys $2 000 worth of government bonds
fiom the non-bank public, the excess reserves of the banking system would increase by

A S0

B. $1000.
C.  $1500.
D. $2000.

1995/AL/11/17
If the banks engage in credit.creation after the purchase of government bonds by the central bank, which of the following
statements will be true?

(1) The maximum amount of demand deposits will be $24 000.
(2) The loans will increase.
{3) The excess reserves will decrease,

A, (l}and (2) only
B. (1)and (3)only
C.  (2)and (3) anly
D. Al of thc above
1995/AL/11/28

Which of the followinyg events will NOT increase the reserves of'a commercial bank?

A customer deposits a cheque with the bank.

The central bank purchase a government bond from one of the bank’s depaositors.
The bank purchases a government bond from another commercial bank.

The bank borrows from the central bank.

oW
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1996/ALNV19
The total amount of cusrency issued is $100 billion. Half is held by the non-bank public and half'is held by commercial

banks as reserves, Suppose the minimum reserve ratio is 20% and banks do not keep excess reserves, the money supply will
be

$60 billion.

$100 billion.
$250 billion.
$300 billion.

vame

For Question 15, consider the following balance sheet of a banking system.

Assets ($) Liabilities (8)
Reserves 3 000|Deposits 12 000
Loans 4000
Investment 5000

Suppose the banking system has $600 excess reserves, the public does not hold any cash and deposits all cash into the
banking system.

1999/AL/MI/15
Suppose the central bank sells $500 worth of government bonds to the commercial banks, the money supply in the economy
will

A.  decrease by $500.

B. decrease by $2 500.

C. remain unchanged.

D. increase by $500.
2001/AL/ILLS

When the central bank purchases government bonds from the coruncercial banks,

A.  the reserve of the banking system will decrease.

B. the required reserves of the banking system will decrease.

C.  the banking multiplier will increase.

D. the maximum loan that the banking system can create will increase.
2002/ALA121

Study the following balance sheet of a banking system and answer question 21. Suppose the required reserve ratio is 25%.

Assets ($) Liabilities (8)
Reserves 3 000{Deposits 8000
Loans 5 000

Newly printed bank notes worth $400 are issued resulting in a $200 increase in cash held by the non-bank public and a
$1 000 increase in the money supply. The total amount of excess reserves in the banking system will be

A, $800
B. $950
C. S1000
D. $1600
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Study the following balance sheet of a banking system and answer Questions 19 and 20.

Assets (8) Liabilitics (§)
Reserves 2 000|Deposits 10 000
Loans 7 000
[nvestment 1 000

2005/AL/MI/19
Suppose the banking system does not hold any excess reserve. The immediate effect(s) of a withdrawal of $500 cash fom
the banking system is/are

(1) the reserve shortage is $100.
(2) the money supply remains unchanged.
(3) the monetary base remains unchanged.

A, (2)only

B, (1)and (3) only

C. (2)and (3) only

D. (1),(2)and (3)
2005/AL/11/20

After the credit contraction process is completed, the money supply will decrease by and the monetary base will

A, $1500...... decrease by $500

B. $1500...... remain unchanged

C. $2000 . decrease by $500

D. $2000...... remain nnchanged
2007/ALIIT7

The monetary base will increase if

A. the central bank issues more banknotes.
B. the commercial banks hold more reserves.
C. the central bank reduces the required reserve ratio.
D. All of the above.
2011/AL/MI20

Which of the following will lead to a fall in monctary base?

a fall in the velocity of circulation of money.

an increase in the required reserve ratio

an open market sale of government bonds by the central bank.
All of the above

vows
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2014/DSE/1/33

Study the following information about an economy.
Monetary base | $500 bilkion
The coins and notes circalated in the public | $300 billion
Required reserve ratio | 20%

It all the banks are fully loaned up. the amount of deposits will be

A.  $1 000 billion
B. 81500 billion
C. $2500 billion
D.  $4 000 billion
2015/DSE/1/29
Study the following balance sheet of a banking system, The required resenve ratio is 20%.
Assets (S million) Liabilines ($ million)
Reserves 300 | Deposits 1000
Loans 700

If the central bank issues newly printed banknotes worth $200 million. the cash held by the non-bank public will increase by
$100 million and the money supply will increase by $500 million. The total arnount of excess reserves in the banking system
will then be .

A, $100 milkion
B.  $120 million
C.  $280 million
D. $400 million
2015/DSE/U32

The monetary base increases when

the commercial banks hold less excess reserves.

the commercial banks buy government bonds from the public.
the central bank buys government bonds from the public.

the central bank increases the discount rate,

onwp

2018/DSE/1/32
Refer to the following information about an economy.,

Money supply $35 000

Actual reserve ratio 25%
Excess reserves $1150

Suppose the public always holds $12 000 cash. If all banks loan out their excess reserves and all the loaas are
re-deposited into the banking systeny,

the maximum possible amount of money supply will be $28 750.
the monetary basc of the economy will be $16 600,

the maximum possible amount of toans will be $23 000,

the maximum bankmg multiplicr will be 4.

SReY P
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1990/AL/11/03
The most feasible and frequently used instrument of monetary policy in Hong Kong is:

A. open market operations in foreign exchange
B. change in discount rates
C. variations in reserve requirements
D. moral suasion
1990/AL/I/04

Which of the followiny arc pre-conditions for open market operations to be effective?

(1) There is a large stock of government securities.

(2) Commercial banks have a propensity to keep excess reserves.
(3} There is a well-developed securities market.

(4) There is a Central Bank

A. (1), (2) and (3) only.

B. (1), (2) and (4) only.

C. (1), (3)and (4) only.

D. (2), (3) and (4) only.
1991/AL/IL/23

Other things being equal. an open market sale of bonds by the central bank to the non-bank public will

(1) curb the credit crcation power of the commercial banks.
(2) raise the market rate of interest.

(3) increase the amount of securities held by the commercial banks.
(4) lead to a fall in national income.

A (1), (2) and (3) only

B. (1), (2) and (4) only

C. (1), 3) and (4) only

D. (2),(3)and (4) only
1992/AL/IT/04

If the demand for money increases and the monetary authorities want the interest rate to remain unchanged. which of the

following policies should be recommended?

A. raising the discount rate.
B. buying bonds in the open market.
C. raising the legal minimum reserve ratio.
D. Noge of the abowve.
1993/AL/V16

‘Which of the following bas a contractionary effect on the money supply?

There is an increasc in the cash drain ratio.
There is a decrease in the redisconnt rate.

There is 4 decrease in the fegal reserve ratio.
The government buys bonds in the open market.

onwy
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1996/AL/IV18
Which of the following arc examples of contractionary policy?

(1) an increase in the tax rate
(2) areduction in the discount rate
(3} asale of government bonds by the central bank

A, (I)and (2) only
B. (1) and(3) only
C. (2)and(3)only
D. All of the above.
1997/AL/AV08
Assuming banks arc fully loaned up, the money supply will decrease when the government bonds and

the reserve ratio.

A. sells ...... increases
B. buys ...... increases
C. sells...... reduces
D. buys...... reduces
1998/ALNV17

Suppose the demand for money increases, other things begin equal, which of the following measures can stabilize the
interest rate?

(1) afallin the discount rate
(2) % fall in the required reserve ratio
(3) an open market sale of government bonds

A. (1) and (2) only
B. (1) and(3)only
C. (2) and (3) only
D. (1),{2)and (3)
2000/AL/II/08

Suppose banks are fully loaned up. Which of the following will Jead to a decrease in money supply?

(1) an increase in rescrve ratio
(2) areduction in the public’s desire to hold cash
(3) an open market sale of government bonds by the central bank to the non-bank public

A, () and (2) only
B. (1) and(3) only
C.  (2)and (3) only
D. (I),(2)and (3)
2003/ALMII/12

A central bank can increase the moncy supply through

(1) an open market purchase of government bonds
(2) areduction in the discount rate
(3) adrop in the required reserve ratio

(1) only

(1) and (2) only
(2) and (3) only
All of the above.

vow
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2004/AL/T1/04
Which of the following are examples of an expansionary monetary policy?

(1) areduction in the required reserve ratio
(2) an increase in discount rate
(3) an open market purchase of government bonds by the central bank

A. (1)and (2) only
B. (1)and (3) only
C. (2)and (3) only
D. (1), (2)and (3)
2005/AL/MI/7

A rise in the discount rate will

A.  reduce the money supply because it increases the cash held by the public.
B. rteduce the money supply because it reduces the reserves borrowed by commercial banks fiom the central bank.
C. increase the money supply because it raises the ability of commercial banks to create loans.
D. increase the money supply because it reduces the reserves held by commercial banks.
2006/ALN1/07

Which of the following may cause an increase in the moncy supply?

(1) Banks Joan out their excess reserves.
(2) There is a decrease in the required reserve ratio.
(3) A commercial bank purchases government bonds from another commercial bank.

A, (1)and (2) only
B. (I)and (3) only
C. (2)and (3) only
D. (1), (2)and 3)
2007/ALAY/10

Which of the followinyg are examples of a contractionary monetary policy?

(1) an open market sale of bonds by the central bank
(2) anincrease in the discount rate
(3) adevaluation of domestic currency

(1) and (2) only
(1) and (3) only
(2) and (3) only
(), (2) and (3)

O0w>

20]0/AL// 18

When the central bank sells government bonds to the public. will increase,
the general price level

the interest rate

money supply

money demand

vowy
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2012/A1/1V 14
When the central bank keeps purchasing bonds from the market, which of the following is LEAST likely to occur?

A. The market interest rate will rise.

B. The real output level will rise.

C.  The general price level will rise.

D. The asset price will rise.
2012/DSE//30

On-line shopping has become more popular, and hence people hold less cash for transaction purposes. Which of the
following measures can be adopted by a central bank to reduce the effect of the above situation on the intcrest rate?

(1) an increase in discount rate
(2) an increase in required reserve ratio
(3) an open market purchase of government bonds

A, (1)and (2) only
B.  (!)and(3)only
C. (2)and(3) only
D. (1), (2)and (3)
2013/DSE/1/28

An expansionary monetary policy is adopted in China when

(1) the Ministcy of Finance (% B4 ) provides cash subsidies to agricultural workers.

(2) the People's Bank of China ([ A & $R 1T ) reduces the required reserve ratio of all commercial banks.

(3) the Bank of China lowers its lending rate to small and medium-sized enterprises.

A. (1) only

B. (2) only

C. (3)only

D. (1), {2) and (3)
2017/DSE//32

The diagram below shows the money demand and supply curves of an economy. The original equilibrium point is at E.

Suppose the risk of holding interest bearing assets (such as bonds) increases and the central bank reduces the discount rate.

‘Nomina! interest rate

N
N

Quantity of money

The new equilibrium point will be at

gowy»

TUOwy
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2017/DSEN/37
‘Which of the following policies would most Jikely lead to a drop in aggregate output?

A.  The government bought bonds from the public and raised the tax aliowaace at the same time.
B. The government sold bonds to the public and reduced ¥ransfer payment to the poor at the same time.
C. The govermiment reduced required reserve ratio and raised the progressivity of income tax at the same time.
D. The government increased the discount rate and fowered profits tax rate at the same time.
2019/DSE/N/41
Sudy the following tabie.

Policy I Poticy 11 | Policy T

@ an open market Rrchase of | ® an open marker pwchase of | ® arisc in the salaries lax
government bonds
® 2 rise n the discount rate

governament bonds allowance
® arise iv the salaries tax. @ arise in the discount rate
allowarnice

Which of the policies i the above tedle is/ars expansionary?

A,
B.
(o5
D.

Palicy [ only
Policy It only
Policy IIT only

“ Policy I and Policy 1T only

2020/DSE/1/30

Refer to the following information about aa econotny. Suppose all banks do not hold any excess reserves.

Smillles |
{ Qurrency in public circulation 10
Monerary base 30
Moncy supply 110

If the public deposis ali the vash into the banking systew,

A, the actual banking muitiplier will be 4.

B.  the maximum amount of feans will be $120 million,

C.  the maximum amount of deposits will be $140 million.

D.  the new money supply will be $160 million.
2020/DSE/N/32

Which of the following is a conwactionary monetary policy?

A aniacrease in the discoun: rate

B.  anincrcase in the salaries tax mse

€. adecreass in the roquired reserve ratio
D.  adecrease in the quota for migration
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Short & Stiuctured Questions

1994/ALAY/3
(a) Explain bricfly how purchases of government bonds by the central bank would affect the money supply. (3 marks)
(b) Ifthe reserve ratio is 0.2, what is the impact on the money supply if the central bank purchases bonds worth I miltion

dollars? List TWO of the assumptions you have made in your calculation. (5 marks)
1996/AL/I1/5(a)
Explain how the sale of government bonds by the central bank to the public affects the money supply. (4 marks)
2004/ALAY 1(c)
Name one similarity and one difference between each pair of the following terms.

monetary base (or high-powered money): money supply, (3 marks)
2007/AL/1/3(a)
What is meant by the monetary base? What is meant by the moncy supply? Why is money supply often 2 multiple of base
money? When wili the banking multiplier equal unity? (5 marks)
2008/ALAV1(¢)
Name one similarity and one difference between the following pairs of terms:

discount rate; interbank rate. (3 marks)
2012/DSE/II/13
The following table shows the balance sheet of the banking system ot an tconomy.

Assets ($ million) Liabilities (3 mitlion) |
Reserves 500{Deposits 2000|
Loans 1500

Suppose the public does not hold cash and there are $100 million excess reserves in the banking system.
(a) Find the required reserve ratio. Show your working. (2 marks)
(b) Find the maximum possible amount of deposits if the banks are fully Joaned up. Show your working. (2 marks)

(¢) The central bank injects $200 million newly-printed banknotes into the banking system. If the banks lend out all of
their excessreserves, what will the amount of money supply be in the economy? Show your working. (4 marks)

2013/DSE/N/12
The following table shows the balance sheet of the banking system of an economy.

Assets (S million) Liabilities (8 million)
Reserves 400{Deposits 2 000
Loans 1 600

The public holds $1 000 million cash and all banks are fully loaned up.
(a) Calculate the monetary base and the money supply in the economy. Show your workings, (4 marks)

(b) Ifthe required reserve ratio is adjusted to 25%, calculate the new money supply in the sconomy. Show your workings.
(2 marks)
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2014/DSE//7(b)
In an attempt to reduce its growing fiscal deficits, the US government has tried to increase tax on the one hand and decrease
fiscal spending on the other. But many worry that such a policy would give rise to undesirable side effects.

An alternative policy is to finance the fiscal deficits by printing money. Briefly discuss ONE advantage and ONE
disadvantage of this alternative policy on the US cconomy as opposed to the above fiscal policy. (4 marks)

2014/DSE/M/12
The Prime Minister of Japan, Shinza Abe, adopted a series of policy measures in 2013 to expand the Japanese economy.

One of the policy measures was stepping up the scale of the purchase of government bonds and other financial assets by the
central bank.

(a) Ifthe Japanese central bank purchases government bonds from Japanese commercial banks, explain whether the
monetary base of Japan would be affected. (3 marks)

(b} Describe the process of deposit creation/contraction which may resuit from the purchase of government bonds by the
central bank. Explain whether the process would further affect the monetary base of Japan. (5 marks)

2015/DSE/I/6
Study the following balance sheet of the banking system in Country A.

Assets (S million) | Liabilities (S million)
Reserves 1000 | Deposits 5000
Loans 4000

Suppose all banks are furlly loaned up and never hold excess reserves. The public always holds $150 milfion in cash.
(a) Calculate the followiny items of this banking system:

(i) legal reserve ratio (1 mark)
(if) money supply (2 marks)

A firm in Country A has received $50 million from abroad and deposited the sum of money into a bank.

(1)  Caleulate the new monetary base in Country A. Show your workings. (2 marks)
(¢) Calculate the new money supply in Country A. Show your workings. (3 marks)
2016/DSE/I/8

The following is the balance shect of a banking system.

| Assets ($ million) | Liabilities ($ million}

Reserves 1 000 | Deposits 4000
Loans 3000

Suppose the public always holds $500 million of cash and the banking system does not hold excess reserves.
{a) Calculate the monetary base and money supply. (2 marks)

The central bank increases the required sreserve ratio to 50%.

(b) Calculate the change in y base and the change in money supply. Show your working. (4 marks)
(c) (i) Why is money supply often a few times more than monetary base? (3 marks)
(ii) Under what situation will money supply be equal to monetary base? (1 mark)
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20 18/DSE/I/7(a)
The following is the balance sheet of a banking system.

Assets ($ million) Liabilities (S million)

Reserves 500 | Deposits 2 000
 Loans 1500

Initially the banks held $100 million excess reserves and the public held $100 million cash. Suppose the central bank buys
$40 millicn worth of government bonds from the public,
(i) Calculate the new monetary base. Show your workings. (2 marks)

(it) State TWO assumptions under which the actual change in money supply would equal the maximum possible change in
money supply. (2 marks)

(iif) Calculate the maximum possible change in money supply. Show your workings. (4 marks)
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1994/AL/TINS
A

1995/AL/I/16
C

1985/A1/1017
D

1955/AL/I28
C

19962ALAI/19
D

1999/ AL/ 1S
C

2001FALANS
b

M6ALA21
€ (29%,)

1994 ALES

2D0S/ALAL19
C (55%)

2005/ALA1I/20
D (56%}

2007:ALAL7
A(30%)

201 LALIL20
C (66%)

2014/DSET/33
A (T0%)

2015/DSE1129
B (43%)

3

X i3
C {40%)

MARKING SCHEME
1990/ ALAI03
A

1990/ALAT04
(&

19917ALAL/23
B

1992ALTI/04
B

1993/ALNI16
A

1996/AL/E 13
B

1997/ALNI08
A

1998 AL T
A

2000/AL/ {08
B

2003/ALAN 12
D

2004/ ALA/04
B (74%)

2005/ ALAE T
B (77%:

2006/ AL/
A (84%)

2007/ALAL (0
A (63%)

2010/ALA1/18
B{73%)

2012/A).15/14
A (64%)

Macroeconormics Hy:f
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20§ 2DSES
AG1%)

2013/DSEN28
B (43%)

2017/DSENSA2
A(61%)
2017:DSE37
B (66%)
2019/DSEAA]
B
2020/DSE/1/30
8
2020/DSEA32 |
A

Noter Figures int brackets indicate the percentuges of candidutes chyosing the correct answers.

(a1 When the goverament purchases bonds from the market, it inereases the sesenves of comumercia) banks. the lending
ability of the fater (through the banking multiplicr) and hence the moncy supply.

) With the reserve ratio at 9.2, 1 million dollars of additional reserves can back up 2 loan of 3 mitlions. Thus the money

supply increases by =n amount of'S million,

tn the calenlotion. we have asssmed that banks are fully loancd up and there is no cash leukage

£996:AL:11i5 ()

As the public buy govarnment bonds. the reserves in the commercial banks are reduced. Assuming rhat the banks are fully

{oaned up, their credit ereation pawer is reduced and less Joan can be made. The money supply falls,

2004/AL/TI (<)

§: Monetary agpregates. both incinding currency (banknates and coins) held by the nan-bank public.

: MO (cwrency + res

2007/AL/I3(a)

eves) vs. ML/ M2 NS {currency + deposits),

The monetary base (or high-powsred reoney) is the sum of cucrency held by the non-bank public {C) and reserves (R,
deposits of commmercial banks at the central bank plos vault cash).

The money supply is the sum of currency in citcnlation (C) and bank deposits (D).

Mouney supply is often a multiple of base money because. usder tractional reserve banking, commercial banks are only
required to keep a fraction of their deposits as reserves and are thus able to use their excess reserves to gencrate further
deposits through their loar and porttolio investment activitics.

Tl haaline canltimlior canals unity when commercial banks keep 100% reserves against their depasits.
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2008/ALAL 1 c)
S:  interest rates charged on short-term loans to commercial banks:
D:  rate set by the cenwal bank at the discount window vs, rate set by the {overnight) interbaok loans market.

2012/DSEAN/ 13
(a) Required reserve ratio = ($500 million - $100 million) / $2 000 million (D
=20% ()
(b) Maximum possible amount of deposits = §500 million x (1 /0.2) (1)
= $2 500 million (1)
(c) Deposit= $700 million ~ {} / 0.2) = $3 500 suillicn 3]
Cash in public circulution = 0 43
Noney supply = Beposit + Cash in public circulation = $3 500 million th
2013/DSEAL/ 12
(a}  Monetary base =S5400 million + $1 000 million = $1 400 million (3]
iMoney supplv = &1 000 million + $2 000 million = 53 )00 mtitlion )
{by New money supply = $1 000 million +{§3 000 » (1 /25%;)] = S2 600 mitlion @
2014/DSEM/ 78

Advantapes; An increase in money supply would lower the nterest rate and raise invesiment, icading to an nerease 13 real
outpul in the short run (given upward-sloping aggregale supply). Given idle resources in the cconomy. mote Jabour {and:or
capital) would be used to produce the bigser output, implying an increase inemployment or decrease in unemploynient.
{Contractionary fiscal policy would not result in ar increase in GDP and employment,) (2)

Disadvantaugs: [a the loog run (with vertical aggregate supply). an increase in money supply would not create any effect on
output and employvment. But if the fiscal deficits grow so fast that the monzy supply has to be increased at a higher rate that

of real output. high inflation weuld even arise, (Contractionary fiscal policy would not result in inflatien.) 2)

2014/DSE/ NI/ 12

(a) Monctary base = cash in public circulation + reserves held by commereial banks (D
The monetary base inereascs because the commercial banks have more reserves. 2)

{b) Credit ¢reation process:
When the central bask purchases bonds from commercial banks, mose cash is injected 1o the commercial banks as

reserves and thers would be excess rescrves in the banking system B}
The banks would lend out the excess reserves. Q8]
And the bank feans will be re-deposited into the banking systera. S8

[The process will go on and on (until the actnal reserves are equal to required reserves).)

No. The monetary base will reraain unchanged as the sum of cash in public circulation and reserves in the banking
system wilt not be affiested by the eredit creation process. {2

2015/DSEA6

(2) (1) Legal reserve ratio = $1 000 million / $5 000 million = 0.2 {1)

(i)  Moncy sapply = $150 million + $5 000 inillion = $3 150 million (2)
(1) New monetary base = $150 million + 8] 030 million = 1 200 million (2)
(¢) Necwmency supply = 5150 million + {$1 030 million x (1 7 0.2)] = $5 400 million (3)
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2016/ BSEALS

(@) Monetary base = $300 miltion + $1 000 million = $1 500 million (e8]
Money supply = $500 million + $4 000 million = $4 500 miltion [63]

{b) Change in monetary base = 31 500 million - $] 300 million= 0 2

Change in money supply
=New money supply « Original money supply

= [$500 million + SI 000 nuTlion * (1/30%)] - $4 300 million = -52 000 million )
or
= Change in cash held by non-bank public + Change in deposits
=0+ [$1 000 auilion » {1/ 50%4) - S4 000 million) =-82 000 million (23
(¢) (1} Under a fraclional reserve banking systeny, banks are required to keep only a fraction of their depusits ag reserves.
They can create credit by Jending ont the reraining fraction in the form of loans o businesses and private
individoals. which would eventually find their way back into the bank ystem in the form of deposits, ressliing
n aumltiple increase in deposits ¢ 2 banking multiplier larger than aniry €]
(i) H1he Jegal resorve vatio is (00% (RRR = 1. the maney supply will be equal 10 the monetary base.
OR
ifall of the banks deade not to fend ot thelr excess reserves @van when RRR <] ey, during financial erisis,
whon detault rates are highi. the maney supply will be squal to the menctary hase. th
2018:D8EN T
(h New My = $300 million + 8§00 million ~ $40 nullion = $640 million (2)
(iij Banks do not holdexcess reserves ¢ (here is sgflictentdemand for louns, (h
There is no cash Jeskage {1y
(117) Ol Mg = S2 000 onflion = $100 millien = $2 100 mitlion
RRR = ($300 miltion - $100 miflion) / S2 000 nnllion = 0.2 ay
New Mg = F 100 million + [($500 miltion + $40 million) <t 70.23] = $2 800 miflion {2)
- My increases by $700 miilion (= $2 800 million - $2 100 million). th

[Credits would alse be awarded to these candidates wha reasoncd that the public’s initial cash holding of $ 100 million
might also be deposited in to the banking system to vicld 5500 milfion of addit:onal deposits, resulting in 3 aggregate
increase of §1 200 miliion of deposits and thus a et increase of ST 100 mithon of money supply. As « side note, for the
topic of meney and banking at the DSE level, cash held by the general public should be treated as fixed (t.e.. change of
cash in public is assmmed to be zero except under other changes). |

221




onormics by Topic
5. Money & Barking {il}

5.2 MONEY DEMAND

Muitiple Choice Questions

1990/AL/MI/13
Inserest cato

N

Asset danand for mioney

Which of the following correctly explains the rightward shift of the asset demand function from MAs to MA1?

A. arisein the interest rate
B. arise in investment
C. anincreasci rthe sale of government bonds
D. arise in the risk of holding bonds
1991/ALNY15
Iatesest
mate
i Magy Ma;
') L.

Asset desmand for money
Which of the following correctly explains the shift of the asset demand for money curve fom May 1o Ma,?

(1) afall in the interest rate

(2) aprefecence for higher liquiclity

(3) awidespread usc of credil cards

(4) expectations of a fall in bond prices

A, (1) and (2) only
B, (1)and (3)only
C.  (2)and (4) only
D. (3)and (4) only
1993/AL/M/28

Whick of the following about money demand is NOT true?

It is positively related with the anticipated inflation rate.
It is positively related with wealth.

It is negatively related with the real rate of interest,

It is positively related with income.

gowe
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1995/AL/IH14
lalerest rate
\
Ml
R My
“Towl demand for money

Refer to the above diagram. Which of the following correctly explains the shift of the total demand for money curve from M,
to MI'T

A. afall in the interest rate

B. arise in national income

C. expectations of a rise in bond prices

D. apurchase of bonds by the government in the open market
1995/AL/I/15
If people expect 2 rise in the market rate of interest, they will hold mongy for asset purposes as bond prices will

___and they will tend to buy bonds.

A, more ..... Tise ...... more

B. more..... fall .. ..less

C.  less fise ...... more

D. Iess.... fall ...... less
200 1/AL/M/22

Interest rate
N \
\ \
\ “‘\\
kN \

Total derrnd for mxoney’

Refer to the above diagram. Which ot the following can explain the shift of the total demand for money curve from M; to

M.?

90w

(1} arisc in the mterest rate
(2) more shops acvepting the Easy Pay System (EPS) payment method
(3) a fall in the national income

(1) and (2) only
(1) and (3) only
(2) and (3) anly
(1), @)and (3)
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2005/ALNTY/13
Which of the following can explain the rightward shift of the total demand for money curve?

A. more extensive use of credit cards

B. anincrease in the velocity of circulation of money

C. a fallin interest rates

D. higher risk of holding bonds
2008/AL/TI/20
Refer to the following diagsam.

Intcrest ratc
o
Map
Man
0 Money

The asset demand for money will shift from Mag to Ma: when

A. income increases.

B. the interest rate decreases.

C. the general price Jevel increases.

D. the interest rate is expected to increase.
2009/ALNI/1S

Which of the following staternents about money demand is true?

onw

(1) Transaction demand for money tends to be more stable than asset demand for money.
(2) The shorter the time interval between wage receipts, the higher the transaction demand for money.
(3) The higher the volatility of the financial market, the higher the asset demand for money.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), (2) and (3)
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2013/DSENR7
Refer to the following diagram.

Nominal mferest rmte

Dz

D,
3 : Quantity of money

Which of the followiny wil) cause the money demand curve to shift from Dy to D,?

A, afall in the nominal interest rate

B. arise in national income

C.  more widespread use of electronic money

D.  an open market purchase of bonds by the central bank
2015/DSE/28

Refer to the following diagram.

Interest rate

\a 9
1 Wy

)

Quantity of mogey

The curve of assct demand for money will shift from M) to M2 when

the risk of investing in the stock market increases.
the interest rate decreases.

the general price level rises.

the goverament reduces the income tax rate.

gnwy
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cnomics by Topic
5. Money & Barking (H}
2018/DSE//29

2016/DSE/N/29
Refer to the following diagram Nominal inferest rate
Interest rate (%6
i \
e
My
My : - Quantity of money
] My '
0' Quantity of money Which of the following would result in the above change in money demand?
Which of the following would lead to the above change in the asset demand for money curve? A. The central bank issues larger denomination banknotes for circulation.
B.  The expected inflation rate drops.

A.  The stock market becomes Jess volatile. C. The risk of investing in stock market decreases.

B. The general price level is expected to fall continnously. D. Security problems have been found in the major clectronic payment system.

C. The cenwal bank raises the discount rate. "

D. There is a fall in disposable income of households. 2019/DSE/1/33

mdiaymbelqwshowstbcmoneywpplysndmnuydammd curves of ar economy. Ehe original
2017/DSE//30 equillbrtum point i & E. .
Electronic payment systems allow customers to pay without cash. ApplePay, Visa payWave and MasterCard paypass are .
P 3% pay PP Y paypi . o - N
. 1

some of the examples.

Visa

@& Pay

‘When more shops accept these electronic payment systems as a method of payment,

(1) their cost of handling coins and notes will fall.

{(2) the actual banking multiplier may increase, 9 Quantity of monsy

(3) transactions demand for money will increase. . )
A (1)and(2)only Supposc el “* i b mere g, afd the ecutral bauk increeses the kegnl reseyve satic of
B, (1)and (E) only the cammercial tanks. The new equilibrinm point will be at S
C. (2)and (3) only A A
D. (1),(2)and(3) B. B

C C .
D. D

226 227



I020/DSE 28

Which of the following policies would offser the efeea of an increase in e witlingness to invest on the price
fevel?

(1} anincrease in profiis tax rate
(2) uu increase in transfer payment
{3) adcorease in tax allewance

A (1) and (2) only
B. {Dand{(3)only
C. (2)and (3) only
D (1 (2and (3)

2020/DSE/N37

A tceonamist said, ‘The continnous fal} in stock prices in our covnwry has already affected the consumption
expenditure as well as the money demand. We sbonld implement a policy to relieve the effects on the output
leve] and the interest rate.” Which of the following policies can stabilise the output level and the interest rate
in the country at the same trae in the short run?
{Assume the interest rate is mainly affected by the asset demand for money in this case.)

A.  The government inceeases cash subsidy fo the poor.

B.  The government gives wriff exemption t the impons of goods.

C.  The central bank instructs the commercial banks 1o tighten the requirement of personal loans.
D. The central bank buys government bonds om the public.

2020/DSENI3L

The following diagram iadicates the moncy supply curve {M.) and money demand curve (M) of # certain
cconomy. Suppose the initial cquilibrium point is a1 E.

Nomina) interest sate (%)
4

M,

Ms
0 Quantity of money

I the ncome of the public increwes aud the cenivsl burk sells goverament bonds to the public, the interest

rate and the quanity of money .
A, will decrease ... will increase
B.  will incroase ...... may increasc or decrease
C.  mhy iscrease Or GECREASC . ..... Will destease
D. willincrease ...... will decrease

Macroeco[ﬁomlcs by Topic
S. Money & Banking {li)

Short & Structured Questions

1991/AL//]
“The real interest rate is the opportunity cost of holding moncey.’ Explain this statement. (10 marks)

2002/ AL//3(a)

In microcconomics, we leam that the demand curve for any commodity shows the relationship between its price and quantity
demanded. In macroeconomics, however, the demand curve for money shows the relationship between the interest rate and
the quantity demanded of money.

Can we interpret the interest rate as the “price’ of holding money? Why or why aot? (4 marks)

2003/AL/M/4

Money is commonly believed to be the most liquid and perhaps the safest asset on Earth.

(a) What is meant by liquidity? (2 marks)

(b) Explain why money is not necessarily a 100% risk~free asset. (4 marks)

{c) Why are people willing to hold money even though its expected rate of return is lower than that of other assets (such as
bonds and stocks)? (4 marks)

2009/ALAL2

(c) How are the real rate of interest and the nominal rate of interest related to the inflation rate? Explain clearly whether the
infation rate is expected or actual. (3 marks)

(d) Which of these two interest rates can be interpreted as the opportunity cost of holding money? Explain. (4 marks)

2020/DSETI/9A

Qcean Park and Hong Kong Disoevland are the owo large theme parks in Hong Kong.

(a) What is the market structure of the themie park industry 1n Hong Kong? List TWO feanures of this
market swucrure. (3 marks)
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MARKING SCHEME 33 THE QUANTITY TREORY OF MONEY (QTM)

19907/ AL A1 13 1995:A L34 2003 AL ES 203/DSEA2? 2017/DSE30 Multiple Choice Q uestions

D B D 168%;) B{67%) A (69%n)
1991/ALANS 1995 ALALSS 20087ALA120 2015/DSEN28 20 18DSEATS 1990/AL/MI/ 14

C B D (30™a} A (35%) C (03%) Consider the following data of a hypothetical economy:
1993:AL7H:28 200 LAALN2 2009:AL40:15 2016DSET29 2019/D81):33 Year Money Stock GDP

A & 13 (63%%) A4l D ($ million) (8 million. current prices)

L 45 400

2020/DSE Notes Figures in brackess indicate the percentages of candidates choosing ehe correct answer. 2 50 600

(]

2020:BSEA3? 2020/DSEAZ ] Which of the following statements about the economy must be correct?
0 D

1921 ALTIA A.  There was a fall in real GDP.
Considler a mode? with two assets: moniy and bonds for meerest-yiclding assets) B. There was a fall in the general price level.
The opportunity cost efholding money is the highest-valued forgese option (i . return 1o holding other assots: C. There wasa rise in the income velocity of money.
When the price Jove! is assumed 10 be fixed. the nominad interest rate 18 the same as the real interest rate D. There: were tluctuations in the demand for money.

2002/ALSa) 1990/ALML/26
Yes, the interest rate. betug the return to holding interest-bearing assets such as bouds. represents the opportuntly cost of The Quantity Theory implies that in the short-run a change in the money stock will affect
bolding money — just hike the (refasive) price of a commodity being the amount of'an alteroative cormodity lorgone s the

opportunity cost of acquiring that commoudity. A.  real output only.
B. the price level only.
C.  both the real output and the price level.
2003/ALS D. the income velocity of money.
(@) Liquidity is the property ofan asset that makces it casily marketablc at short notice withour loss. Since mency is 3
universally accepted medinm of exchange. it is clearly the most liguid assct oo carth.
1991/AL/11/14
(b) Money can be reggarded as a msk-fiee asset ina world of stable prices, but not when prices may fuctuate over time. In During Christmas and Chinese New Year, people tend to carry more cash. Assuming banks do not hold excess reserves, there
additien to inflation tisk, onc can also imagiae ‘bank run’ risks when one is thinking of money not merely as cash but will be
also as bank deposils. (Instability in the purchasing power of money may also arise form exchange rat sk and
politicat or counlry risk.) A, adecrease in the money supply.
B. anincrease in the moncy supply.
(¢} Risk-averse ageuts ate willing to hold money even though its expected rale ofreturn is lower than that of other assets C. no change in the money supply but a higher velocity of circulation.
{such as bonds and stocks) because if is more liquid (less transaction-costly as a medium of exchange. i.e. transactions D. nochange in the money supply but a higher demand for goods and services.
demand for money) and less risky (as a stock of value. ie. asset demand for money)than otier assets,
199 VAL/V16
2009/ AL Which of the following ratios gives the correct definition ofthe velocity ofthe circulation of money?
() As implied by the Fisher equation, these two interast rates are related ke the rate of expectad (rather than actual)
inflation. Both interest rates are determined today and to be paid tomorrow with certainty. Depending on the actual A. nominal GNP to the stock of money
realization of the price level tenorrow (which is unknown today). however, the nominal interest may yicld bigher or B. nominal GNP to the flow of moncy
lower refurn in seal terms tomorrow (1.c. the actual real nterest s not necessarily the same as expected), C. real GNP io the stock of money
D. real GNP to the flow of money

(d) The nominal mnterustrate, which is the rate ofreturn on “bonds™ (i.e.. other financial assets forgone if people hold
monsy). can be interpreted as the opportanity cost otholding money (whosz rate of return is zero).

2020/DSETIIA
Y a ) Oligopoly,

Price searcher

Homogeneous or heterogenous prodiet
Difficult (o enfer the market

Imperfect tnarket information

Interdependent of pricing strateygics amasg s
Nan price commpetition { mark the st 3 points )
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Macroeconomics

1992/AL/I/20
The equation of exchange

(1) is an identity which cannot be refuted.

(2) is valid only when the economy is at foll employmsnt.

(3) predicts that money affects both the price level and real output in the short run and only real output in the
long rua.

(4) state that total expenditure is always equal to total output value.

A. (1) and (3) only
B. (1) and (4) only
C. (2)and(3) only
D. (2)and (4) only
1994/AL/1I/17

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. theunemployment rate is rising.

C. the velocity of the circulation of money is falling.

D. the velocity of the circulation of money is rising.
1994/AL/TI/22

Given that the velocity of money and the real output remain unchanged, an increase in the money supply

cowp»

will decrease the nominal rate of interest.
decrease the inflation rate.

increase the real rate of interest.

increase the price level.

1994/ALNI/24
Inflation will occur when

A. the government carries out ¢xpansionary policies.
B. the growth rate of money is greater than the growth rate of real output.
C. the income of the economy grows.
D. the prices of some of the goods start to rise.
1995/AL/IY/18

The Quantity Theory of Mongy is

vowr

always true because total expenditure are always equal to total output.
valid because the price level is rigid in the short run.

valid because it is an identity.

None of the above
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1996/AL/1/14
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) Velocity of circulation of money is assumed to be constant,
(3) The government cannot change the money supply.

A. (1) and (2) only.
B. (1) and (3) only.
C.  (2)and (3) only.
D. Al of the above.
1996/AL/I1/20

If the velocity of circulation of money is constant, an increase in the money supply will lead to an increase in

A.  the price level,

B. real output.

C. nominal value of output.

D. None of the above
1997/ALNY/12

The classical quantity theory of money

{1) predicts that a change in the money supply affects the price level only.
(2) isalways true.
(3) assumes that the velocity of money circnlation is constant,

A. (1) and (2) only

B. (1) and(3) only

C. (2)and{3)only

D. (1), (2) and (3) only
1997/ALM22

The equation of exchanye

A.  assumes that the velocity of money circulation is predictable.
B. regards real output as morc or less constant.
C.  explains the effects of changes in the stock of money on the price level.
D. cannot be refuted.
1998/AL/11/ 14

According to the equation of exchange. the money supply grows more slowly than the nominal gross national product
(GNP), we can conclude that

A. the inflation rate is rising.

B. thc unemployment rate is rising.

C. the velocity of circulation is rising.

D. the growth rate of rcal GNP is higher than the inflation rate.

19997AL/IV/14
The equation of exchange says that

the velocity of circulation of money is constant.

nominal income will increase at the same rate as money supply.
the economy is producing at the full employment level.

None of the above

TQwy
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2000/AL1/16
According to the equation of exchange, if money supply is fixed, which of the following is correct?

A.  Price level must be constant.
B. Both price level and real output must be constant.
C.  The velocity of circulation of moaey will change at the same rate as real output.
D. None of the above
2000/AL/I/22

Which of the following statements concerning money supply and inflation 1s correct?

A.  Any upward pressure on price level must be the result of an increase in money supply.
B. Anincrease in aggregate demand must be accompanied by an increase in money supply and inflation rate.
C. There can never be a simultaneous decrease in real output and increase in price level if the money supply docs not
decrease.
D. None of the above
200 [/AL/AI/23

According to the equation of exchange, when the morey supply is fixed,

A.  the growth rate of nominal income is constant.
B.  the growth rate of real output is the same as the inflation rate.
C. the growth ratc of nominal income is the same as the growth rate of the velocity of circulation of meney.
D. the inflation rate is zero
2002/AL/II/19

According to the cquation of exchange, if money supply grows at the same rate as nominal income. we can conclude that

A.  the price level is rising.
B. real output is constant
C.  the velocity of circulation of money is constant
D. All of the above
2002/AL/1/23

If the velocity of circulation of money is constant and the money supply increases by a fixed amount each year, which of the
following diagrams shows the value of nominal income over time?

4, Nominal income B.  Nominat income
A ;
0 b——————— Your o Fe———————— Year
C. P D, WNomieal
Norainal income omieal incomie
A
L ——— 1Y 4> Yeur
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2003/ALAN/11
According to the eqguation of exchange, if money supply grows during a time of deflation, it is possible that

A. the velocity of circulation of money and real output decline at the same rate.
B. the velocity of circulation of money and real output grow at the same rate.
C. the growth rate of the velocity of circulation of money is higher than that of real output.
D. the growth rate of the velocity of circulation of money is less than that of real output.
2004/AL/MI/19
Cousider the following data on an economy:
Year Money Supply GDP
(8 million {$ million, current prices)
! 45 400
2 50 ) 600

From year 1 to year 2, which ol the following statements about the economy must be correct?

A, There was a rise in real GDP.

B. There was arise in the general price level.

C. There was a rise in the velocity of circulation of money.
D. The demand for money curve has shifted to the right.

2005/AL/MI 14
The ratio of the value of transactions in an economy during a given period to the stock of money in that period measures

A, moncy demand,

B. the rate of growth of money supply.

C. the velocity of circulation of money.

D the money multiplicr.
2005/ALAI/I8

Suppose the velocity of circulation of money is held constant. According to the equation of exchange, if the growth rate of
mongy supply is smalier than that of the real gross national product (GNP). we can conclude that

A, there is detlation.
B. the inflation rate is falling.
C. the unemploymeut rate is rising.
D. the growth rate of real GNP is higher than the inflation rate.
2005/AL/11/21
‘When the velocity of circulation ef money is constant. an increase in the money supply will Jead to
A. inflation.
B. deflation.
C. anincrease in real output.
D. an increase in nominal output,
2007/ALAL/11

An increase in the velocity of circulation of money will

have no effect on real output whether or not money supply and price level are constant.
lead to a risc in nominal output in the absence of changes in money supply.

result in an increase in price level if the economy attains full employment.

result in decrease in money supply if price level grows at the same rate as real output.

vow

234



2008/AL/I/18
Which of the following statements about the velocity of circulation of money is correct?

A.  Velocity of circulation of money is measured by the ratio of nominal gross domestic product (GDP) to nominal

money stock.

B. The growth rate of velocity of money can be positive in some years and negative in others.
C.  The growth rate of velocity of circulation of money is assumed to be zero in the classical quantity theory of
D

money.
All of the above

20059/AL/MI/22
Consider the following data of an economy.
Year 1 Year2
Money supply (§) 40 million 48 million
Velocity of circulation of money S 5.5
Real output (unit of goods) 20 million 24 miillion

According to the equation of exchange, what is the inflation rate of Year 2?7

A 3%
B. 9.1%
C. 10%
D. 11%
201 [/ALAL/24

If the real output is decreasing at a faster rate than the velogity of circulation of money,

A, money supply will be increasing at a rate slower than that of the price level.

B. money supply will be decreasing at a rate slower than that of the price level.

C. money supply will incrzase when there is intlation.

D. there will be deflation when money supply remains unchanged.
2012/AL/MI/16

If an economy attains full employment, an increase in money supply will increase

A. the nominal interest rate

B. thereal interest rate

C. the level of nominal output.

D. the level of real output
2012/AL/11/20

‘Which of the following statements about the equation of exchange is correct?

It predicts that money is neutral.
Tt still holds even if there is a change in institutional factors.

uow»

It assumes that the technological level is constant,

235

It predicts that a 1% increase in money supply leads to a 1% increase in the price level.

2013/DSEA/32
The real output of an economy grows at a lower rate than the money supply. According to the quantity theory of money, we

can couclude that

vows

2014/DSEN/3T

M
()
(3
&

the price level is increasing.

the unemployment rate is decreasing.

the velocity of circulation of money is decreasing.
the nominal output is increasing.

(1) and (2) only
(1) and (4) only
(2) and (3) only
(3) and (4) only

Suppose the velocity of circulation of money remains constant. If a central bank reduces money supply by 10%,

U0 wx

2015/DSEN/33

the price level will decrease by 10%.

real output will decrease by 10%.

nominal output may decrease by less than 10%.
real output may decrease by less than 10%.

The quantity theory of money implies that

A,
B.
C.

D.

2016/DSE/N/34
According to the classical quantity theory of money, which of the following diagrams is correct when money supply is

an increase in money supply will lead to a rise in price level when real output is falling,
the cconomy is always at the full employment output level.

an increase in money supply will lead 10 a decrease in the velocity of circulation of money when real output is

kept constant.
an tncrease iy money supply will [ead to 2 same-proportional increase in real output.

growing at a constant percentage each year?

& Price [evel B. Real output
A F
s O
Year Year
= Inflotion rate = Inilation rate
4
0! L S EEE—
Year Year
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2017/DSEN/3é
According to the quantity theory of money, if a central bank increases money supply.

A. the price level will increase.
B. real output will remain constant.
C. nominal output will increase.
D. the unemployment rate will decrease.
2018/DSEN/37
Refer to the following diagram.
Growth raw (%)
Moaney supply
Price level
0 Year

According to the guantity theory of' money, which of the following statements is correct?

A. The inflation rate is zero.

B. The growth rate of real output is increasing,

€. The growth rate of money supply is constant.

D. The growth rate of nominal income is constant.
2019/DSE//35

Which of the following statexmemis about quantity theory of money are correct?

(1) Ifmoney supply i growing too fast relative to the supply of goods in the sconomy, inflation will
occur.

{2) Ifmoney supply increases, nominal ootput will increasc by the same percentage. .

(3) Ifinflation rate is constant, real output will grow at the same percentage as money sipply.

A, (1) and (2) oaly
B.  (1)2nd (3) only
C. (2)and(3) only
D. (1), ad() -
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Short & Structured Questions

1990/AL/T/8(a)(ii)
Explain whether inflation would occur in the following situations:
a continuous increase in the money supply when the economy is also growing. (8 marks)

1991/AL/NI2
“The classical Quantity Theory of Money is a theory of full employment.’ Do you agree? Explain your answer. (10 marks)

1993/ALAV4

If the national income and the money supply of a country grow at 3% and 10% a year respectively, what is the rate of

inflation predicted by the Quantity Theory of Money? Explain. (8 marks)

1999/AL/MI/4

(a) Milton Friedman once made the statement. ‘Inflation is always and everywhere a monetary phenomenon.” In what sense
do you think inflation is related to monetary factors? (4 marks)

(b) Using the quantity theory of money, explain why, in the absence of changes in money supply, inflation can also be ‘caused’
by real factors such as changes in real output. (4 marks)

2000/AL/1I/8

(a) ‘If the velocity of circulation of money is constant, we can predict the impact of changes in money supply on nominal
income. However, to know the impact of changes in money supply on price level, we need an additional assumption on
the behaviour of real income.” Discuss. (6 marks)

(b) Consider the following table.

Year 1 2 3
Money Supply $100 $110 $121

Suppose the velocity of circulation of money is constant.
(i)  Find the growth rate of nominal income in year 2 and year 3. {3 marks)

(i1) Suppose the growth rates of real income in year 2 and year 3 are 0% and 3% respectively. Find the inflation rates in
year 2 and year 3. (2 marks)

(c) Based on the above answers, explain the rationale behind the policy of setting the growth of money supply at a specific

level. (2 marks)
2002/AL/1/2(a)
State whether cach of the following statements is true or false, and provide a brief cxplanation to support your answer.

“The quantity theory of money predicts that inflation is not necessarily a consequence of money growth.” (5 marks)
2007/AL/I/3(b)
What is meant by the velocity of circulation of money? How can we measure such velocity in practice? (2 marks)
2010/AL/IL2(c)

Explain why the product of the nominal stock of money (M) and the velocity of circulation (V) is always equal to the
product of the price level (P) and real income (y) —i.e.,, MV =Py. How can we use this relation as a theory (to identify the
various sources) of inflation? (6 marks)

238



Macroeconomics
5. Money & Banking

2012/DSFE/I1/13(d)
The central bank injects $200 million newly-printed banknotes into the banking system.

Based on the quantity theory of money, predict the effect of the monetary policy oa the price level. State the assumption(s})

needed to reach your conclusion. (4 marks)
2018/DSE/NN/7(b)
Based on the quantity theory of money, predict the effect of an open market purchase of government bonds by the central
bank on the price level. State the assumption(s) needed to reach your conelusion. (4 marks)
2020/DSENKAC
{¢)  “‘The continuous open market purchase of government bands by the central bank is the cause of

inflation in the ¢cconomy.” Jwstify the with refel s w0 the classical quantity theory of

money. (4 marks)
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MARKING SCHEME

1990:ALAL 14 19S5/ AL/ 18 2000/AL/11222 2005/ALAL 2T 2014/DSE/I3T
(85 D D D (77%) D {36%:;}
1990;AL1: 2% 1996/AL 14 2001/ALAT23 2007/ ALAR T 201S/DSEY33
c A c B (77%) A (55%)
199 VAL 14 1996/A).71/20 2008/ ALA/1S 2016/DSEA34
A C D{61%%) D {34%)
199 ZALG 1987 ALATA)2 20027 ARG 2009 AL 22 2017/DSET/36
A B B(?3%) C71%) C 164%)
1992/AL 120 1907 ALA22 2003/ ALAI I 20 1/ALAT24 2018/DSE1/37
B D D A 39%) B(72%,
1994 AL T 2004:AL1719 2012:ALA)/16 2019:DSEA/5S
D C (42%%) C169%) A
19947171122 F9997 AL 14 2012/8L47020
D n R (48%)
1994:AL2E 2000: AL o 20138
B D B (F4%)

Naote: Figures i hrackets indicute the percentuges of cundidates clivosing Ure correct ansiwers.

1990/ ALT/8(a)(ii)

1t al] depends.

f'the growth rate of the moncy sepply approximately cquals the growth rare of real output, then the inflationary conscquence
will be minimal,

RHowever. if the growth rate of the money supply exceeds the growth rate of real outpat. inflation will occur.

Explain MV = PY as an identity in accounting. It is only when VV and Y are constant that a change in M gives rise 1o an equi-
praportional change in P, the money price level. (M / P) is always a constant — prediction of the classical QTM.

The classical QTM is used in conjunction with the classical theory, which states that (ia the Jong run) flexible relative prices
mmply full employment. Y in this context reters 1o full employment oatput. The classical QTM requires the (Jeng nun)
assumption of full cmployment rather than explaining full employment.

1993/ALA/4
According to the Quantity Theory of Money, PY = MV
where P = price level, Y = output. M = money supplv and V = velocity.

Asspme V is constast. [ the percentage change in income is 3% and the percentage change in the money supply is 10%. the

infation rate is (L.e. P increases by) 3% (= 10% - S%)
¢ We cannot predict the rate of inflarion if V is not constant.)
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1999/ AL

(a) Infation is relaicd to monetary 1acters i the sense that, other things being squal. prices must vise as money sapply iy
increased because we then have more money 1o spend on the same quantity of poods. [This cau also be explained in
terms of the quamity theory. assuming constant vefoctty and ostpul.]

{5 The quantity equation implies that the inflation rate 18 <quai to the negative of the outpur growth rate whea money
supply and velocity are constant 1n other words, prices can aiso rise when we use the same quantity of money to chase
after a smatier quantiny of gouds.

2000/AL/1/8

(a) Using the equation of exchange. we have MV = PY. if velacity is constant, nominal income (PY) mast grow at the
same rate as the money supply. As both Y and P can chanye, we cannot separate the impact oo P and Y. I we know how
Y grows. we can predict the impact ol & on P.

(by (i) Given velocity is constant. nomminal income grows at the same rafe as the money supply.
Nomigal income growth rate in year 2 = (110 - {00}/ 100 = 10%
Nominal incame growth rate in vear 3=(121 - 1103/ 100 = 10%

(3i) Tuflation rate in yvear 2= 10
Tnflation rate in yzar 3 = 10%

(¢) Ifthe velacity of circulation is constant and real income grows at a constant known rate. then setting the growth of money
supply at u specific rate ¢an achieve the target rate of inflation.

2002/AL/I2(a)

True.

QIM: 8 =8, * 8¢~ ¥y

2, >0 even when g, = 0 aslong as g, > g, (such as when velocity is constant and output 1s declining).

$ &

2007/ ALAL3(b)
The velocity of circulation of mongy i3 the number of times ap average dollar changes hands —as a mediom of exchange to
facilitate marker transactions — within a certain time petiod.

Using the Equation of Exchange, we can measure the velocity by the ratio of ronymal GDP to meney supply.

20i0:ALAN2(c)

MYV sepresents the total amount of circulating money in the ceonomy within 2 given period eflime. Py or GDP ropresents
the total money value of (finaly goods and services produced 1n the cconamy within the same period. MV = Py because. in a
monetary ccanomy, money changes hands whenever brvers use the money they lold {zuppiicd by he centiad bank) 10
puichase goods and services fron the setfers.

The Equation of Exchenge tmplicd that

YL F

SpTsy TECTE

which buplies 1 torn 2 possible sources of inflatton {Quantity Theory of Money as a theory ol inttation).
Q). and

v growth in the moncy supply = ic. g, = 0. giveng, =g =0 for piven g, > g and g

3

ac — e, g “O.giveng =2 70
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DSEA5Ed)

1T MY = PYL where M money stock, Vo= veocity af circulation ofmoney, P = general price level and Y = real sutput,
assoring Vo constant. 2)

At inerease in M jeads 1o an iberease in P when Y increases by a smaller propovtion.
OR

An increase in M lends 1o ot increase in TP by the same percentage when Y is constant. 2)
2018/DSETib)
MYV = PY, where M: moncy supply, V: velocity of circulation of moncy, P: price level, and Y: ourput @)
Assume V and Yare botli constant. Then when M increases. P would increase by the same proporlion.

OR
Assume V is constant. Ther when the percentage increase in M is higher than that in Y. P would increase as well. [e3)

2020/DSE:AC

C) M= Nominal Moscy Supply
Velecity ot Money

P = Genesal price level,

Y = Real Nationa! Income

While both V and Y are asstmed (o be constant in the long run. Percentage change of Money

supply' equal to the percentage change of price level. Continuously expansionay monetary palicy
(increase of M ) will lead to persistent increase of gencral price Ievel « increase of P) o 4
marks )
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6. The AD-AS Mode!

SECTION 6: AGGREGATE DEMAND AND AGGREGATE SUPPLY

{Note: Despite the fuct that the AD-AS maodel was not explicitly required in the CE and AL syllabuses, in tackling
number of CE/AL questions, the AD-AS framework can still be upplied.)

6.1 DEMAND-AND SUPPLY-SIDE FACTORS AFFECTING NATIONAL INCOME

Multiple Choice Questions

1990/CEN137
The national income of a country will tend to increase if

A. the government increases its budget surplus.
B. the governmentraises the interest rates.
C. the government reduces the profits tax rates.
D. the demand for exports decreases,

199 1/CE/11/41

Which of the following is the main reason for the building of a new airport on Lantau Island is the near future?

A.  to solve the problem of the Jabour shortage in Hong Kong

B. to improve the infrastructure of Hong Kong

C. to control the rising inflation rate

D. toimprove the occupational mobility of construction workers
1991/CE/11/45

Which of the following is most likely to lead to a fall in the inflation rate?

A.  anincrease in the money supply

B. anincrease in the interest rate

C. an increase in government expenditure

D. anincrease in indirect tax
1992/CENV49

‘Which of the following can help te control cost-push inflation in Hong Kong?

A. anincrease in indirect tax rates

B. asignificant increase in productivity

C. aban on the importation of labour

D. an increase in the interest rate
1993/CE/NI/38

Which of the following government policies will have an expansionary effect on the economy?

increasing the transfer payments by using its fiscal reserves
spending more money on imports

introducing a general sales tax

raising the reserve requirements of commercial banks

onws
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1993/CE/11/43

In Hong Kong, inflation at the consumer level has remained at around 10% for the past few years. Which of the following are
two possible reasons for this phenomenon?

(1) arecession affecting western economies

(2) the surplus budgetary policy of the government
(3) low interest rates for bank deposits and Joans
(4) an inflow of capital from China

A. (V) and (2) only
B. (J)and (4) only
€. (2)and (3) only
D. (3)and (4) only
1993/CE/11/5)

Awn increase in exports and a decrease in imports will cause the national income to

A. increase

B. decrease

C. remain unchanged

D. either increase or decrease
1997/CE/NV22

It is expected that there will be a record-high number of tourists visiting Hong Kong in the year 1997. This will increase
Hong Kong's

A. GDP.

B. visible trade.

C. netexternal factor income flows.

D. consumer price index (A).
1997/CE/1l/44

‘Which of the following would have an expansionary effect on the Hong Kong economy?

A. araise of the rental of public housing units
B. the sale of existing public housing units to their tenants
C. the introduction of a new tax to suppress speculative activities in the property market
D. an increase in the construction of Home-Ownership-Scheme housing
1997/CE/1/46

Suppose the Hong Kong government spends $2 billion in the construction of a new highway which is financed by its fiscal
reserve. Which of the following wonld most likely occur?

a narrower wealth gap between the rich and the poor
an increase in the employment rate

an increase in the inflation rate

a budget deficit in the years of construction

gowp
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2000/CE/1U/34

More Hong Kong people shop in Shenzhen and the real interest rate in Hong Kong is increasing and being sustained at a higher

level.

Which of the following GDP components of Hong Kong would be least likely atfected by the above situation?

A.  domestic consumption (C)

B. private investment (1)

C. government expenditure (G)

D. netexport (X =M}
2000/CE/11/38

Which of the following would MOST LIKELY increase employment during an cconomic downturn?

¢

Macroeconomies by Topk
6. The AD-AS Modt

2019/DSEA727

Courntry A is an oil-importing country. Which of the following will resalt in a rightward shift of its-short-run

aggregate supply curve?

A All oil-experting countsies decide W increese the dully production of oik

B.  Extreme cold weather sharply raises the sonswmption of oit for heasing in Country A.

C.  The goverament of Country A provides tax relief for research in.new energy aising to kessen the
reliance on oit

D. An carthbquake destroys an oil refinery factory in Comntry A.

2016/138K/1/38

Ths govermoent <xxied out the foliowing two polisies:

{ Policy one: | Reduce the profits wx rate for corporations with profit less than two million dolless.
| Poliey two: | Injoct Gfty billion dollars %0 develop inmovatica and technology.

Whiich of the following AD-AS disgranss conld most likely show the effect oa aggregate outpus cansed by

A.  restucturing of private firms to improve their efficiency.
B. increasing computerization and autosation of production process
C. government's injection of a farge amount of funds to help small enterprise.
D. increasing real interest rates
2001/CE/II/30

Which of the following changes would reduce unemployment?

A.  The government intreduces a minimum wage law.

B. The profits tax rate is raised.

C. Many domestic finms try to use more labour-saving machines.

D. The demand for the country's exports increases.
2004/CENML31

Which of the following is both a demand-side factor and a supply-side factor affecting national income?

A. the government's productivity-enhancement projects

B. the government’s promotion of tourism

C.  a‘buying local products” campaign

D. a firework show sponsored by private firms
200S/CE/NY30

Which of the following would result in an increase in Hong Kong's GDP?

A, The government increases the profits tax rate.

B. There is a fall in the total export value of Hong Kong made toys.

C. The govermment develops the Western Kewloon cultural district.

D. There are more Hong Kong people traveling in foreign countries.
2006/CE/NI/32

Which of the following would most likely raise the potential GDP (i.e.. production capacity) of an economy?

A. anincrease in the social weifare benefit

B. anincrease in the reserve ratio of the banking system

C. an increase in the government expenditure on tertiary education
D. anincrease in the demand for the cconomy’s exports
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the above twro policies?
A Pricelevel 5. Pricelovel
‘fc level iy x
\ R
4 ADg
-ADs L
Aggrogate oupnt ’ Aggregate oniput
€ Pricelevel D.  Pricoleve]
T CIRAs,  LRAS A Lmas
N.
TAD,
Aggrogats OupR 5 Aggregate outpst
2020/DSE//27

Which of the following is a reeson for a Jeftward shift of the short run aggregate supply curve in s country?

A Thereis s continnous increase in price level.

B.  The largest morket of e country's exports suffers from an cconomic recession,
C.  More citizens emigrate w forcign counwies.

D.  The wages of labour slowly adjust downward due to institutional factors.

2G20/DSEN3S

Which of the following polivics wauld 0fsct the effect of an insresse in the willingstss 16 invest on the price
lavel?

{1} ar increase in profits X race
{2) anincrease ia 1rensfer payiment
(3) udecrease in uix sllowance

{1) and 2} only
(1) and (3) only
(2) wid (3} only
{13, (2) and (33
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2008/CE/NI1/28

If the government constructs the Tuen Mun-Chek Lap Kok Link (W 'Y Z5 #% £ /& M B8 ) to link np Shenzhen and the
Hong Kong International Airport, the of Hong Kong will increase.

(1) employment
(?) actwal GDP.
(3) potential GDP

A.  (1)and (2) only
B. (1)and (3) only
C.  (2)and (3) only
D. (1), 2)and (3}

Short & Structured Questions

1990/CE//3/(b)(i)
Explain how a depreciation of the Hong Kong dollar might lead to a higher inflation rate in Hong Kong. (6 marks)

1990/CE/1/05(b)(ii)
Suppose the Hong Kong government adopts the following tax policies:

Policy A: introducing a 3% sales tax on all commoditics
Policy B: cutting down the standard tax rate by 3%

Explain how EACH of the above policies affects the general price level. (6 marks)
1992/CE/l/5(c)

It has now been decided that a new airport will be built at Chek Lap Kok

(ii) What is meant by inflation? (2 marks)
(iii) Explain briefly how the construction of the new airport might cause inflation in Hong Kony. (4 marks)
1994/CE//10(a)(ii)

A government borrows a large sum of money from foreign countries and spends it on infrastructure. State the benefits of the
increase in government spending on the focal construction workers and the economy as a whole. (4 marks)
1995/CEN/9(c)

The World Cup of 1994 was held in the USA. People from all over the world went to the US to watch the matches.
(i) Name any TWO demand side factors affecting national income. (2 marks)

(it) The holding of the Warld Cup was favourable to the gross domestic product (GDP) of the US. Explain this by referring

to the TWO demand side factors you mentioned in (¢)(i). {6 marks)
1996/CE/N/12(c)
The government has organised a worker retraining programme for the unemployed. Explain, with ONE demand side factor
and ONE supply side factor, the effcct of such a programme on Hong Kong’s GDP. (5 marks)
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1997/CEAM/9(d)(i)

Suppose a gencral sales tax is introduced to finance the construction of the new railway. Explain the effect of this tax on
Hong Kong's price level. (2 marks)
2004/CE/1/10(c)

To lessen the negative effect of SARS on our economy, the government partially rebated the salaries tax to taxpayers.
Explain how the tax rebate could lead to an increase in the GDP of Hong Kong. (4 marks)
2005/CE/T/11{al

Two measures included in the Closer Economic Partnership Arrangement or *Cepa’ are:

1. Zero tariff on 90% of Hong Kong-made products to the Chinese mainland
1I. Faster / easier market entry to the Chinese mainland for Hong Kong-based service
providers in 18 service sectors

As aresult, overscas cormpanies not based in Hong Kong can take advantage of Cepa by
partnering with a Cepa-qualified manufacturer or service provider in Hong Kong.
Source : Hong Kong SAR Government, 8 January 2005

Explain, separately, how the above two measures would affect the gross domestic product of Hong Kong. (5 marks)

2007/CE/1/8(b)(ii)

The universities in Hong Kong do not only admit local students. Since last year, these universities have begun to admit a
large number of tap-quality Mainland students. Suppose all students pay the same tuition fees.

Suppose these top-quality Maintand students stay and work in Hong Kong after their graduation and the total number of job
positions in Hong Kong remains unchanged.

Give TWO reasons to explain how this sitnation would lead to an increase in the potential gross domestic product of Hong

Kong. (2 marks)

2009/CE/1/10(a)
The direct cross-strait flights (7§ # EL A ) between mainland China and Taiwan introduced in 2008 facilitate the trading
activities berween these two places.

The GDP of Taiwan would probably increase with the introduction of the direct cross-strait flights. With reference to TWO

demand-side factors, explain why there is such a possibifity. (4 marks)

2010/CE/V/9(c)

Ocean Park Hong Kong is undergoing a major redevelopment plan. Ocean Park will expand to double the number of its
attractions. In addition, Ocean Park is planning three themed hotels (the Spa Hotel, Ocean Hotel, and Fisherman's Wharf
Hotel) in the area for an expected increase in visitors.

For cach of the following situations explain your answer with reference to ONE demand-side factor. Why would the above
cxpansion increase the gross domestic product (GDP) of Hong Kong

(i)  during the construction period? (2 marks)

(if) after the completion of the construction? (2 marks)
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2019/DSENAG

The following tablc shows the changes in the individual income tax system in China cffective from Oclober

réeconomics by Topic
-6.The AD-AS Mode!

MARKING SCHEME

2018.
[ Range of morthly taxable income, in Renmimbi (RMB)
Average tax rate 0ld brackets New brackets
3% Less than or equal o 1500 Less than or equel to 2000
= 10% 1501 -~ 4500 3001 ~ 12080
20% 4501 -9000 12001 - 25000
25% 9001 35000 25001 -35000
30% 35001 - 55000 Onchanged
35% 55001 - 80000 Unchanged
45% Greater than 30900 Unchanged
(b)  Suppose there is 3 deflationary {output) gap in China economy. With the aid of an AS-AD diagram,
explain how the above change of the individual income dax system would affect he deflatiogary
(output) gap in e short run. (7 voarks)
(¢)  To achieve the-same offect on the defletionary (cutput) gap as inrpart (b), an economist suggested the

@

govemment should lower the required reServe ratio of banks insiead of implementing the above
chapge in tax system. Discuss the suggestion by giving ONE argument FOR and ONE argument
AGAINST it. (4 marks)

YSEALI9:

2620/5

The conwibution of {he mfasaucture development of Occan Park w Hong Kong's GDP in 2019
could be smaller than the o1l aount invested in the two hotels and the water park. Explain why
the statement may be correet with TWO reasons. {4 marks)

1990/CE#I1/37 1993/CE/1138 1997/CE/N1/44 2001/CET30 2008/CE/11:28
c A D D D (55%)
1991/CENI41 1993/CE/1/43 1997/CE/11/46 2004/CET5 1 2019/DSE27
B D B A(31%) A
J99LCENIA4S 1993:CEALS ) 2000/CE/1I34 2008/CEALY30 2019/DSE/I38
B A (@ C (73%) C
2 DS EF
1992 CEAA49 1997/CEMI22 2008:CE:A1138 2006/CEA32 202010527
B A C C (48%) C
2020°DS 43S Naote: Figures in brackets indicate the percentages of candidates chousing the correct answers,
B
1990/CENSA by
HKS depreciate
=3 Fixport prices | (€]
2= Export valame § (23
= Boont in exputt sector @)
= Agrregate Jenand T = price level 1 2)
(max: 8)
1900:CEAAS (b))
1T sales tax on all commodities = prices of all goods T 2}
| standard raie = income after tax of the rich 1
= consumption | = aggregale demxsnd | = general price jevel 7 &3]
1992/CEA75(c)
{ii) a continuous rise in the general price level 2
(i) Constrrction of the airport
= 1 in aggregate demaud for resources / demand for workers 23
= inflation: occurs when Hong Kong is near full employment (2)

1994:CEL 10(@)(it)

Local constroction workers:

« more job opportunitics

- income T

Whoale economv:

- consumption expenditure 1/ more business
-GNP1T

- employment T

- social capital 1

- higher ¢conomic growlh
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1995/CET9(c)
(i) - consumption expenditnre
- Investment expenditure
- government expenditwe
- exports or net export
- imports or net export
(Mark the FIRST TWO points only.}

(i} {Note: the answer must march with the answer to (¢)(3)}

Macroeconamics by-Top:
6. The AD-AS Model

Consumptien expenditure T = GDP } hH

.. US residents spent more on food. hotel accemmadation, traveling, souvenirs, ctc )
oRr

I'nvestment expenditure T => GDP 1 1y

e.g. more investment in the provision of transport service, accammodatien, food supplies. etc. (d
OR

Government expenditure T = GDP (1)

e.z. US government expenditure on infrastrocture selated to the event, expausion / maintenance of stadinms, etc. (2)
oRr

Net exports T => GDP 1 (48]

e.¢. MOLe foutists’ speadiag on ransport, acconunodation, food, clothing, seuveairs, etc. ¢

(Mark the FIRST TWO points only.)

1996/CE/ 1 2(c)
Demand-side factor:
0 bovcrnmmrc xpenditure (in current year) increascs
Sapplv-side factor;
- the [abour praductivity would be raised
OR
~ tabour supply would increase because workers originally ontside the Tabour force will be artracted

. GDP (both i carrent year and in future) would increase,
(Mark the FIRST demand-side factor and the FIRST supply-side factor only.)

1997:CETS(d)(i}
prices of most goods and services after tax | / cost of production | / supply of goods and services |
~. price level 1

2004/CEAT0

Afier-tax income {i.e. “disposable income™) increased.
Consnmption expenditure would increase.

- GDP would increase.

2005/CEX/11(a)

Zero tanfl cnceusages more export of goods.

Easier market enfry cncourages more investment.
Both measures will increase the GDP of Flong Kong

2007/CE/L8(b(ii)
- a larger 1abour force
- These top-quality Mainland students have a higher productivity.

G@. max: 6}

(23
(max: 2}
(H

(0
()

2)
2)

)
(2

1

- These top-guality Mainland stadents can increase the productivity of the local employees when they work togsther / brings

knowledge and new ideas to Hong Kong.
fMark the FIRST TWO points only}
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2009/ CE 10(a)

- net exports: more nel exports (or more export of services) dus o more tousists Jrom mainland China

- consumption: more earnings and income will boost consumption expenditure
- invesfuent; more imvestment (local and from the Mainland),
- govermment expenditore: more goverament expenditure,

2010/CE/1/9(¢c)
(i) - more facilitics {attractions) will be constructed = increase m investment expenditure

¢.g.. more hotels and tradiug firms.
e.2. more on infiastructure (e facilitate the trade

(i) - more tourists from mainland China and other places = increase in net exports {export of scrvices)

OR
- more local visitors = increase in private consumption expenditure

2019/DSE/TI/10

(b) Yerbal elobortion; @
The middle income group is charged = lower average taX Rbe, their Gisposable
jncome Yises, consummtion and zggregute demand inercase, nuTowing the

defationary gap.
Iltustrate m the diagrone
~ tefrect initia} deflationary gop ey}
~ AD shiRt rightward * [€9]
- correct new Y with a smaller gop m
Price leve]
LRAS: 3pas,
AD:  aggregetc demand
SBAS: thort run cggrepgate supply
LEAS: long ron aggregate supply
H e deflationary gap
™
[
1 1
1 1
Poe
[
10t =
© s
| v
| B
1 1]
1 1
L} 1
[ Ay
H Eﬂ?; o,
L
0 Yo ¥ Ye Angw.- ourput
For: Pros of the mone OR Cons of the figeal

- The monetrry policy morenses Y via investment which will help
enhance present/furure productivity (while the tax policy may not have
such an effect).

- The tax policy may worsan the fiscal balance of the government (while
the monctary policy willnot have such an effecs).

- any other relevant point

Against: Pros of the fiscal policv OR Cons of the monetary policy

- The tax policy may natrow the income gap (while the monetary policy
won't have such an effect).

- Bank loans and mongy supply may not increase evep if there is a fall in
the required reserve ratio (while the tax policy will not be affected by
the action of commercial banks).

- any other relevaot point
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2020/ DSE/1i/9D

D)} The investment may include imporzer raw material which is not the contribution of local resident producing

unit.

The investrent may include the value of iaventories which are not preduced in current year.

The investment may include the value of intermediate goods ( electrict

contribution of other resident producing unit.

{ Mark the first 2 answers ) { 3 marks )

r and other raw materials ) which ace the

6.2 LONG RUN AND SHORT-RUN EQUILIBRIUM

Multiple Choice Questions

1994/ AL/I/9
The existence of a deflationary gap indicates that

(1} the equilibtinm tncome is below the full employment income.

(2) asurplus budget should be used to eliminate the gap.

(3) the economy has insufficient aggregate demand to achieve full employmeat.
(4) the real income is smaller than the nominal income.

A (1)and (3) enly
B. (1)and (4) only
C. (2) and (3) only
D. (2)and(4) only
1997/AL/2]

Which of the following policies van be used to otfset the ctfect of an increase in the saving of the households on the national
income of an ¢conomy?

A, anincrcase in the tax rate,

B.  adecrease in money supply.

C.  sales of government bends by the central bank.

D. acut on the required reserve ratio of the banking sector.
1999/AL/11/4

The existence of an inflationary gap indicates that

A, there is a gap between the actual inflation rate and the cxpected inflation rate.
B. there is a gap between real income and nominal income, and the gap is caused by inflation.
C. there is excess demand for aggregate output at the full employment fevel of income. which theretore falls short of
the equilibrium leve!l of income.
D. All of the above.
2000/AL/I/20

Which of the following can raise the employment level of an economy?

(1) export promotion
(2) increase in forsign investment in the economy
(3) reduction in the income tax rate

(1) and (2) only
(1) and {3) only
(2) and (3) only
(1), @) and (3)

o0w>
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2001/ALNY 14
Suppose country A and country B trade with cach other and the imports of each country are a function of its own national
income. If there is an increase in investment expenditure in country A, then

A. the national income of both country A and country B will increase.
B. the national income of country A increases but the national income of ¢country B remains unchanged.
C.  the national income of country A increases but the national income of country B may either increase or decrease.
D. the national income of each country may either increase or decrease.
2012/ALAI/30

With the existence of a deflationary gap

A. real income is lower than nominal income.

B. the economy has a rising deflation rate.

C. the economy has insufficient aggregate demand to achicve full employment.

D. the government can employ a surplus budget to eliminate the gap.
2012/DSE/N/25

Which of the following will lead to a decrease in agyregate demand?

A. arise in private saving

B. arise in investment expenditure

C. afall in imports

D. afall in the progressivity of income tax
2012/DSE/N/26

The diagram below shows the aggregate demand (AD) curves, the short run aggregate supply (SRAS) curves and the long
run aggregate supply (LRAS) curve of a country. Point E is the initial equilibrium point.

Price Level LRAS
SRAS, ”
SRAS;
Bl
. AD,
AD,
Output
When there is an economic recovery in the country's major trading parmer, in the short run and

in the Tong run.

AD will shift to ADz ...... SRAS, will shift to SRAS:
ADr will shift to ADs ...... AD2 will shift back to ADt
SRAS; will shift to SRAS:2 AD: will shiftto ADy
SRAS will shift to SRAS: ...... SRAS: will shift back to SRAS)

onwy
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2012/DSE/N/34

Suppose the goverrunent spends $3 billion on the construction of a cruise terminal which is financed from its reserves. This
will result in

(1) an increase in aggregate output in the short run.
(2) an increase in aggregate ovtput in the Jong run.
(3) an increase in employment in the short run.

(4) abudget deficit in the years of construction.

A. (1) and (3) only
B. (2)and (4) only
C.  (1).(2) and (3) only
D. (1), (3)and (4) only
2012/DSE/N/36
Which of the following can offset the effect of a decrease s income tax rate on aggregate demand?
A, adecrease in the asset demand for money
B. adeccrease in the desire to import
C. anincrease in the desire to invest
D, anincrease in the required reserve vatio
2013/DSEN/23

The aggregate demand curve will shift to the right if

A, there is a fall in the price Jevel

B. there is an improvement in technology

C.  the government reduces the import tariff

D. the government reduces the salaries tax rate
2013/DSE//24

The diagram below shows the aggregate demand {AD) curves, the short tun aggregate supply (SRAS) curve and the long run
aggregate supply (LRAS) curve of an economy.

Price level LRAS
SRAS
\ N

\

: AD

i 0

a utput
Suppose initially the cconomy operates at Eo. There is a/an and can help restore the

long run equilibrium.

inflationary (output) gap ...... arise in transfer payments to the poor
inflationary (output) gap arise in the discount rate
deflationary (output) gap ...... arise in transfer payments to the poor
deflationary (output) gap ...... a rise in the discount rate

vowy
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2013/DSEA/29
Suppose the government greatly increases the tax allowance on continuing education. Which of the following can best
explain the effect of the above change on the price and output levels?

A. B
Price Yevel Price level
LRAS: LRAS: LRAS; LRAS;
T VAD, " NAD;
AD:
o o Outpt e - Ougpm
c D.
Prive lovel Price Jevet
SRAS;
/SRA )
. 7]
- AD,
0 Qutput )
2013/DSE/L/30
Ifthere is a decrease in the desire to consume, the net exports of an cconomy will and the amount of money held
for transaction purposes witl _ .
A decrease ...... decrease
B. decrease ...... remain constant
C. increase ..... increase
D.  increase ...... decrease
2014/DSE//27
Price level
SRAS,
SRAS:
1] > Aggregate 0Utput

Refer to the above diagram. Which of the following would most likely lead to the shift of the short ran aguregate supply
curve from SRASq to SRAS?

to relax the quota for foreign domestic helpers

10 reduce the subsidy in research and development
to increase the profits tax rate

to increase the number of places in tertiaty education

Uow>
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2014/DSE//28
Old Age Living Allowance (1& # /

{5 13t i ) introduced by the Hong Kong government increases the __

inGDPandresultsina ___ shilt of the agyregate demand curve.
A. government consumption expenditure ...... rightward
B. government consumption expenditure ...... leftward
C. private consumption expenditure ...... rightward
D. private consumption expenditure ...... lefiward
2014/DSE/1/29

If there is a decrease in national income of a major trading partner of an economy, the employment of the economy will
__.and the price level will .in the short run,

A. increase ...... increase

B. increase ...... decrease

C. decrease ...... increase

D. decrease...... decrease
2014/DSE//34

Deiflationary (output) gap

A.  will be widened when there is a depreciation of the domestic currency.

B. will be eliminated by a rightward shift of the aggregate demand curve when the market adjusts from short run
equilibrium to loag run equilibrium.

C.  will result in a downward pressure on the prices of inpats.

D.  will exist if the agurcgate demand falls short of the short run aggregate supply.

2014/DSE/I/35
Which of the following policies can the government introduce to reduce the price and unemployment levels at the same
time?

A. to raise the discount rates
B. 1o raise the subsidies to small and mediumi-sized enterprises
C. to raise the salaries tax rate
D. to raise the expenditure on social welfare
2014/DSE/N/38

Which of the following government policies will lead to an increase in the aggregate output of a country in the long run?

(1) to tighten regulations on ¢avironmental protection
(2) to grant an amnesty (3F ) to illegal immigrants
(3) 1o ban the importation of forcign domestic helpers
(4) to build more international schools for attracting expatriates to work in the country

A, (1)and(3) only
B. (1)and(4) only
C.  (2)and(3) only
D.  (2)and (4) only
2015/DSE/1/26

Which of the following will result in a rightward shift of the aggregate demand curve of a country?

A. The central bank reduces the discount rate,

B. The mininnum wage rate is increased,

C. The general price {evel decreases.

D. Its trading partners suffer from an economic recession.
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2015/DSEN/27

The government provides cash subsidics for new-born children from their birth to age 10. Which of the following diagrams

best illustrates the effect of the subsidies on the economy after twenty years?

A B.

Price levsi Price level

SRAS, A
SRAS;
AD
0 Owtput leval Qutpat Jevel

C. D.

Price leve) v Price leve!

LRAS; LRAS:

2015/DSEN/37
Refer to the following aggregate supply diagram.
Price lavel B
LRAS
!
|
|
SRR, - S
4 i
Rl E—— A
2
0 . Cuput

When the economy moves from point A to point B, which of the following will NOT change?

(1) real output
(2) nominal output
(3) potential output

A, (1)only

B. (2)only

C. (1) and (3) only

D. (1.(Q)and (3)
2015/DSE//38

Initially an ¢conomy operates at the long-run equilibrinm. Which of the following will [ead te a deflationary (output) gap in

the economy?

The government increascs the salaries tax rate.
The government reduces the profits tax rate.
The government invests in the construction of a cross-border express raillink.

S R O [

ik reduces the required reserve ratio,
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2015/DSE/L/39
In an economy with severc inflation and income inequality. the government can lower the price level and reduce the income
gap by

A.  increasing the environmental tax on handling houschold sewage.

B. increasing the salarics tax and its progressivity.

C. reducing its spending on social welfare.

D. reducing the personal allowance of the salaries tax.

2016/DSE//26
The agurerate demand of a country will drop if

A, the price level of the country rises.
B the currency of its major trading partner appreciates.
C. the government spending on social welfare rises.
D. the required reserve ratio riscs.
2016/DSE//27

If the government builds new infrastructures, there will be an increasc in

(1) cmployed population during the construction period.
(2) the price fevel duriny the construction period.

(3) potential output after the construction is completed.
(4) the price level after the construction is completed.

A. (1) and (2) only

B. (3)and (4) only

C. (1),{2) and (3) only

D. (1), (2), (3)and (4)
2016/DSE//28

The ‘multiple entry permit™ (— %% % 47 ) for the permanent Shenzhen residents to visit Hong Kong has been replaced by a

*one trip per week cap” (— 3@ — 47). This would reduce Hong Kong’s

and

A.  agaregate demand ...... output level in the long run

B. aggregatedemand...... price level in the long run

C. short-run aggregate supply ...... outputlevel in the shortrun

D. long-run aggregate supply ...... output level in the long run
2017/DSE//28

The aggregate demand curve of Hong Kong wiil shift to the left if

the implicit GDP deflator rises continuously.

the government raises the retirement age of all civil servants.
the number of tourists from the Mainland decreases.

the Mainland stock market booms.

onwy
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2017/DSEN/29

Price Jeve) LRAS; LRAS;
eeca

I

S,

> Aggregate output

0

The diagram above shows the aggregate demand curves and long run aggregate supply curves of an economy. Which of the
following best explains the above changes?

UO W

2017/DSE/I/37

a decrease in people's desire ta save

an enhancement in production technology

an increase in national income of'the economy’s trading partners

an increase in govemment subsidy on private research and development

Which of the following policies would most likely lead to a drop in aggregate output?

A.
B. The government sol
C.
D.
2017/DSE/NMA0

The government bought bonds from the public and raised the tax allowance at the same time.

d bonds to the public and reduced transfer payment to the poor at the same time.

The government reduced required reserve ratio and raised the progressivity of income tax at the same time.
The government increased the discount rate and lowered profits tax rate at the same time.

In his 2016-17 Budget. the Financial Secretary proposed to waive business registration fees for 2016-17. At the same time,
the personal basic tax allowance was raised from $120 000 to $132 000. Which of the following best illustrates the effect of
the above changes on the price and output levels?

Al B.
Price Jevel Price, level
rlcs\ﬂvﬂ ‘-RAS! LRAS) ce level SRAS
ADy
‘AD;
d Output o Qutput
c. D,
Pricc{ SRAS: P“‘ZAICVCI LRAS, LRIJ-'\S; SRAS,
A SRAS,
3 AD,
ADy
Ou&n
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2018/DSE/N/26
The short run aggregate supply corve will shift to the right if

the government relaxcs the importation quota of foreign workers.
the government increases the profits tax rate.

the central bank sclls government bonds to the public.

there is an increase in the price level.

oaw>

2018/DSE/N/27
Which of the following will lead to an increase in both price level and aggregate output in the short run?

A, There is an improvement in production technology.

B.  There is an increase in the oil price.

C. There is a decrease in money supply.

D. There is a decrease in the desire to save.
2018/DSE/I/28

The diagram befow shows the aggregate demand (AD) curves, short run aggregate supply (SRAS) curves and the long run
aggregate supply (LRAS) curve of an economy. The economy initially operates at Eo.

LRAS,

Pricf1 levei SRAS;
g SRAS,
q SRAS;
™~
T AD’
Ay
Ay
¢ Output level
If the government gives $10 000 cash to every citizen every year, the short-run equilibrium will beat ___ and the long-run

equilibrium wil Ibe at

A E...B

B. E:....Ex

C. Ea....E

D. Es...E4
20 18/DSE//38

Suppose there is a reduction in the basic allowaace of the salaries tax in an economy. Which of the following can offset its
effect on aggregate demand?

People’s desire to save increases.

The price [ovel decreases.

The central bank carrics out an open market sale of governiment bonds.
The required reserve ratio in the banking system decreases,

oawy

259



-oeconanics by Topic

f Macreeconomics by:
& The AD-AS Model

6. The AD-AS Mo

2018/DSEN/39 Short & Structured Questions
Refer to the AS-AD diagram below.

Price level

2012/DSEMNIN0(c)
In 2011. the Financial Secretary announced the “Scheme $6 000™ which provides $6 000 to each Hong Kong permanent
\\ SRAS resident who is 18 years old or above
E, With the aid of a diagram, explain how the “Scheme 86 000” would affect the price and output levels of Hong Kong in the
long run. (8 marks)
/ AD 2013/DSE/M4
(a) Give ONE reason to explain why the aggregate demand curve is dowaward sloping. (3 marks)
b Output level (b) Suppose there is an increase in the price of raw materials, With reference to the market adjustment mechanism from the
. . X Sp—— short run equilibrium 10 the long run equilibrium, explain the long run effect of the above change on the price level with
The economy operates at E; initially. Which of the following can help the econemy restore to the long run equilibrium? the aid of Figure 1. (9 marks)
(1) to reduce the subsidies to small enterprises b
(2) to increase the required reserve ratio LRAS, SRAS,
(3) to reduce the discount rate
(4) to reduce property tax
A (1) and (2) only
B.  (3)and (4) or:ly AD = aggegate d i
C. (1), (2) and (3) only SRAS= shost run aggregate supply
D. (2),(3)and (4) only LRAS = long run aggregate supply
P « price level
Bl Y = aggrgatc output
2020/DSE/I/36 E ¥ = fullemployment output

Eo = inftal equilidrium poiat
The diagram delow shows the spgregate demand curve, the shott nut aggregace supply curve and the loag
nm aggregute supply curve of an economy.

Price level
4
SRAS
ADq
Y
1}
& Yy
: Ei
;
X
1
: . 2013/DSE/I/12(c)
= : . Output With the aid of an aggregate-demand-aggregate-supply diagram, explain the short run effects of an upward adjustment of the
‘ i required reserve ratio on output and the price level of the economy. (8 marks)
Suppose the zconomy Inttially aperates at Eg and the to1a] ienport vaive cquals to the totai export value. Ifthe
governntent dosreases the amount of sosdal secwrity assistasce for whe clderly, in the shor nan, the
delasonary (output) gap willbecome ___ and there willbe a oot 2014/DSE/M/10(b)
A.  marower teade suiplus Source 2 below is an extract from a aewspaper article.
B.  nauvower wrede deficit ?
C. wi:er U;lgt :WPNS Addressing the potential threat brought about by the trends of the bisth rate and old dependency ratio in China,
D. wider ... srade deficit

grovernment officials are considering refaxing the one-child policy in an effort to boost the birth rate.

“The policy restricts urban couples to only one child. while allowing additional children in several cases, including twins,
rural couples, ethnic minorities, and couples who are both the onlv child in their respective familics.

With reference to Source 2. discuss the possible effect on the aggregate output in the lony run as a result of the relaxation of
the one-child palicy. (3 marks)

260 261



The AD-AS Mode!

2014/DSEAL12(c)
The Prime Minister of Japan, Shinza Abe, adopted a series of policy measures in 2413 to expand the Japanese economy. One
of the policy measures was stepping up the scale of the purchase of government bonds and other financial assets by the

central bank.

What would be the short run effects of the above policy on the output and price levels of the Japanese economy? Explain
your answer with the aid of an aggregate-supply-aggregate-demand diagram, (8 marks)
2015/DSENI/E

The government is considering speading a certain sum of its budget surplus on the following two proposals:

Proposal 1: To extend the fiee education to 13 years
Proposal 2: To provide unemployment benetits

Evaluate the two proposals in ternms of the effect on aggregate output. (4 marks)
2015/DSEAT/12
Rescarch shows that the “Individual Visit Scheme™ of mainland tourists has brought economic benefits to Hong Kong.

An economist uses the AS-AD model to analyse the current situation in Hong Kony. In his analysis, point E in Figure 2
represents the initial short-run equilibrium of the Hong Kong economy.

Eiowel
Price level
* 1RA% SRAS,
Al
0 ¥y Output level

(b) He points out that the government can help the economy restore to its long-run equilibrinm. With the aid of Figure 2,
explain how the reduction in the number of tourists from the mainland can lower the output level to Y£. (5 marks)

(¢} He also states that even without the help of the government. market forces can restore the economy to its long-run
equilibriwm. WITHOUT using a diagram, explain how market forces can lower the output level to Y{in the Jong run.

(4 marks)
2016/DSE/I/5
Explain. with ONE reason, why the short-run aggregate supply curve is upward-sloping. (3 marks)
20]16/DSENV12(b)

The Macau government implements a cash-sharing scheme, under which every resident receives cash from the government.

With the aid of an AS-AD diagram, explain how the cash-sharing scheme would affect output and price levels in the short

e {6 marks)
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2017/DSE/NL/9
Figures 1 and 2 show some macroeconomic data of the US.
Fi; - GDP i
20%
6.0
YA,
§0 v
49 hd oA -
% -
30 X 7
3 s
20 A ‘
N * } ~~4-- GDP growih rate
1.0 % - (year-on-year}
\‘ l’
00 o L — + + b + L
| 26 2007 2008 2009 2010 20U 2012 2013 201¢ 2015
1 kY
20 3 34
3.0
(a) Refer to Figure [, Identify the phase of business cycle which point A is in. (} mark)

(b) How may a reduction in intecest rate help the US economy in 20097 Without using a diagram. explain your answer in
the light of aggregate supply and/or aggregate demand. (3 marks)

Figure 2: The intorest rate and usemplovment rate of the US

Y

i2

e

6 s INLETCS TUTE
—@—uneaployment rate

\

2 ¥

-

\,
g4 e s BT LS SR SN e
2008 2007 2008 2009 2010 208) 2012 2013 20i4 2015

(¢) Discuss whether the data in Figures | and 2 are consistent with your answer in (b). (4 marks)
(d) Suggest ONE policy that will help increase the aggregate output in the long run. Briefly explain your answer. {2 marks)
2017/DSENY/12(b)
Before the British people voted against staying in the European Union (EU), i.e. Brexit, workers from the EU were free to
work in Britain and vice versa. Brexit has shocked the economies in Europe and the following table shows some views on
Brexit:

British politicians : Low-skilled EU workers should be required to apply for a visa to work in Britain.

British firm owners : The new visa requirement for EU workers affects most of the firms in the British economy.

Global investars : Political uncertainty m Britain increases the risk of investment projects there.

Referring to the views of the British firm owners and global investors, discuss the effect of Brexit on the aggregate output of
Britain in the short run with the aid of & diagram, (3 marks)
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2017/DSE/IV/ 13(b) 2018/DSE//13(a)i)
To finance the scheme, there are different proposals which include: The source below shows Hong Kong's population projection.
Proposal A: increase the standard tax rate and the progressivity of salaries tax Composition of Hong Kona's population in 2014 - 2054

Proposal B: use the fiscal reserves in the government

Discuss the effects of these two proposals on economic variables which include

(i) aggregate output aasan: ;\\\\\\\\L\\\‘ 23
{4 marks) 2044 FRESSI ﬁm@zi‘m@m@

2018/DSE/NI/9 Year

The Express Rail Link (XRL) project (Hong Kong Section) is expected to be completed in 2018. It will sliorten the estimated
joumney time between Hong Kong and various Mainland cities, Below are some opinions on the XRL project.

Government officials : With better infrastructure, the overall economic development of Hong Kong will be enhanced.

Small medium enterprisc owners : We expect that the XRL couid bring more Mainland travellers to Hong Kong. : X 3 4 5 5

Suppose the Hong Kong cconomy operates at E1. With reference to the above opinions, show why the price fevel of Hong Populations (millions)

i
I
Kong may rise in the long run after the completion of XRL project in Figure 1. (3 marks) |
|
|

> Age 65 and over ‘Age 15-64 wAge0-14
Figurse 1
Price level . . . . 5 . z
\ With reference to the above source, bricfly discuss the possible effects of the change in composition of population on
LRAS, SRAS, potential owtpus in the future. (3 marks)
2020/DSEAL6
Refer to Figure 1.
Eigure 1
Price Jevel
) E 1
LRAS:
SRASe
AD;
Eo
b —3 Output levcl
t
i
2018/DSE/NI/11
To develop nuclear weapons and increase the military power, Country Z has raised the proportion of government
spending on national defence from 10% to 20%. All males aged from 20 -25 are also required to join the military force for
2 years.
In response to the increasing military threat from Country Z, the United Nations has passed a bill to embargo most of the n c
oods exporting from Country Z. ] eﬁm
Analyse the effects of the above situationon Country Z's aggrepate output in the short run, (3 marks) Suppose an cconomy initially operstes at Es. With the aid of Figure L. explain how seacket forces can
restore the aggregate output fovel to the full-employment ontput level in the loog rus. (5 marks)
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2020/1DSE/N/98

The first bote! in Ocean Park was Jaunched i 2018 while the second hotel and the water park were
scheduled 10 be opencd before 2021, Tt is expected that such infraswuciure development cag attract mere
tourists fo stay longer in Hong Xong.

{b}  Otiwer things being equal, what will be the efects of the infrastructure development on Hong Kong's
aggregate demand and long run aggregate supply i the fature? How about on aggregaie output?
Exploin your aaswers with the aid of'a diagram. {8 marks)

ceconamics by Topic

MARKING SCHEME

1994/ALITI/O 201 YDSE//34 2014/DSE/129 2015/DSE/139 2818/DSE/26
A C (51%%) D (69%) B (84%4) A (80%)
1997 AL/ 1 2012/DSEA/36 2014/DSE/34 2016/DSENA26 2018/DSEA/27
D D (52%) C (42%) D (63%) D (76%)
199% AL/ 20 13/DSEA23 2014/DSE/35 2016/DSEA27 2018/DSE/2
c D (76%) B (67%) C(37%) B (80%)
2000/ALAI20 2013/DSEA/24 2014/DSE138 2016/DSE/:28 2018/DSEA38
D B (63%) D (75%) B (64%) D (58%)
2001/AL14 2013/DSE/29 2015/ BSEA26 2017/DSET28 2018/DSEN39
A A(56%) A (6230) C (76%: A (85%)
2012/ALIIS0 2013/DSEI/0 2015/DSE//27 2017/DSEA/29 2020/DSEA/
€ (79%) 1D (59%) D (68%) D (60%) c
2012DSEA/S 2514DSEAT 2015/DSLA3T 2017/DSET
A{72%) A161%) € (59%) B3 (66%)
012D8ES 2014:DS A2 2015/DSEA3S 2017 DSE 0
A(73%; € {48%) A (TR0 B {45%)

Nowe: Figures i brackas indicate the percenmuges of candidates choasing the carreet unswers.

2012:DSETH101e)

People’s cansumption vxpenditeee increnses as their disposable income increases. 2
Aggregate demand increuses. th
The price level increaves, but aggregate sulput semains unchanged in the long run. (2
Price lzvel
LRAS
AD;
Aggregate Output

Indicate in the diawiam;

~ AD shifts out (1)
- Vertical T.RAS (1)
- P increases and Y unchanged (i)
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2¢13/DSE/II4
(a) Wealth effect: As many of the assets in the economy are denominated in vominal values, the higher the price level, the
lower the purchasing power of moncy. This reduces the wealth of the economy (in real terms), As a reswlt, bousebolds
aod firms reducs their purchases of all zoods and services and the real output drops.
OR
Interest rate effect: As the price level rises, houscholds and firms d d more money to finance their transactions,
Given the fixed supply of money. the interest rate would rise. An increase in jvterest rate would cause declive in
investment and consiumption and also the real ontput.
OR
Net exports effect; As the domestic price Jevel riscs, foreign-made goods become relatively cheaper so the quantity
demanded of imports increases. However. the rise in the domestic price level also means that domcestic-made goods arc
relatively more expensive 1o foreign buyvers se the quantity demanded of exports decreases. When the volumes of
exports decrease and of imporls increase, net exports will decrease, so as the seal output. 3)

(b) Increase in the price of raw materials results v arise in factor prices. So the SRAS will decrease. Pricz level increases
and the ovtput will fall in the sbort run.
The resulting excess supply of fabour / deflationacy (output) gap will resuit in a doswnward pressure oo the input prices,
In the long run, wages will adjust downward and the SRAS will increase and the price level will tal] back to the
original level (3)

P LRAS, SRAS;

@ srAS,

Q£

Eo
AD
0 Y. v Y
ndicate in the diagram:
« SRAS shiits fo the left th
- P increases, Y drops th
- SRAS shilis back to the omginal position tn
- final fall in P, back to the original level th
267

onomics by Tople
The AD-AS Model
2013/DSEAL12(c)
An upward adjustment of required reverse ratio reduces the money supply. resulting n an increase in inferest rate and a drop
in investment expenditure. (3
The aggregate depaand will falk and so will the price level and output level. (2)

Price level
SRAS

ADy
AD: Aggregate Output

[BF)
- pose eved falls [8F]
- aotput Jesel falls 1)
20 LEDSEA L0t
Relaxation ¢f one-child paticy would likely sesult tn a nse in the birth rate implying a bieger work foree und a bigger
aggregate supply and ountput in the fisture, 13}
2014DSEN 1 2(¢)
The purchase of government bonds incresses money supply. resulting in a drop in the nterest rate. )
Investasent / consamption expenditure ir ses and aggregate demand increases. (2)
In the short run. tie output and price Jevels increases. N

Price
level
Py
Po
Output [evel

- AD curve shifts to the right (1
- higher price level (1)
- higher output (88}
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2015/DSEALR
Proposal i;
More money sperd on zducation would increase government expenditure, leading to an increass in aggregate desand and
thus agpregate output.
OR
Frez education for longer years wonld improve labour productivity and thus aggregate output over time,
OR
Provision of fice education beyend normal school age would reduce labour supply {by kecping more people at school) and
thus aggregate output in the cwrrent period, )

Proposal 2:
Unemployment benafits would increase the disposable income and consumption of the jobless, and thus aggregate demand,
resulting in a rise in agyregate outpul.

OR
Unerployment benefits may. however, produce disincentive cfiects on Jabonr supply. resulting in de-skiiling of labour aud a
drop in aggregate output new and in the future. )

20153/DSRALI2

(%)  Export would fall. N
resulting in a drop in aggregate demand, [4}]
so output would fall back to V.

Hagure 2-
Pricelevel
LEASs SRAS,
2 - - G
[ Y=Y Yo Ourpue
Indicate on the diswram:
- AD cwrve shifls fo the left 8}
- correct pesition of initial short-run aggregatc sutput ¥y (1)
- correct positien of new shost-rur aggregate output Y (=VYy) h
(c) Hong Kong is facing an inflaitorary gap. (H
There is an excess demand in the factor market. [48]
creating pressure for factor prices to adjust upwurds, h
so that costs of production would inereass over tme and short-run aggregate supply (SRAS) would 41 over time
(. restoring oulput to Y1in the long ran). Q8!

2016:DSETI!S

When the price level increases. the adjustment of inpur prices is imperfect /incomplete (€., due to the long term contracts of
factor of production). su the veal cost of production - i e, nominal cost divided by the general price Jevel - will fall Firms
would thus use more factor inpuis to produce larger output. Therefore, the SRAS curve is upward-sloping, i.c. a higher price
level weuld sesult 1o a higher sutput level 3
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2016/DSENE12(b)
The cash-sharing scheme would raise the dispesable income of the residents and therefore result in an increase in
consutnption.

Aggregate demand would rise. raising price and output levels accordingly.

Price level SRAS

Pl
/rs
Py
: AD;
H
; 3
|
& 'il'o ¥, Output level
1 feve)
—_—

Indicate jp the diagram
- rightward shift of
- higher P and Y

2017/DSENTYS
ta) Depression { trough

(h)  Arcduction I interest vate would result in a risc in investment and/or cansumption.
Agpregate denand would thus increase, and so would aggrogate output as well

(¢)  Consigient
When interest rate deopped 1 2009, GDP growth rafe invreased and unemployment rate dropped.

(d) izing research and devsloprent

Uoo ol Jabonr

- ent in infiash weties

[Mark the FIRST policy oniy.|
could increase potential outpur or proaduction cipacity of the economy as a whole in the loag run. and thus shift
LRAS rightwards.

(2)
(2)

o
(1)

th
2

)]

0



Macroeconomics by
6. The ADAS
2017/DSEAL12b)
The new visa requiretuent would Inctease labour cost for the British firm owners, resulting i a drop in SRAS (2}
Political uncertainty woudd reselt in a drop in investment from the global investors and thus a fall in AD. (2)
Aggregate output would thus fa)l. [§5]
Price Jevel
A SRAS,
SRAS,

i

2

i

i i

/ . i

: i ADy

H 1

| i “AD;

‘ '

A S s 00 Qutput Jevel

Indicate in the diaaram:
- leftward shift of AD curve ()
- lefrward shift of SRAS curve )
-~ Jower ourput (1)

2017/DSE/T/13(bY

Proposal A's effect on agguregale output:

At tncrease in salaries tax would reduce AD wia a drop m disposable (afier-tax) income and thes consumption. As a result,
aggregate output would il

[An increase In salaries tax may also rednce SRAS by creating 4 disincentive effect on labor} @

Proposal B's ¢ffect on aggregate output:
There would be no exua effect on ageregate output as a component of AD/AS does not change. (23
20(8/DSETI/9

Price level

L

11—

AD:
\‘AD;
—
3 e % Qutput Jevel

Indicate in the dingram;
- sightward shift of AD (due to more visitors from the Mainland)
- rightward shift of LRAS (due to faster development of the HK ¢conomy) o
- correet posinon of Px (at Ea). with a bigper horizontal shift in AD than in LRAS h
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2018/DSEN)

The SRAS curve would deerease, as Jess labour is avaifable for prodaction, (1)
The AD curve would also decrease, as the UN embargo reduces exports from Country Z, 1)
As a 1esull, aggeerate output would fall. 1)

2018/DSEM 1 2axi}
Patentiol ourput wonld drop ax the working
(from S.36M in 2014 to 4 76N m 2054)

ac population gradually decreases. @)

2020/DSEAT6

S e

. [nflarionacy gap exist as short run ontput is larger than full employment output
Excess demand o labor market will drive up input price. ( | mark )
Production cost of firms increase and SRAS decrease and shift lefr { 1 mark )

Short run ontput will decrease to full employment output level to close the inflationary gap { | mark )

2020/DSE/AI/SB

B) Intrastructure develapment will boost Government consumption expenditore ¢ eg. Employment of more workers ) and Gross
nvestment expenditure { purchase of more capital yood 3. Both G and | will incrzase the aggregale demand and the aggregate demand
curve will shittvightward. { 3 marks )

The construction of inthastructure will increase the quantity of factor endowment of an economy hence the production capaciry will

incyease. LRAS increase and shift sightward. Fulll employment fevel will increase. ( 3 marks )
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6.3 FISCAL BALANCE AND TRADE BALANCE

Muitiple Choice Questions

1996/AL/II26
If a country has a trade deficit, a rise in national income wifl

A.  enlarge the trade deficit.
B.  narrow the trade deficit.
C. achicve an equilibrium in its balance of payments.
D, increase the value of net exports.
2003/AL/MI/26

Which of the following can explain the co-existence of unemployment. budget deficit and trade deficit?

A.  afallin consumption expenditure
B. afall in investment expenditure
C. afallinexports
D. afallin government expenditure
2012/DSE/N/31
In an open economy, the government expenditure is equal to tax revenue and the vatue of exports is equal to the valuc of
imports. If therc is an increase in private consumption expenditure, the government will have and there will be
A.  abudget deficit ...... atrade deficit
B. abudget deficit ...... a trade surplus
C.  abudger surplus a trade deficit
D. abudget surplus ...... a trade surplus
2013/DSEA/31

Initially an economy operates at the full-employment equilibriumn and the government expenditure equals its tax revenue,
Which of the fallowing will result in a ceexistence of deflationary {output) gap and budget deficit?

A. areduction in taxes

B. areduction in money supply

C. areduction in government expeaditure

D. areduction in desire to import
2016/DSE/N/39
Suppose Country A initially operates at the full-emgloyment cquilibrium and the fiscal budget of the government is balanced.
In the short run, an economic recovery of Country A’s trading partners will result in and of
Country A.

A.  aninflationary (output) gap ... a fiscal surplus

B. aninflationary (output) gap ...... a fiscal deficit

C.  adetlationary (output) gap a fiscal surplus

D. adeflationary (output) gap ... .. a fiscal deficit
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20 16/DSE/L/40
Under which of the following situations niay a fiscal deficit and a trade deficit be eliminated at the samne time?

(1) adecrease in nominal interest rate
{2) a depreciation ol the vconomy's currency
(3) anincrease in incomc tax

A, (1)and(2)only
B. (1) and (3) only
C. (2)and (3) only
D. (1).(2)and(3)
2017/DSE/L/39

The diagram below shows the aggregate demand curve, the short run aggregate supply curve and the long run aggregate
supply curve of an economy.

g LRAS
Price Jevel SRAS
AD
0 1 Queput fevel

Suppose the economy initially operates at Er and the total import value equals total export value. If the government
decreases the social security assistance to the elderly, in short run, the deflationary (output) gap will be and
there will be a

A. narrower ...... trade surplus

B. wider ...... trade deficit

C. nairower ..., trade deficit

D. wider ...... trade surplus
2018/DSE//36

Suppose & deflationary (cutput) gap and a fiscal deficit exist in a country. Which of the following wouldnarrow the
deflationary(ouiput) gap and reduce the fiscal deficit at the same time?

increasing government expenditure on infrastructure
reducing the profits tax rate

increasing the tax rebate on salaries tax

allowing motc tourists to travel to the country visa-free

onwy>

2019/DSE/I/40

Suppose an mflationary (output) gap and a fiscel swplus exist in an economy. Which of the foliowing
meesuscs would help narrow the mﬂnwmy {outpz) gap and attain a balanced fiscal condition at the same
tirac?

A.  teducing quota foe inbotnd towists

B. saising income tax raxe

C. adoptmg 2 universal murcment pmt:cuon scheme for all elderly aged 65 or above
gov: D g on infra
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Short & Structured Questions

2002/AL/TI/G

Suppose the Hong Kong economy was initially in full employment with a fiscal budget balance and a trade balance. The

economy is currently suffering fiom problems of unemployment and the ‘twin deficits (i.c.. the coexistence of trade deficits
and fiscal deficits).

(a) There explanations, all of which involve a reduction in autonomous spending, have been proposed: (i) a fall in private
consumption, (ii) a fall in private investment, (iii) a fall in exports. Evaluate the ability of cach of these factors to
explain the coexistence of unemployment and the twin deficits. (6 marks)

(b) Asa fourth possibility, is a fall in government expenditure a valid explanation for these three problems? To balance its
budget, the government has to find ways to increase its revenue and/or cut its expenditure. Will such fiscal actions help

resolve the unemployment and trade deficits problems simultaneously? If not. how will unemployment and trade
deficits be affected by such actions? (4 marks)

2006/AL/I/6(a)(i)
A country running trade deficits against the rest of the world can deal with the problem by cither expenditure-reducing

. policies or expenditure-switching policies. The former involves the use of contractionary fiscal and/or monetary policies to
reduce overall (including import) expenditure; while the Jatter involves the use of exchange-rate and/or protectionist policies
to switch expenditure away from foreign goods and/or toward domestic goods.

An example of expenditure-reducing policies is to increase income taxes. Explain without using any graphs and economic
models why raising the income tax rate can help improve the trade balance. (2 marks)
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MARKING SCHEME

[9S6; ALTV260 2017 DSEAS39 2019:DSEAML0
A D (51%) A
2003/ALT126 2013/DS 2018:08E1/36

C B (439 D {e2tmn

Noter Figares in brachets indicate the percenteges of candidutes choosing the correct answers.

2002:ALALG
(a)  The 3 explanation. fall in oxports. can be a common cause of unemploviuent and the twin deticits
Xl o= AD | =
Y | = [Effect [:] onemployment
V1= [Effect 2:] tax rovenue | = fiscal deficic
Y | = [Effect 3:f imports | = trade deficit
[since the offect of AX on NX is bigger than its effect through aM, i.e. XN | > M ]

Note: For a given size of the workforce, an increase in anemployment implies a decrease in Tabour employment, whick
implies in turn a deerease in output (Y), given the production techstology and other factors of production.

{b) Fiscal contraction has the followiny consequences:
1 3 =\ =
Y | = [Effect 1] unemployment
Y | = [Effect 2:] tax revenue | bt fiscal balance stifl §
[because the etfect of AG on (T - G3) is bigper than its offect through AT, Le. G | > T |]
Y | = [Effect 3:] imports | = trade balasce T

¢No.) this single stone can at best kill twvo birds, but not alf three.

2006/ ALT6(a)(1)
Income taxes as expenditure-reducing policv
Tncome tax rarc T
= dispusable income |
= consumptian demand and import expenditure §
= improvement 1n trade balance (given exports)
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SECTION 7: INTERNATIONAL TRADE 1992/CE/1U/5 1

Refer to the tollowing table:

Toys (units) Machinerv(units)
7.1 GAINS FROM FREE TRADE HK's output per man-hour 30 OR 20
1.S.A s ouiput per man-hour 50 OR 40
Muitiple Choice Questins (1) The US.A. has an absolute advantage in producing both goods.

(2) The U.S A. has an absolute advantage in producing machinery only.
, (3) Hong Kong has a comparative advantage in producing toys.
1990/CENIA2 (4) Hong Kong has a comparative advantage in producing machinery.
A country gains from trade because

) ) ) A, (I)and (3) only
A. it obtains goods at a lower opportunity cost. B. (1)and(4) only
B. it collects tariff revenue. C. (2)and(3) onlif
C. it exposts more than it imports. D. (2)and (4) only
D. it specializes in producing goods in which it enjoys an absolute advantage.
1992/CE/11/53
1990/CE/N1/48 . ) ) Internati onal trade is beneficial to a country it
The table below shows the production of two goods in two countries:
? A. that country exports more than it imports.
Qne unit of resources can produce . B. that country imports more than it exports.
Ciothes (units) Toys (units) C. itallows a more efficient use of resources.
Country X 10 OR 5 D. it enables the government to collect tariff revenue.
Conntry Y 2 OR 1
Suppose there are no barriers to trade between the two countries, 1993/CE/11/52
) Output per unit of resources
A Xwill export clothes and toys to Y. Country Wheat{units Cotton (units)
B. X will export clothes and import toys from Y. X 2 OR
C. Y will export toys and import ciothes from X. Y 1 OR 3
D. neither country will benefit fiom their mutual trade. o
According to the above table, country Xbasa ____ opportunity cost i producing wheat and country Y has a
1591/ CE/LSS comparative advantage in producing . Therefore, country Y will import from country X.
The following table shows the number of man-hours required for the production of two goods X and Y in Countries A and B. A lower cotton wheat
B. lower .....wheat...... cotton
2 Countrv A Country B C. higher ..... wheat ...... wheat
1 nnit of X 1 man-hour 2 man-hours D. higher...... cotton ...... cotton
1 unit of Y 3 man-hours 4 man-hours
According to the principle of comparative advantage, 1994/CENI/52

. i Suppose a country has an absolute advantage in good X. Which of the following is correct?
A, Country A will export X and import Y.
B. Country A will export Y and import X.
C. Country A will import X and Y from Country B.
D. Country A will export X and Y to CountryB.

1t is possible that the country has a higher opportunity cost of producing good X than another country.

The country can produce a greater ammount of good X than another good with the same amount of resources.
The country will also have a comparative advantage in good X.

The country will have an abseluie disadvantage in another good.

gnw>
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1994/CENI/53
The following table shows the production of two goods in two countries:

One unit of resources can produce
Country A 2 OR 4
Countiy B [ OR 3

Suppose 1 unit of clocks can be exchanged for 2 units of toys through trade.

A. Both A and B will gain from trade.

B. Both Aand B will not gain from trade.

C. A will not gain from trade.

D. B will not gain from trade.
1995/CE/MI/51

1f a country has a comparative advantage in good X, it will

A. have an absolute advantage in X,
B. have a comparative disadvantage in some other good(s).
C. specialize in producing X and export all its output of X to other countries.
D. completely specialize in the production of X.
1995/CE1/52

Suppose in Country A one unit of resoirces can produce either 1 unit of X or 3 unit of Y. If from trade 1 unit of X can

exchange for 2 units of Y, Country A will export and gain for each unit of export.
A X... 1 unitof Y
B <eer 1/6 units of Y
(e 1 unit of X
D ... 1/6 units of X
1996/CE/11/46

Given a unit of input, the amount of output produced by Countries A and B are shown below:

Garment {units) Shoes (units)
Country A 2 OR 6
Country B 4 OR 8

Which of the following is/are trus?

(1) The opportunity cost of producing shoes in Country B is tower than that of Country A,
(2) Country B enjoys absolute advantage in the production of both goods.
(3) Iftrading opportunities were opened up, Country B would export garment and import shoes.

A.  (1)only

B. (3)only

C.  (1)and(2) oaly

D. (2)and(3) only
1996/CE/11/47

A country will gain from international trade if

vowmy>

it specializes in producing goods in which it enjoys comparative advantage.

the price of its exports is higher than that of its imports,

the quantity of its exports is greater than the quantity of its imports.

the price of its imports is less than the unit cost of producing these goods itself.
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1996/CE/NN/53
Which of the following economic principles can best explain why a doctor. who is the fastest typist in town, chooses to
employ a typist to do all the typing for him?

A, ¢conomies of scale

B. comparative advantage

C. diversification of work

D. Jaw of diminishing retarns
1997/CE/NI/53

Suppose the production of cars and shirts in Mainland China and in the U.S.A. is as follows:

One unit of resources can produce

Car (units) Shirts (units) |
Mainland China 1 OR 4
US.A 2 OR 3

Suppose Hong Kong is willing to exchange 45 units of shirts for 9 units of cars. Under free trade, in order to obtain the
maximum gain per unit of export/import,

Mainland China would export shirts to Hong Kong.
The U.S.A. would export cars to Hong Kong.

Hong Kong would import shirts from the U.S.A.
Mainland China would import shirts from the U.S.A.

Tow»>

Question 43 and 44 refer to the table below: Suppose there are only two countries. Country A and Country B. The output of
bananas and shoes per unit of input of the two countries are as follows:

B {Units) Shoes {Units) |
Country A 4 OR 12
Countrv B 2 OR 4 |

1998/CE/11/43
Which of the following statements is correct?

A, Country A has both an absolute and comparative advantage in the production of bananas.

B. Country A will export shoes.

C. Country B will import bananas.

D. Both countries wil} gain if | unit of bananas is exchangec for 4 vnits of shoes.
1998/CE/11/44

There are 4 units of resources in each country. Before trade, both countries use ! unit of input to produce bananas and 3 units
to produce shoes. I complete specialization takes place in the two countries, what will be the change in the total output of
bananas and shocs of the two countries?

A.  Only the procuction of bananas will increase.
B.  Only the production of shoes will increase.
C.  The production of bananas will increase but the production of shoes will decrease.
D. The production of both bananas and shoes will increase.
1998/CE/11/45

If Conntry X can produce the same amount of each good with less resources than Country Y, then

there is no favourable terms of trade between Country X and Country Y.
Country Y may still produce some goods at a lower opportunity Costs.
trade can stil] take place based on absolute advantage.

Slmeiees W = ~=qesses comparative advantage on all goods.
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1999/CENV/46
If a country specializes and exports good X, it implies that

A.  The country needs to give up less of other goods than other countries in order to produce good X.
B.  This country has more resources than other countries for countries for producing good X.
C.  This country uses less resources than other countries for producing the same amount of goed X.
D.  This country can produce good X at a lower cost than other goods.
1999/CE/II/48
Suppose the output per man-hour of China, Japan and the US arc as follows:
DVD (units) VCD (Units;
China 10 OR 30
Japan 20 OR 20
US. 39 OR 50

According to the table,

A.  The US has a comparative advantage in producing both goods.
B. The US has acomparative advantage in producing VCDs only.
C.  China has a comparative advantage in producing DVDs only.
D. Japan has a comparative advantage in producing DVDs only

2000/CE/NI/46
Suppose there are goed X and good Y only. If a counwy has a comparative advantage in good X, it will have

an absolute advantage in Y.

an absolute disadvantage in Y.

a comparative advantage in Y too.

a higher opportunity cost in producing Y.

vows

Answer quesions 47 and 48 by referring to the following table. It shows the amount of resources (in man-hours) required to
produce ] unit of good X or 1 unit of good Y in country A and country B, respectively.

Good X Good Y
Country A 1 2
Country B 3 4
2000/CE/N147
With 1 unit of resources . country A can produce either __ unit(s) of x or __ unit (s) of Y while country B can
produce either __ unit(s) of Xor ______ uwnit(s) of Y.
A ]
B. 1
cC. &
D 2.
2000/CE/E1/48
Both countries will gain from trade if 1 unit of X can exchange for
A, 0.5Y.
B. 0.6Y.
C. 0.75Y.
D. 1V
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2001/CE/11/42
The production cost of 1 unit of food in county X is 3 units of clothing. When country X trades with country Y, it can obtain
1 unit of clothing irmport by export 0.2 units of food.

What is country Xs total gain from trade if it exports 10 units of food to country Y7

20 units of clothing
30 units of clothing minus 10 units of food
50 units of clothing
50 units of clothing minus 10 units of food

vOow>

Questions 43 and 44 refer to the following table which shows the data about country A.

Good X Good Y
(Units) {Units)
Total output with no international trade 40 and 60
Total output with specialization and international trade 0 and 110
Total consumption with international trade 50 and 80
2001/CE/11/43 :
After specialization. country A produces units less of good X and ____ units more of good Y. Therefore the *
opportunity cost of producing | unit of good Y is units of good X.
A
B.
C.
D.

2001/CE/NI/44

In trading, countiy A exports _ units of good Y and imports units of good X. Therefore the terms of trade is

A, 2010 1Y = 12X

B. 20...10...1Y=2X

C. 30...50.... 1Y =3/5X

D. 30...50.. IY=5/3X
2002/CE/11/44

Suppose Mrs Wong, a sole proprietor of a garment factory, is the best cook in town, but she leaves all the cooking to her
domestic helper at home. Which of the following would be correct?

The domestic helper has a comparative advantage in cooking.

Both Mrs Wong and the domestic helper provide a labour service and receive wages.
Complex division of labour is illustrated in this case.

Both Mrs Wong and the domestic helper are tertiary producers.

vOowy>
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7. international Trad nternational Trade
2002/CE/I/45 Refer to the information below and answer questions 46 and 47.
The following table shows the output of X and Y per unjt of resources in countries A and B. Both country A and country B produce rice and wine. Suppose country A has ONE unit of resources while country B has
TWO units of resources. Each country allocates half of their resources in the production of each product. The amounts of
Goods X (units) Goods Y (units) output in country A and country B are shown below.
Country A 1 OR 3 X
Country B 2 OR 4 Rice (Units) Wine (Units)
Country A 6 AND 9
Which of the following is/are the terms of trade under which trade between the two countries is mutually beneficial? Country B 10 AND 8
A IX=2¥ 2004/CENU46
125 DR With ONE unit of resources,
C. 2X=5Y Lot
DAk o= ouect (1) country A can produce either 6 units of rice or 9 units of wine.
(2) country A can produce either 12 units of rice or I8 units of wine.
- (3) country B can produce either 3 units of rice or 4 units of wine.
2002/CENI4 (4) county B can produce either 10 units of rice or 8 units of wine
Consider the trade between two countries X and Y. both of which produce garments and computers only. If country X has the oy P )
comparative advantage in producing garments, then country X A. (1)and (3) only
A. produces more garments per unit of resources than country Y, B. (I)and (4 only
B : C. {2)and (3) only
. produces better quality garments than country Y, D. (2)and (4) onl
C. gives up a smaller amount of computers in order to produce a unit of garments than country V. o Y
D. gains more from their trade than country Y.
2004/CE/11/47
Answer Questions 45 and 46 by refering to the following table. [ibichloftieliolionius Biatementlisicorect
Before trade, the actual output of Country A and Country 8 with all their resources evenly allocated between the production . . . . . .
d A.  According to the principlc of comparative advantaye. country A will import wine.
of Good X and Good Y are shown below: - L . . vy s !
B.  According to the principle of comparative advantage, country B will import rice.
S e T e
Country A 100 AND 250 : RARLR S S s '
_ CountryB | 100 AND 50
Answer Questions 45 and 46 with reference to the following table.
2003/CE/NV/45 The following tabie shows the number of man-hours required by Country A and Country B in the production of toys and
Which of the following about the two countries is correct? watches.
A.  Country B has a comparative advantage in producing Good Y. ' Tunitof Toys____ | ! umitof Watches |
B. Country A can produce the sameamount of Good Y with fewer resources. Country A | 1 man-hour 3 man-hours
C. Trade between the two countries would not be mutually bencficial if the transportation cost of trading 1 unit of Countrv B ] 2 man-hours 4 man-hours
Good X is 2 units of Good Y.
D. Country A would have a larger pain than Country B from each unit of Good X traded. 2005/CE/1/4S
Which of the following descriptions are correct?
2003/CE/11/46 . . .
Suppose each country has to pay a transportation cost of 0.5 units of Good X in trading 1 unit of Good Y. Which onc of the (1) Country Aenjoys an absolute advantage in the production of both goods.
: " : (2) Country A enjoys an absolute advantage only in the production of toys.
following terms of trade is mutually beneficial? a : i .
(3) Country B enjoys a comparative advantage in the production of toys.
A 1Y =05X {4) Country B enjoys a comparative advantage in the production of watches.
B. 1Y=
=X A, (1)and (3) only
C. 1Y=15X
D 1v=2X B. (1)and (4)only
: C. (2)and(3)only
D. (2)and (4)only
2004/CE/IV45
Both countries A and B produce goods X and Y. Under which of the following conditions does country A have a comparative B
s f 2005/CE/11/46
advantage in the production of X? 5 = . . . .
According to the principle of comparative advantage. when the two countries trade with each other. Country A will export
A.  One unit of X can be vxchanged for more units of Y in country A than in country B. and import . and a mutually beneficial terms of trade can be 1 unit of toys equals —
B. Inproducing one unit of X, country A forgoes a smaller amount of Y than country B. . 5
C. The opportunity cost of producing X in country A is smaller than that of Y in country B. é :y: h wan:hes g: um_ttss ogwa;cl;es BD toyts h watihcs """ ii uniz zgva:cgzz
T The amavnt afresources used in producing one unit of X is less in country A than in country B. - WAlehes ... T0YS ... U UDIIS Ol walchies - WaAllCS . 1OYS oo £3 1L e

283 284



Macroeconamics by-Tg
7. Internationat Trade

2006/CEMI/43
Under free trade. a country exports computers and imports cars. Which of the following statements about the country must
be correct?

The country
A, has an absolute advantage in producing cars.
B. has an absolute advantage in producing computets.
C. has a comparative disadvantage in producing cars.
D. requires less resources to produce each unit of computers.
2006/CE/I/44
The output of DVDs and MP3 players per unit of input of Countries A and B are shown below respectively.
DVD (units) MP3 Player (units)
Country A 10 OR 30
Country B g OR 12

If both countries have 3 units of inputs and complete specialization takes place according to the principle of comparative
advantage, the total output of the two countries is _units of DVD and units of MP3 player.

Cowy

2006/CE/11/46
If Country X is more productive in producing every good than Country Y, then

A.  the two countries may still trade with cach other.
B. the gain from trade of Country X will be greater than that of Country Y.
C. Country X will have a lower opportunity cost in producing every good than Country Y.
D. no trade will take place between the two countries.
2007/CE/1/44

By using one unit of resources, Conntry A can produce 10 units of good X or 5 units of good Y. We can then conclude that

A. Country A has a comparative advantage in producing good X.

B. Country A has a comparative advantage in producing good Y.

C.  Country A may benefit from exporting good X if the international exchange ratio is IX=1Y.

D. Country A may benefit fom exporting good Y if the international exchange ratio is 1X =1V.
2007/CE/1/45

Which of the following statements about international trade is correct if transportation cost increases?

The price of exported goods will increase if the exporting country has to bear the transportation costs.

The net gains from trade of the trading partners will remain unchanged as long as trade continues.
Comparative advantages will disappear if the transportation costs are higher than the total gains from trade,
Mautually beneficial trade is possible only if the transportation costs are lower than the total gains from trade.

Onwx>
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2007/CE/11/46
The table below shows the amomnt of resources required to produce good X and good Y by Country A and Country B
respectively.

- 1 unit of good X 1 unit of good ¥
Country A 20 units. 25 units
Country B 10 units 25 units ]

Which of the following can be a mutually beneficial terms of trade?

A IX=04Y
B. IX=85Y
C. IX=08Y
D. 1X=09Y
2008/CE/11/45

Supposethere are two countries A and B. The following table shows the output per unit of resources in these two countries in
a certain year:

Goods X (units) Goods Y (units)
Country A 2 OR 4
| Country B 3 OR 1

According to the above table, Country A has a comparative advantage in producing Good b

Y G with the same amount of resources, Country A can produce more Y than Country B

... Country A has a lower opportunity cost in producing 1 unit of Y than in producing 1 unit of X
. Country A”s opportunity cost of producing | unit of Y is lower than that of Country B

.. Country A's opportunity cost of producing 1 unit of X is lower than that of Country B

2009/CE//36
The following table shows the antount of garments and shoes that country A and country B can produce with ALL of their
resources.

Garments {units) Shoes (units)
Country A 10 OR 30
Country B 10 OR 20

Which of the following statements are correct?

(1) Country A has an absolute advantage in producing shoes.
(2)  According to the principle of comparative advantage. country A will export shoes.
(3) Country B would gain from exporting garments if I unit of garments can be exchanged for more than 2 units

ot shoes.
A, (1)and(2)only
B. (1) and (3) ozly
C. (2)aand(3) only
D (1), (2) and(3)
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Answer questions 45 and 46 by referring to the following table. It shows the amount of toys and garments produced per unit
of input of Country A and Country B.

Garments (units) Toys (units)
Country A 10 OR 40
Countty B 5 OR 10

2010/CE/NN/45
Which one of the following statements is correct ?

A. Country A gives up a smaller amount of garments than Country B in producing one unit of toys.
B. The opportunity cost ef producing garments in Country A is lower than that of Country B,
C.  Country A uses a larger amount of resources than Country B in producing one unit of garments.
D. The total output of toys in Country A is higher than that of Country B.

2010/CE/NI/46

When trade opens up between the two countries, 1 unit of toys can be exchanged for 0.4 units of garments. According to the
principle of comparative advantage.

A, Counuy A’s gain from trade per unit of export is 0.15 units of garments.
B. Country B’s gain from trade per unit of export is 0.1 units of garments.
C.  Country A’s gain from trade per unit of import is 2 units of toys.

D. Country B's gain from trade per unit of import is 2 units of toys.

2010/CE/I/47
The table below shows the amount of labour input required to produce watches and oranges by Country X and Country Y
respectively,

‘Watches (units) Oranges {units)
Country X 2 man-hours 2 man-hours
Countty Y 4 man-hours 8 man-hours

Based on the above information, has an absolute advantage and has a comparative advantage in producing watches.

A.  Country X ...... Country X

B. Country X Country Y

C. Country Y Counwy X

D. Country Y ...... Country Y
2012/DSE/N/37

The following table shows the number of toys or clothes that Country A and Country B can produce with one unit of
resources.

Toys (units) Clothes {units)
Country A 10 10
Country B 4 10

If the terms of trade is 2 units of clothes = 1 unit of toys,

Country A will gain 5 units of toys per unit of imports.

Country A will gain 0.6 units of clothes per unit of exports.

Country B will gain 0.5 units of clothes per unit of imports.

Country B will export toys and gain 0.6 units of clothes per unit of exports.

unmpe
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2012/DSE//38

Consider the trade of a good between two countries. Suppose we know their opportunity costs of producing the good.
Without knowing the terms of trade, we can determnine

(1) the possible range of the terms of trade.
(2) the gain of each country from trading one unit of the good.
(3) the total gain of both countries from trading one unit of the good.

A. (l)and(2)only
B. (1)and(3) only
C.  (2)and (3) only
D (. andB)

Answer Questions 38 and 39 by referring 1o the following information.
Before trade. the output of Thailand and Japan with all their resources evenly allocated between the production of rice and
computers is shown below:

| Rice (units) Computers (units)
[ Thailand | 13 AND 5
| Japan | 24 AND 12

2013/DSEN/38
Which of the following statements about the above case is cortect?

(1} Japan has a comparative advantage in producing computers.
2) Japan has an absolute advantage in producing computers
p g P
(3) With complete specialization in the two countrics, the total output of both rice and computers will increase.

A. (1)only

B. (1) and (2) only

C. (2)and (3)only

D (I).(2)and (3)
2013/DSE/1/39

Suppose the terms of trade is 1 unit of computers = 2.4 units of rice and the computer-exporting country has to pay a
transportation cost of 0.1 units of rice for cach unit of export. To export S units of computers, the net gain of the country is
units of rice.

A 15
B. 2
C. 25
D 3
2014/DSE/14)

The following table shows the number of man-hours required by Country A and Country B in the production of Good X and
Good Y.

1 unitofGood X

{ unit of Good Y

Country A

10 units

25 units

Country B

3 units

15 units

Trade is mutually beneficial between Country A and Country B when the terms of trade is

A IX=035Y
B. IX=04Y

C. IX=125Y
D IX=275Y
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7. Intemational Trade } 7. Internarional Trade
2014/DSE/N/44 2017/DSE/T/43
The following table shows the data about Country A. The following table shows the number of man-hours required by Country A and Country B in the production of toys and
watches.
Petroleum Rubber Ex
(unit) | (unit 1unitoftoys | 1 unit of watches

Total output with no international trade 60 and | 90 [ Country A 4 | 8 ;

Total output with specialization and international trade | 0 and 210 [ CountryB 5 | 20

Total consumption with international trade | 50 and 120

Whick of the following statements about Country A is correct?

Suppose the transportation cost for ! unit of toys is 0.1 uaits of watches and it is bomne by the exporting country, Which of
the following would be a mutually beneficial terms of trade between Country A and Country B?

A.  Country A has botli absolute advantage and comparative advantage in producing rubber. A, Lunit of toys = 0.3 units of watches
B. Tkhe gain from trade of exporting 1 unit of rubber is 1 unit of petroleum. B. 1 unit of toys = 0.4 units of watches
C.  The opportunity cost of producing 1 unit of rubber (R) is 2/3 units of petrolenm (P) and the terms of trade is C. lunitoftays =2.5 units of watches
1R = 3/4P., D. ] unitof toys = 6 units of watches
D. Country A can benefit from trading with Country B, whose opportunity cost of producing 1 unit of rubber is 2
units of petroleum.
2018/DSE//43
The following table shows the output per unit of resources in Countries A and B:
2015/DSE//40 -
Assume the labour input requirements for the production of computers and toys in Japan and Hong Kong are zs follows: Computer (units) Rice (units)
Country A 16 OR 16
1 unit of computers 1 unit of tovs Country B 12 OR 3
| Japan L 2 man-hours 6 man-hours
Hong Kong 4 man-hours 8 man-hours Suppose the computer-producing country exports 10 units of computer in exchange for 5 units of rice. What is the total gain

from trade for computer-importing country?

Suppose there is no transportation cost. Which of the following can be the terms of trade so that trade is mutnally beneficial

to Japan and Hong Kong? A. 0.5 units of computer
B. 1 unit of computer
A, 1 unit of computers exchanges for 0.4 units of toys C. 2.5 units ot computer
B. 1 unit of computers exchanges for 0.5 units of toys D. 5 units of computer
C. 1 unit of computers exchanges for 1 unit of toys
D. 1 unit of computers exchanges for 2.5 units of toys
2015/DSE/1/41

A countty has an absolute advantage in producing good X. Which of the tollowing statements about the country is correct?

A. The country can produce a greater amount of ood X than another good with the same amount of resources,
B. The country has a comparative advantage in producing good X.
C.  The country has an absolute disadvantage in producing another good.
D. The country may import good X fiom the international market.
2016/DSE/l/4]
The following table shows the amount of toys or cars that Country A and Country B can produce with the same amount of
reseurces.
Toys Cars
[ Country A 30 or 30
| Country B 20 or 60

The wansportation cost for I unit of toy is 0.4 units of car and it is borne by the importing country. Which of the following is
the mutually beneficial terms of trade between Country A and Country B?

gow»

1 uait of toy = 1.6 units of car
1 unit of toy == 2 units of car
1 unitof toy = 2.6 units of car
1 unit of toy = 3 units of car
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2018/DSE/T42

Macroeconomics ]
7. International Trade The following teble shows the amount of goods that can be produced with 1 mnit of resowrces in Cotnzry A
1992/ALAY§7 aod Counry B respectively. - ‘
Refer to the following table which shows the costs of production of two goods in two countries: Good X (units) Good ¥ (units)
Country A 8 or 12
TV Sets Cars
. t R
Tapan a0 ¥160 Country B 2 o A
UsA $10 $30 ! ) . . . .
Suppose the trapsportation cost for 1 umit of Good X is 0.2 units of Good ¥ and it is borne by the cxporting
Which of the following are true? country. Which of the following is 2 mutully benefcial terms of trade betweer Country A and Country B?
(1) Japan has a comparative advantage in the production of cars. g i :x;gzggz:g i: 113,; 'mi.'s :ggxz, =
2 i =25 < ; 5 7 wmits %
@) bAct:;g::siaolf trade ratio of I Car = 2.5 TV scts would make the trade between the two countries mutually C. 1 unitofGood X = 1.8 wnits of Good ¥
y D.  1unit ol Good X = 2.0 units 0f Good Y

(3) U.S.A. has an absolute advantage in the production of TV sets.
Z020/MSE/4L

A. (1) and (2) only
B. (l1)and(3)on
C E",; and 23; onli The following table shows the smounts of consumption on two goods in Country A ard Country B before
D' (]) (2) and (3) imtemational vade. Assume both countries use one unit of resources on producing Good X and onz unit of
T resources on producing Geod Y.
1996/AL/IL/2S Consumption before trade
The unit cost of producing cars and compaters in the UK. and Country Aare given below: {unizs)
e c Good X Good Y
urs omputers
UK. £280 £70 Country A £00 and 25
Country A $450 $150 Country B 5 - o

Which of the following statement(s) is/are correct? If Country Aand Country B completely specialise their production and tradc with cach other, the total output

(1) Country A has a comparative advantage in preducing cars, ofboth countries will inrmase by wnit of Good Xand __ units of Good Y.

(2) UK. has an absolute advantage in producing both goods.

(3) UK. has a comparative disadvantage in producing cars and an absolute advantage in preducing computers, g‘
A. (1) only g
B. (1)and (2) only :
C.  (2)and (3) only
D (1).(2)and(3)
1997/ALAV1S
The unit cost of production of garments and Discmans in Hong Kong and Japan are as follows:
Gurments Disemans
Hong Kong $200 $2 000
Japan ¥19 000 ¥50 000

Which of the following are true?

(1) Hong Kong has a comparative advantage in producing garments.

(2) Ifthe terms of trade are that 1 unit of Discmans can be exchanged for 7 units of garments, then trade is
mutually beneficial to both economies.

(3) Ifthe terms of trade arc that 1 unit of Discmans can be exchanged for 9 units of garments, then the gain to
Japan from exporting 1 unit of Discmans is 4 units garments,

(1) and {2) only
(1) and (3) only
(2) and (3) only
(1), (2) and (3)

vowy
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Short & Structured Questions

1994/CE/I9N¢)
Suppose the production ot cars and apples in Japan and in the U.S.A. is as follows:

1991/CEN/3/(c)

Suppose there are only two cotntrivs and two commwodities in the world. Every year cach has 20 wnits of resowees. Each
nses 10 units of resources per year to produce each commodity. The annual output per unit of resources is shown below:

Food (units)

Clothing (units)

One Unit of Resources Can Produce

Cars (Units) | Apples (Units)
| Japan 2 | 5
[ _UsA i ] 4

Suppose there are no trade barriers between the two countries. When trade opens up. 3 units of apples are traded for I unit of

cars. Find the comparative advantage of EACH country and calculate the gain of EACH country from one unit of exports.

Explain your answer.

(9 marks)

1995/CE/V/8
The following table shows the production of goods X and Y per unit of resources in Countries A and B:
Country Good X (units) Good Y (units)
A 1 OR 4
B 2 OR 3

(a) According to an economic principle. both countries would gain from specialization and trade. Name and state this

principie.

(b) Calculate the range of the exchange ratio between goods X and Y for both countries tc gain from trade.

(4 marks)

(4 marks)

1996/CE//10(a) )
The table below shows the output per unit of resources of two countries in a certain year.

Clothing (units)

Rice (units)

Country A 6 OR 12
Country B 3 OR 20
(i) Which country has a comparative advantage in producing food? Explain your answer. (7 marks)
(i) Calculate the increase in the total output per year of each commodity after complete specialization, bases on the
principle of comparative advantage. (4 marks)
(iii) What piece of information is needed to determine the distribution of the increase in outputs between these twe
countries? (2 marks)
1992/CE/1/2/(a)
The following table shows the output per unit of resources in two countries in a certain year.
Clothing (units), Rigce (units)
Country A 1 OR 2
Country B 3 OR 3
(ii) According to the principle of comparative advantage. which product should Country A specialize in? Explain your
answer in terms of opportunity cost, (6 marks)
(iii) Explain how trade is beneficial to Country A if 10 units of clothing are exchanged for 18 units of rice. (4 marks)
(iv) Suppose the productivity in Country A has increased. With one unit of resources. Country A can now produce 2 units of
clothing or 4 units of rice. Will vour answer in (a)(ii) change? Explain. (4 marks)
1993/CE/1/2/(a)
Suppose the annual output per unit of resgurces in the U.S.A. and China are as follows:
Clothing(Units Tovs(Units)
US.A 2 OR 4
China 1 OR 2
(i) lnthe U.S.A.. what is the opportunity cost of prcducing one unit of clothing? One unit of toys? (2 marks)

(if)

(iif)

Based on the above answers only, explain whether you can say that the U.S.A. has a comparative advantage over China
in toy manufacturing (3 marks)

Smte the principle of comparative advantage. According to this principle. explain whether specialization and trade can

benetit the above two countries. (6 marks)
Suppose with one unit of resources, China can now produce 2 units of clothing or 3 units of toys. Explain whether
specialization and trade can benefit the above two countries. (5 marks)

Country A 2 OR 6
Country B 6 OR 9
(i) Explain which country would have a comparative advantage in producing clothing. Show your calculation. (3 marks)
(i) Suppose 1 unit of clothing can be exchanged for 2 units of rice between the two countries. Calculate and explain how
much Country A would gain from trade if
(I) no other costs are involved in trade. (3 marks)
(IT) Country A has to pay a transportation cost of [ unit of rice per unit of import. (3 marks)
1997/CE/I/10(a)
With one unit of resources, the output of food and clothing in Country A and Country B is as follows:
Country A 4 OR 8
Country B 3 OR 6
(i) Explain whether there are mutually bencficial terms of trade between these two countries. (3 marks)

(1)  Supposc only Cauntry A benefits from technological advancement and it can now produce 5 units of food or 20 units of
clothing with ane unit of resources.

(I) Explain which country has a comparative advantage in producing food (3 marks)
(1) If the exchange ratio between the nwo countries is 1 unit of food for 3 units of clothing, calculate the gain of

Country B per unit of export (3 marks)
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1998/CEN/10(a)

Suppose the output per unit of resources of three economies — Hong Kong. Mainland China and Tatwan — arc as follows:

Toy {units)

Computer (units)

Honp Kong
Mainland China

40
50

Taiwan

50

OR
OR
OR

4
ol

i0

(i) Calculate the opportunity cost of producing computers for cach economy and point out which ccononiy has a
comparative advantage in producing computers,

(4 marks)

(i) Explain whether Hong Kong and Mainland China would gain from trade if [0 units of toy could be exchanged for |

unit of computer. {6 marks)
1999/CE/N/9(a)
Suppose the output of red wine and cars in France and Japan per unit of resources are as follows:
Red wine (units) Cars (units)
France 4 OR 2
Japan 1 OR 2

Suppose France and Japan trade at an exchange ratio of 3 units of red wine to 2 uni of cars, Calculate the gain per unit of
import for France. {6 marks)

2000/CE/1/11(a)
The following table shows the actual output of Country A and Country B. Each country employs 40% of resources to
produce wine and the other 60% to produce clothing.

Wine (units) |Clothing (units)
Country A 1200 900
Country B 400 2 400

{i) Calculate the opportunity cost of producing one unit of wine for EACH country and hence expiain which country will

export wine if they trade with each other.

(6 marks)

(ii) What is the minimum transportation cost per unit of wine (expressed in terms of clothing) which will result in both

countrics NOT gaining from trade? Explain

2001/CEA/9(a)

your answer.

(4 marks)

Suppose the output of garments and computers per unit of resources of the two economies, Hong Kong and the USA, are as

follows:

Garments (units)

Computers (units)

Honu Kong

4

OR

2

USA

1

OR

3

(i) Calculate the opportunity cost of producinyg one unit of garments for EACH cconomy. Explain which ¢cconomy would

export garments.

(4 marks)

(ii) Suppose the exporting economy has to pay a transportation cost of 0.5 units of computers to export | unit of ganments.
Find the possible range of terms of trade (for I unit of garments) that is mutually beneficial for both sconomies.
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{3 marks)

2002/CE//9

7. intemational Trad

The following table shows the maximum amount of toys and computers that Country A and Country B can produce in a year

with ALL of their rcsources respectively.

Toys (Units) Computers (Units)
Country A 15 OR 5
Country B 10 OR 35

Explain whether we can conclude from the above table that Country A has

{a) an absolute advantage
(b) acomparativc advantage

in producing toys.

2003/CE/N/10{c)

(7 marks)

Suppose the output of paper and cars per unit of resources of Country A and Country B are as follows:

Paper (units) Cars (xiﬁi-ts)
| Country A 10 OR 10
i Country B 15 OR 30

(i) Explain which country has a comparasive advantage in the production of paper. Calculate the total gain to the two

countries fromtrading one unit of paper.

(5 marks)

(i) Suppose a newly developed Country, X, now offers paper for sale with an exchangg ratic of I unit of paper to 0.5 units

of cars. Explain whether Country B would import paper from Country A.

(3 marks)

2004/CE/U11(a)
Suppose the amount of resources of Economy A is double that of Hong Kong and both economies use ALL their resources
in production. Their maximum output in a year is shown below.

Clothing (units)

Cars (units)

Economy A

! 20

OR 10

Hong Kong

{ 12

OR 3

(i) Explain whether Economy A has an absolute advantage in producing clothing,

(3 marks)

(i1) Explain in which product Economy A has a comparative advantage. Calculate the gain per unit of export for Economy

Aif the two cconomies trade at an exchange ratto of 5 units of clothing to 2 units of cars.

(6 marks)
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2005/CE/1/10
With the same amount of resources, the output of watches and television sets in Country A and Country B are as follows:
Country Watches (Units) TV sets (Units)
A 10 OR 5
B 20 OR 15
(@ (i) Explain which country enjoys the absolute advantage in the production of television sets. (2 marks)

(i1) The two countries have a different output of watches. with each country using the same amount of resources in
their production. State THREE possible reasons for such a difference. (3 marks)

{b) (i) State the principle of comparative advantaye. According to this principle, explain which country would export
watches. (3 marks)

(if) (I) Point out the range of terms of trade (for ) unit of watches) that is mutually beneficial for both countries

R

2008/CE/1/7

Macroeconomics
7. intemational Trade:

The amount of resounrces of Country A is half that of Country B. Both countries use ALL their resources in production.

Their maximum output in a vear is shown below.

Food (units) Machines (units)
Country A 20 OR ]
Country B 40 OR 60

Explain, respectively, whether Country B has an/a

{a) absolutc advantage
(b) comparative advariage

(2 marks)
(1) Explain why a terms of trade outside the above range would not be mutually beneficial for both countries.
(4 marks)
2006/CE/U8
Suppose the output of clothing and computers per unit of resources of Country A and Country B arc as follows :
Clothing {units) Computers (units)
Counfrv A 100 OR 200
Country B 150 OR 450
(a) Explain which country enjoys a comparative advantage in the production of clothing. (3 marks)

(b} Suppose 1 unit of clothing is traded for 2.5 units of computers between the two countiies. Calculate Country A's gain

from trade per unit of export.

2007/CE//10(b)

Assum the output of vegetables and jewels of one unit of resources in twao cities are as follows respectively:

Vegetables (unit)

Jewels (umit)

Hong Kong 5 OR 1
Shenzhen 12 OR 1

(2 marks)

(i) Suppose the terms of trade between the two cities is I unit of jewels = 10 units of vegetables. Calculate the gain for

Hong Kong per unit of her exports.

(3 marks)

(ii) Suppose 1 unit of resources in Shenzhen can only grow 9 units of vegetables due to flooding after the typhoon. What is
the range of the new terms of trade that is mutually beneficial to both cities?
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(3 marks)

in preducing food. (7 marks)
2009/CE/1/10(b)
Suppose the following table show the outputs of mainland China and Taiwan per unit of resources.
Computers (units} Toys (units)
Mainland China 50 OR 90
Taiwan 200 OR 250
(i) Explain which economy would have a comparative advantage inproducing computers. (4 marks)

(ii) Suppose ! unit of computers can be exchanged for 1.5 units of toys when trade opens up between the two economies.
If the computer cxporting economy has to pay a transportation cost of 0.2 units of toys for each unit of export, calculate

and explain how much it would gain from exporting 1 unit of computers. (3 marks)

2010/CE/U/10(b)
Suppost the following table shows the outputs of Hong Konyg and Japan per unit of resources.

| Medicine (units} Watches (units)
Hong Kong 40 OR 100
Japan 20 OR 40
(i) State the principle of comparative advantage. (2 marks)

{ii) According to the principle of comparative advantage, find the range of tenms of trade (for 1 unit of medicine) that is
mutually beneficial for both economies. (4 marks)

2012/DSEAL/S

Country A requires 2 working-hours to produce a unit of shirts while Country B requires 1 working-hour. On the other hand.
Counwy A requires 10 working-hours 1o produce a unit of watches while Country B requires 4 working-hours.

Suppose labour is the only resource required for the production of shirts and watches.

(a) Calculate the opportunity costs of producing ! unit of shirts (in terms of watches) for Country A and Country B.

(2 marks)
(b) State the principie of cotparative advantage. According to this principle, explain which country would export shirts.

(3 marks)
(¢) Find the range of terms of trade over which exchange between both countries is mutually beneficial. (2 marks)
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2013/DSEAV5
Each unit of resources can be used to produce the following amount of goods in Country A and Country B;

Food (units) S martphones {units) |

Country A 30 OR 40
Country B 40 OR 80
(@) Explain which country has a comparative advantage in the production of smartphones. (3 marks)

(b) Suppose the transportation cost per unit of smartphones traded is 0.2 units of food. Is it possible to have mutually

beneficial trade between these two countries? Explain. (3 marks)
2014/DSE/NI/8
Suppose the output of paper and watches per unit of resources of Country A and Country B are as follows:
Paper (unit) Watches (unit)
Country A 12 OR 3
Country B $ OR 4

(@ Which good would Country B export according to its comparative advantage? Explain.

(3 marks)

(b) Suppose Country A and Country B trade at an exchange ratio of 2 units of watches to S units of paper. Calculate the

gain per unit of import for Country A.

2015/DSEM/7

(3 marks)

Suppose both Country A and Counwry B use ALL their resources in production. Their maximum output is shown in the table

below.

Rice (units)

Clothing (units}

Country A
Country B

15
8

OR
OR

¥
4

(a) Explain whether Country B has an absolute advantage in producing clothing.

(2 marks)

(b) The rice-exporting country exports 12 units of rice in exchange for 3 units of clothing. Calculate the total gain from

wade for the clothing-exporting country. Show your workings.

{4 marks)

2016/DSE/NN?
The input requirements in the production of one unit of clothing and one unit of toys are 6 units and 2 units respectively in
Country A. Country A and Country B trade at an exchange ratio of 2 units of clothing to 1] units of toys.

{a) Which good would Country A export? Explain. (3 marks)

(b) Suppose 2 transportation cost of 2 units of toys is required to exchange for I unit of clothing and the cost is borne by
Country A. Calculate the gain per unit of export for Country A. (3 marks)
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2017/DSE/NT/7

Counxy A and Country B both allocate half of their resources in producing food and half in producing computers. Their total
output is shown below.

Food (units) Comyputer (units)
Couniry A 100 50
Country B 100 100

(a) Explain whether Country B
(i) enjoys an absolute advantage in producing computers.

(i) will export computers.

(5 marks)
(b) Suppose the exchange ratio is 4 units of computer for 7 units of food. Calculate the gain from trade for the computer-
exporting country when it exports 16 units of computer. Show your working. (3 marks)
2018/DSE/I/8
Suppose the labour requirement for the production of toys and clothing in China and Japan is as follows:
1 unit of toys 1 unit of clothing
China 10 man-hours | 2 man-hours
Japan g man-hours | 4 man-hours
(a) Calculate the opportunity costs of producing one nnit of toys for China and Japan respectively. (2 marks)

(b) State the principle of comparative advantage. According to this principle, explain which country would export toys.

(3 marks)
(c) Suppose the transpostation cost per unit of toys traded is 0.1 units of clothing and has to be shared equaily by both
countries. Find the range of terins of trade over which exchange between both countries is mutually beneficial.

(2 marks)
2019/DSE//8
The amount of resources in Country A is twice of that in Country B. Both countries 2llocate half of their

resources to produce cars and the other half to produce foys. The following are the wtal cwpnts of both
countries:

Cars (units) Toys (upits)
Country A 100 100
Country B 100 60
{a) Explain whether Country B has )
(i)  aa2bsolute advantage in producing sars.
(i) 2 comparative advantage in producing cars.
(5 orarks)
()  Suppose the exchange yatio is § waits of cars for 4 units of toys. Calculetc the gain from trade for the
car-importing country whea it imports 10 units of cars. Show your workings. (3 marks)
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2020/DSE/L/7

Suppose die outputs per unit of resources of Coumtry A and Couvatry B are as follows:

Toys {units) Cars (units)
; Y SO TATE
; County A 0 e 0 MARKING SCHEME
| Covawy B 20 OR 10
. 1990/CE/ 142 1998/CE/E/S3 20C1/CEAMI44 2006/CE/1i44 2013/DSE/N/38
{a)  Which good would Couniry B export according fo its comparative advantage? Explain. (3 moarks) N .B ! llg g P(-u;;a ) b"f (50%}
(b)  Suppose Couawry A and Couuky B aade ar an exchange ratio of 5 units of toys 10 4 units of cars. A = e S . - ,
transponietien cost of 0.2 units of cars is sequired to exchange for ] unit of toys and the cost is 1990/CE/1/48 [997:CEAYS3 2002/CE/TAL 2066/CE 1146 2615/DSE//39
equelly shared by both countries. Calenjate the gain per unit of export of Country B, Show yoor D B A(4d%) A (54%) A (64%)
worlkdngs. (3 marks)
199 1/CEALA3 1998/CER1/43 2002/CE/11/45 2007/CE/1L:44 2014/DSEN/41
A B C (44%) C{67%) A(55%)
1992/CR/TIS1 1998/ CETL 44 2002Z/CETV4T7 2007/CEATH4S 2014/DSEA/44
A A C (65%) D(51%%) D (39%;)
1992/CE/11/53 1998/CE/11/45 2003:CEMTI/4S 2007/CE/I/46 2015/DSE/30
¢ B C (314 B (62%) A (66%%)
1993/CEA1/52 199YCEA 46 2003/ CEH46 2008/CEAI45 2015/DSE/N/A)
A A B (24%) C{65%) D (45%)
F904:CENS2 POV CEAIA4S 2004:CEALMS 2009/CE 1146 2016/DSEAM Y
A 3] B (50%) C43 B (60%)
1994/ CEALSE 2000;CED/46 2004/CETIA46 2018:CEAL4S 2017/DSENAM3
c I D 4084} A6 B (65%)
1993:CETI/5) 200%CRNAT 2004/CEL47 2010:CE 46 20iS/DSETi43
B A C (65%} A(63) D (38%)
1993:CEALSD 2005/CEAI 48 2010:CET4T TOO2/ALALT
n B(47%) B (51) A
1986/CE1/46 2003/CE/1/46 2012/DSEA37 1996:ALA1/25
D A (47%) D (55%) A
1996:CENJi47 20 LCEALYR 2006/CE/11/43 2012/DSEASS 1997:ALAE1S
D A C{437%) B (47%) D
2019/DSE/AA42 Nute: Figures in brackets indicate the perceatages of candidates chovsing the correct anywers,
C
2020:DSEA/42
1991:CE/N:34(c) C
(1) The apportunity cost of producing 1 ynit of thod
in Country A: 12 + 6 = 2 units ef clothing )
in Country B: 20 = S = 4 units of clothing (2;

Country A has a comparative advantage over Cenntry B in food production because

A preduces food at a relatively [owver opportanity cost thaw B. (3)

(i) Increase in food = (6 vaits X 20} - [(S units x 10) -+ (5 units ¥ 10}] (1)
= 10 upits (1)
Increase in clothing = (20 wnits < 20) - f(12 units < }0) + (20 units x 10)] )

= 80 units )

(iit) Terms of trade / oxchange ratio of trading the two conumoditics 2)
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1992/CE/L/2/(a)
(ij The opportumty cost of producing { unit of rice
in Country A is 0.3 units of clothing whereas that (2)
in Country B is 0.75 units of clothing (2)
Country A produces rice af a lower oppornumity cost than Country B I8)]
. Country A should specialize in rice production n
(iii} The opportunity cost of Country A in producing I8 (= 2> 9) ofricc is @ (= 1 + 9) units of clothing (2)
= Country A gains | unit of clothing fromevery 18 units of rice sold to Country B (2}
OR
The opportunity cost of Country Ain preducing 0 (=1 » 10) units of clothing is 20 (= 2 < 10) units of rice 2)
= Couniry A saves up 2 units of rice when it buys 10 units of clothing {Tom Country B 2)
(v} No, because (1
the oatputs of Country A are doubled but the opportunity cost of producing rice remains the same as in (a)u) shove
(i.e. 1 unit of rice is exchanged {or 0.5 units of clothing). (3)
1993/CE/1/2/a)
(i) The opportunity cost of one unit of clothing is 2 units af toys. (1)
while that for tovs is 1:2 units of clothing. i1y

Na. we can'r, becanse
to 1ind out the comparative advantage, one has to comparc the opportunity cost of foy production in the [1.S.A with
that in China (and sce which cost is fower) (3)

(i} The principle of comparative advantage: 1§ each cauntry speckalizes in producing the good i which 1t has a Jower

opportuaity cost, then the total output will iteecase. (3

The opportunity cost of producing clothing (ar toys) in China is the samc as that in the U.SAL e | unit of clothing is

oxehranged for 2 anlts of toys. 23
= thete is no gain tfrom specialization and trade (1)

(i) The new opportunity cost of prodocing one unic of clothing in China is 32 uaits oi’teys which is smaller than that (2

units) in the U.S.AL 2)
=> China should specialize in producing clothing and the U.S.A. should speciatize in prodocing toys. Trade between
the two countrics can benetit hoth. [€2]

1994/CEA:S(c)

Comparative advantave
Unil cost of car production 1n Japan in lerms of apples = =2.5) units h
Unit cost of car production i the US.A. in terms of apples = 4/1 = 4 units t1)
.. Japan has a comparative advantage in producing cars. Conversely. the U.S.A. has a comparative advantage in growing
apples, Q3]

OR

Unitcost of apples growing in Japanin terms of cars = 273 (= 0.4) apits (1)
Unit cost of apples growing in U.S.A. in terms of cars = 1/4 (= 0.23) units 1)
.. The U.S.A_ bas a comparative advantage in growing apples. Conversely, Japan has a comparative advantage in
producing cars. [€5]
Gain ffom trade: Japan Jnits of apples obtained from | unit of cars
Before specialization (within Japan) 2.5 units of apples (n
After specialization and trade 3 units of apples (n
Grain (3 - 2.5 =) 0.5 units of apples o)
Gain trom frade: U S A Units of cars oblained frant | unit of apples
Before specializition (within the USA) 0.25 units of cars (Y]
After specialization aud trade 0.3333 units of cars 83
Gain (0.3333 -0.23 =) 0.0833 units of cars N
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1995/CEALS

(@) The principle efcomparative advantage. [29]
{feach country specializes in producing the good in which it has a lower opportnnity cost, then the totaf output will
increase. (3}

b L3V -2 N <4y

or
0.25X < 1Y < 0.66X (€3]

1996/CE/1/10(%)

(1) Within A. (he production cost of I unit ol clothing is 3 units of rice. [$))]
Within B, the production cost of 1 unit ofclothing is 3/2 units el rce. )]
2. B hus a lower costor » comparative advantage over Adin the production of clotlung. 0

(i) () Under no trade. the unit price of clothing in A is 3 wnits of noe forgons. When A trades with 13, the import price of
J unit of clothing is 2 anits of rice exported to B.
oA can save 1 unit of rice per wnit of clothing imported from B
OR
Similarly, the unit price ofrice in A before trade s 173 units of cluthing, With trade. the export price of 1 unit of
tice is 172 units of clothing imported.
. Acan gain /6 units ot clothing from experting | unir of rice. 3

(Th Including the transport cost, the (total} cost of | umt of clothing imporred from B is 3 voits of rice. This cquals to
the unit cost of production of clathing in A
:. there is no gatn for A totrach: with B (3}

1993 CLEA [a)
) Same exchangeratio of fisod and clothing betore trade, which is 3 unit of tood (F) for 2 units of clothing (C) / same
opportumty cost I both countises. ¥ = 2 (1))
= 1o such teims of ade (1

) {0} In Cosatry A the cost of 1 unil of food s (2073 = 41 units of clothing, h

2 In comparison.
[either by showing the cost of | unit of food in Country B is 2 units of clothing or explicitly shown in (a)(i}]

Couontry B has a lower opportanity cost in producing tood. n
. Conntry B has the comparative advantage in tood production q8)
un
Food (units) Clothing (units)

affer trade -t +3

before trade -1 +2

watn from trade +1 {2)
2 1 unit of clothing i s gained. / 0.5 units of food is saved, [¢)]
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1998/CE1/10(x)
(i) The opportunitv cost of producing 1 unitofcomputer in

Flong IKong is 10 units of toy 83}

Mainland China is 25 onits of oy 89)

Taiwan 15 § units of toy (1)
Tabwan has the comparative advantage in producing compurers (because her opportuuniry cost is the lowest ameng the

three ecopomies). {1)

(i) HK's opportumty cost (1€ = 10T, € = clothing, T = toy) is the same 2s the intemational price {1C = 10T) 2)

~ HK will not gain. )

Mainland China’s opportunity cost ofproducing toys (cost of produciag 1T= 0.04C) is lowes than her export price of
toys (1T = 0.3C) &]
OR

Mainland China's opportunity cost of producing computets {cost afproducing 1C = 25T) is higher than her import
price of competers (1C = 10T
.. Maiolane China will pain. (A8

France’s oppormunity cost of producing one unit of cars is 2 (= 4/2) units of red wine, th
Japan's oppornunity cost of producing one unit of cars is 1°2 anits of red wine.
OR

France’s import price ot one unit of cars is 1.5 (=3/2) vnirs of red wine. (13
.. France should import cars from Japan. ()]
France’s gain = 2 units of red wine - 1.5 units of red wine = 0.5 units of red wine (3)

2000:CE: 1 (a)

(i) Country A can produce (1 2003+ 0.4) units of wine or (200 + 0.6) unsts of clothiug.
S0 AT opporumity cost o wive production s {900 0.6 ¢ {1 200 ¢ () = 0.5 auits of cloUing i2)
Country B can produce (400 @ 0.4) upits of wine o (2 400+ 0.6) units of clothing

<o B's opportanity cost of wine proguction is (2 400 + 0.61 0 (490 = G4y~ 4 units of clothmy, el
A has a fower epportuisty cost £ comparative advantage i wine production (N8
= A exports wing ()]
(1) Nocountry will gain whey the ransportatien cost per unit of vsine > total gain of trade per nnit of wine 7 differeice in
the 1w domestic oppornmity costs (2}
o min. transporration cost = {4 - ( (2%
2001/ CEAN 9 a)
(i} Theopportunity cist of
HongKong: 2 +4 = 0.5 units of computers 10
USA:S + 4+ 1.25 units efcompnters (98]
Hong Kabg bas a fower opportunity cost in produciig gacments ¢ comparative advantage in garment productiosn. N
.. Hong Kong will export garments. j
(i) The range of T.O.T. with transpestation is’
t woitofcomputers < | unit of garments = 1.23 apits of compaters (3}
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2002/CEJQ

(&) No, we cannot because (n
the amount ofresowces of both countries are not given. 2)

W) Yes. we can because (1)
in Connhy A, the cost of | unit of toys is $/13 3 units of computers €8]
n Conntry B, the costof | unit of toys is §/1 2 units of computers €]
. Country A has a Jower cost in producing toys, (h

2003/CE/1/i01c)
(s The opportunity cast of producing T wait of paper

in Country A: 10 = 30 =] untt of cars (H

in Country B: 30 = 15 = 2 units ef cars (1)
Country A bas a comparative advantage tts producing paper. because (1)

its opportunity cest is lower, {1y

Total gain from trading 1 unit of paper for Countriss A and B is [2 - 1 =] I wnit of cars {1}

(1i) No, becanse (¢}

(given that the opportanity cost of ! unit of paper in Country A is | unit of cars while Country X's selling price of |
untt of paperis 8.5 units of cars)
the lowest possible price which Connrry A can offer is higher than the price offered by Country X.

OR
Country B's gain from importing paper from Country X is greater than the maximum possible gain from importing
papey from Country A. (2)

200-L/CE1 T
() No. because (03
with the same amount of resowces. Bcenomy A produces a staaller amount of output than HK. / Feonomy A has a
lovier proctuctivity than BK in producisg clothing. H
Comparison of ourpu: 10 units vs 12 units  OR 20 units vs 24 onits H
(i1 The oppastunity cost of prodicing o unit of car in Ecoponry A is 2 units ef (D]
clothing. (1
The opportunity cost of produecimg one unit of car in HX is+4 anits of clothing.
L. fonver opparnnily cost in Bsenomy A (H
o Econamy A lias a compurative advantage th producing cars hn

To trude at 5 wals of clothing (o 2 anits of cars. Economy A wains (372 -2 =) 0.5 units of clothing from sach car
exported. 23

2003:CE/:10
i) (b Country B, This is bzcause ¢
(with the same amoumt of rzsoarces.’ the quantity of output of Country B s larger than that of Country A, N

(i) - different cducation wnd traipmg
- diffierent degree of rechnolegical advancement
~ different degree of division of labour
- different working eavironment
- different labonr incentives (&
[Mark the FIRST THREE poinls only.}

max: 3)
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(&) (1 Principle ofcomparative advantage: If cach country specializes in the production of the good it has a fower

opportunity cost, then the total output of all countries will increase. (2)

The o, ucitiz I wnil of watches
in Countey A: 5 = 10 = 0.3 units of TV sets, (1)
in Country B: 13 + 20 =0.75 units of TV sets (1)
(i.c., the opportunity cost of producing watches in Country A is lower than that in Country B.)

Theretare, Country A should pradnee and export watches. th

@G} (D The possible range of mutaally beneficial terms of trade s
0.5 units 6 TV sets < I it af watches < 0.75 wnits of TV

a

ots 12)

(1) 1 Acountry has o compare Uie terms of trade with ity osn opportunity cost of production of the woodin order
to determing whether it should export ar import the: good.)
If the export price of Coantry A (the wateh exporting country) is Jower than its own oppodunity cost of
production which is 0.5 onits of TV sets, Country A would lose fiom the tride.

OR
Ifthe import price of Country B (the watch importing country) is higher than jts ewn opportunity cost of
production which s 8.75 units of TV sers, Counnry & would lose from the trade (€S
2006/CET:S
@ The opportunitv cost in the production of 1 unit ofetothing
in Country A is 200 + 100 = 2 units of computers {1y
in Country B is 450 + 150 =3 wnls of computers 4]
Theretore, Country A has the comparalive advantage in producing clothing. m
(6 Counlry A gains2.5-2 1)
= 0.5 units of compuless rom 1 anit of export N
20607/CE/1/10(b)
() {10~ 3) uits of vegetables (1)
=5 units of vegetables 2)

(i) 5 units of vegctables < 1 unit of jewels < 9 anits of vegetables

OR
149 units of jewels < 1 unit of vegetables < 145 units of jewels 3)

2008/CE/ 17
(@) No because (48}
they have the same amount of output with the same amount of resources. )

(by I criunity cost of preducing food

in Country A =150 «20 = 2.5 units ef machines n
in Country B = 60 -+ 40 = 1.3 units of machines ()
Yes because Q)]
the apportunity cost of producing food in Country B is fower [¢)]

2009/CE/1710(b}
(i) The opportunity cost of producing ane unit of computers

in Mainiand China: 90 = 50 = L8 units of'tays (1)

in Tatwan: 230 < 200 = ].25 units of toys 1)
Tajwan enjoys a comparative advantage in producing computers. becauss (1)

she has a lower opportunity cost in praducing computers. (1)

(i) Gain of Taiwar from exposting a nnit of computers = (.5 — 1.25 - 0.2) 1)
=0.03 units of toys €2}
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2010/CEX10(b)
(i} 1 each economy specializes to produce the good in which it enjoys a comparative advanase in production / lower
opporaunty cost of production, the total eutoul of alt economies will jncrease. )

(i)t HIK the opportunity cost of prodacing | unit of medicine is 2.5 enits of watches.
Tn Japon: the opporfunity cost of producing 1 unit of medicine is 2 units of watches,

The possible range of mutually bencficial terms of rade is

2 unils of watches < | nanit of medicine < 2.5 units of watches (€]

2012/DSEMA
(a) In comntry A, opportunsity cost of proddacing 18 = 0.2W b
In country 13, opportunty cost of producing 18 = 0.25W H

0] I ench country specializes n producing the wood m which the country has a lower opportunity cost, the total output

will incivase (2

Conntey A wonld export shirts. ¢
(e) DAWIS<023W QR 45 < W 5S 2
20 13DSEAUS
(a1 In Conntry A. the apportunity cost of producing | smariphone {$)= 0.75 Food (F)

In Country B. the opportunity cost of producing | smastphone 0.5 Food (1)

Couney B has & comparative advanlage in produciing smartphonss. (3)
(b}  VYes. because the potential gain from trade (0.7 - 0.5F = 0.25F) per unil of smartphones is greater than the

transporlation cast (0.2F). )
2014/DSETR
(a) In Country A the opporfunity cost in producing 1 wnit of watches (W1 = 4 units of Paper (I

Tn Country B, the opportunity costin producing 1 unit of watches (W) = 2 wnits of Paper (P).

Country B will specialize in producing watches and export watches because

the opportunity cost of producing watches is lower there than in Country A 3

(b)  The terass of trade is IW = 2.5P. Per umt of walches imported. Country A will gain 1.5 P(=4P - 2.3P}. {3}
2013/DSEAT7
(a) Uncertain. Since the amount of resources owned by the two countries is not given, thelr productivilies (.c .. output-

input ratios) cannot be defermined and compared. (3]

(b)Y In Country A thwe oppurtunity cost in producing | anit ofclothing (C) in terins of sice (R) = 53 = 5 units ufrive (R),
In Country B. the opportunity cost in praducing | unit of clothing (C) in terms of rice (R) = 84 = 2 units of rice (R).
Theretore Country A (B) enjoys comparative advantoge in producing rice (clothing). )

Per unit gain from trade tor Country B =4R -2R =2R
Total gainfiom trade = (4R - 2R) =3 =6R
OR
in other words, Conntry B would be the clotinmg-exporting country, producing ¢C, exporting 3C m exchange for 12R
and keepmy 1C for domestic consumption.
Without trade, it could have produced } C and HR on its own. lts 101al gain from rrade is thos 6R (= 12R - 6R), 2)
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2016/DSE17

ta)  Tn Country A, Ui opportuniiy cost of procucig 1C
The 1erms of trade: 1€ witl exchange for (117 .51
As the oppostunity cost of producing | C is fower than the werms of rade. Conntry & wilk producs and expart C 13)

(b)  The gain from trade = 3.5 3 - 2= 0.5T per untt of C (3}

201 7/DSE/TT
(a) (¥ Uncertain, Without knowing the total amonnt af resources o hoth countries, the productivity (output per unit of
resourse) for food and computer cannot be detenmined 2)

(it) Total producibis outputs in e two couatries when they utilize all of their resources in producing cither fod or

compuler:
Food (umits) Computer furitst
Countty A 200 100
Counuty B 200 00
The opportunity <ost of producing 1 unit of computer in Country A:
= 2007100 = 2 units of tood ()
The opportunity cost of producing 1 it of compater in Country B:
=200:200 = 1 unit of food (H
Country B has a lower opporiunily cost in producing computers, $o it will prodece and export compulers. [$3)
(b) Terms of Trade (FOT) = 7:4 = 1.75 F per unit of C W
Per unit gain for Country B = (1.75 -1)F = 0.75F (89)
Total gain = 0.75 x 16 = 12F (e8]
2018MSESTER
{ay  The opportunity cost of producing 17 in Ching = 3C
The opportunity cest of producing 1T in Japan = 2C {2)
{b) Jfeach couniry specialises in producing the good in which the country has lower opportunity cost. then tofal world
outpul would increase. Japao would export toys. as it has a fower cost of producing toys than China. (3)
(¢} Range of TOT: 2.05C < 1T < 1.95C (2)
2019/DSEALS
a i A
@ @ Yes )

‘Whea Country B has the same resource as Country A, (e output of cars would
be 200 units which is higher than that of cownry A

(i) Yes. 3
The opportunity cost of producing 1C im Country A= IT -
The opportunity cost of producing 1C in Covatry B= 0.6T
Country B has a comparative advantage in producing cars.

307

B. Terms oftrade 3

of 4 cars = [ oy {or (L8 car. { 1 mark )

Exporling couniry gum = Terms ol frade = exporting counliy preduction cost = lranspuortalion cost.

=(0.8car — 0.5 car — &) car = 0.2 car. (2 marks )
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7.2 TRADE BARRIERS

Multiple Choice Questions

1990/A1/11/22
The major difference between a quota and a tariff on imports lies in their effects on

A.  wealth redistribation.

B. domestic production,

C. domestic consumption.

D. the price level.
1994/AL/MI/30

Tariffs protect

A. consumers

B. the import-competing industries

C. the export industry

D. both the import~-competing and the export industries
1996/AL/1/29

Which of the following is NOT the effect of imposing tariffs?

A. The quantity of izaports is reduced.
B. The amount of deadweight loss is greater than the total loss of consumer surplus of local consnmers.
C.  Local consumers consume more domestically-produced import-competing goods.
D. Domestic production in import-competing industries will increase.
1998/AL/11/28

Consider a smal! country imposing a tariff on an import. The diagram below shows the country's supply of and demand for
the good.

P
D S
Pi = Price in the international market
Pt
B 1 32
5/5( N N’
0 Q

1f the tariff rises the domestic price of good fiom Pi to Pt, then

A. the consumers will lose arcas 2, 3, 4.

B. the whole country will lose areas 1, 2, 3 and 4.

C. the tariff revenue collected by the government is areas 1, 2 and 3.
D. None of the above.
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1998/AL/T/29
Which of the following is NOT a result of the imposition of quotas on imports?

A, adecrease in the quantity of imports.

B. anincrease in the total expenditure on imports.

C. anincrease in import prices.

D. anincrease in domestic production.
1999/AL/M1/21

A major difference between a quota and a tariff on imports lies in their cffects on

A.  the price of imports.
B. the quantity of imports.
C. domestic production of import substitutes.
D. wealth distribution.
2000/AL/AI/26
S . Country A’s margimal cost
of production of good X
Warld price of good X
/ County A's demand for good X
0 » Quankity of good X

Given that the world price of good X is fixed, if country A’s marginal cost of production of good X increases, which of the

following statements are correct?

(1) The total production of good X in country A will fall.
(2) The quantity of good X imported by country A will increase.
(3) The consumer surplus of good X in country A will fall,

A. (1)and (2) only
B. (1) and(3) only
C. (2)and(3)only
D. (1), (2)and (3)
2001/AL/MI/11

A small country imposes tariffs on good X. Suppose the demand of the country for good X increases,

onNw>

(1) the government revenues from tariffis will increase.

(2) the price of good X in the country will rise.

(3) the consumption of good X in the country will increase.

(1) and (2) only
(1) and (3) only
(2} and (3) only
(1}, (2) and (3}
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2004/AL/NT25
Consider a country imposing a quota on an import. The diagram below shows the country's supply of and demand for the
good.

Price

A D s

P, =world price

N\

7 Quantity

If the quota raises the domestic price of the good from Pw to Pw’,
A, total loss in consumer surplus is equal to the sum of areas 1. 2 and 3.
B. totalquota rent is equal to area 3.

C. total deadweight loss is equal to area 4.
D. None ofthe above.

2004/ AL/I/26
A country imposes a tariff on good X. Which of the following will be a result of the tariff?

Price

P, = world price of good X

0 —_— e Quantity

A. The domestic production of good X will decrease,
B. The domestic price of good X will increase.
C. Total expenditure on the import of good X will decrease.
D. The quantity of import of good X will increase.
2007/AL/MY25
Consider a small open economy with an import quota imposed on a good. If the domestic cost of production for the good
increases.
(1) the domestic price of the good will rise.
(2) the quantity of the good consumed domestically will fall.
(3) the quantity of the good produced domestically will remain unchanged.
A, (1)and (2) only
B. (l)and(3)only
C.  (2)and (3) only
D. (1).(2)and (3)
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2009/ALA125
Suppose a country inposcs a quota ont 2n imported good. The diagram below shows the country”s supply of and demand for
the good

® s
L
o}
Py » world price
4]
a <
b d
2, \\\

1f the guota raises the domestic price of the good from Py to Py,

A, the loss to the consumers is arca a.

B. the gain of Jocal producers is area a.

C. the loss to the country is the sum of areas b, ¢ and d.

D. the quota rent carned by the government is the sum of areas b, ¢ and d.
2009/AL/1/26

An export subsidy will

(1) reduce the price of exports of the domestic country.
(2) increase the quantity demanded for exports by foreign consumers.
(3) improve the trade balance of the domestic country.

A. (1) and (2) only
B. (1)and (3) only
C. (2) and (3) only
D (1)) and(3)
2010/AL/M1/27

If a small country reduces the tariff rate of its imported good X,

A.  the local producers will reduce their production.

B.  the producer surplus of the local producers will increase.

C. the tariff revenue of the government will decrease.

D. the world price of good X will decrease and its impost volume in the country will increase.
2012/AL/MI24

A small open economy imposes a tariff on imported good X. If the local supply of good X in the cconomy increases and
replaces some of the imports,

(1) government revenuc from the tariff will fall.
(2) the deadweight Joss will remain unchanged.
(3) the price of good X in the economt will fall.
(4) the producer surplus of the local suppliers will rise.

(1) and (2) only
(1) and (4) only
(2) and (3} only
(2) and (4) only

vNw
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2014/DSE/1/45
The following diagram shows the imposition of an import tariff on a good in a smal! open economy. After the imposition of
the tariff, which of the following statements about the good in this economy is INCORRECT?

$
S
P; = world price
Pt t= per unit tasiff’
1 ]
7 T
Py 2 - T
3 ' 1 ;\
% : S
v 1 1 1
M ‘ : anti
LN R —
A.  The volume of imports is (Q3 - Q;) units,
B. The domestic consuroption is Qs units.
C. The increase in producer surplus of the domestic producers is area a.
D. The total amount of tariff is the sum of areas b, c and d.
2015/DSE//45

The supply curve of a certain good is upward-sloping in 2 small open economy. What is the main difference between
imposing an effective import quota and a tariff or the good?

A. Imposing an effective import quota will lower the volume of impert while imposing a tariff will not.

B. Imposing an effective import quota will result in a rise in consumer surplus of the good while imposing a tariff
may not.

C. Imposing a tariff will raise the world price of the good while imposing an cffective import quota will not,

D. Imposing a tariff will result in an increase in the government revenue while imposing an effective import quota
may not,

7. Intermational Tra

2016/DSE/N/42
Refer to the following supply-demand diagram about Good X in a small country.

Price ()
A

Pol-vmmemmmp e Dy emmaae

:
H
0 Qo Quantity

The country has imposed an import quota on Good X and the price and quantity transacted are PO and QO respectively. If the
demand for Good X in the country increases,

(1) the import volume will increase.
(2) the price of Good X in the country will increase.
(3) the quantity sold of Good X in the country will increase.

()) and (2) only
(1) and (3) only
(2) and (3) only
(1), 2y and (3)

TN

2017/DSE/1/42
A small open cconomy increases the import quota for Good X, Which of the following diagrams best illustrates the effect of
this change?
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2018/DSEN/41
The following diagram shows an imposition of import tariff on a good of a small open economy.

Price

.._
R

=

1

L}

1

\,1:

G

o

¢ 20 25 & 7 Quantity

Refersing to the above diagrani. which of the following statements are cosrect after (he imposition of import taritf (17

(1) The total amount of tariff received by the government is §$105.
(2} The revenue of domestic producers will increase by $110.
(3) The volume of imports drops by 5 units.

A, (1)and (2) only
B, (1)and (3) only
C. (2)and (3) only
D (I).(2)and(3)
2019/DSE/N/43

The following is the sypply-demand diagram of Good X in a small opea econoray.

0 Q

Initially the cconomy imports Good X at the world price (P} aud the govarnment imposes an import quota
of{Qz~ Q1) units. Suppose the world price of Good X drops. Which of the following stakements is correet?

A. The domestc price 0£Good X will remain a1 Py
B.  The domestic price of Good X will &l

C.  Thedomestic sapply curve will shift i the right.
D.  The quantity of domestically produced Good X will 1
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Short & Structured Questions

1993/AL/I/5

Wi

th the aid of diagrams, compare the income redistributive eftects on a country imposing tariffs and quotas on its imports.
(8 marks)

1995/AL/MI/8
With the aid of one diagram only, answer (a) and (b).

(2)

A small country wishes to protect its industry X by restricting the import of good X to a given quantity. Show that this
can be achieved by imposing either a quota or a tariff on good X. (3 marks)

(b) Supposc the demand of the small country for good X increases but the quota or the tariff rate imposed remain
unchanged. Compare the impact of this increase on the domestic price, import volume and consumer surplus of good X
under the quota system and the tariff system. (7 marks)

2001/AL/11/4

With the help of'a diagram. explain how the imposition of taritfs aflects the producer surpius, the consumer surplus and the

welfare of'a small country. (8 marks)

201 1/ALA/1(d)

Na!

me one similarity and one difference between the following pairs of terms:
tari ff; quota (3 marks)

2020/DSE//43

The diagram betow shows the market sitnation of Good X in & small apen ¢conomy.

Price
& g
Pyl
! p
i D
{
i P> Quantit;
0 Q Qe g

Pe i the price before trsde and Py is the price after trade. Which of the following statements sbout Good X
are correst after the ecanomy opens up tor international trade?

(1) The total expendirare on Geod X of domestic consumers would be P1xQa.
{2) The value of domestically produced Goed X would be P1xQ,.
(3} The shortege of Good X would be Qu-Qu

(1) 2nd (2) only
{1) snd (3) onfy
(2) and 3) only
(1), @) ang (3)

vowp
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MARKING SCHEME

1990/ALAL22 1998/ AL/TI/29 2004/ AL/125 2009/ AL/TT/26 2015/DSEA45
A B B (63%) A(35%) D (68%)
1994/ AL/T1/30 1999/AL/IE2 1 2004/AL/26 2010/AL/11727 2016/DSE/N42
B D B (67%) A(629) C (56%)
1996/ AL/I/29 2000/AL//26 2007/ALAL2S 2012/AL/AL24 2017/DSEA/42
B A A (70%) B (63% C(57%)
1998/AL/11/28 2001ALALTT 2009/ALA1/25 20 14/DSE45 2018/DSET41
D B B (77%) D (64%) D (43%)

Note: Figures in brackets indicute the percentages of eandidates choosing the correct answers.
2019/DSEN/43
A 2020/DSET/43
A
1993/AL/M:5

P T _PT

. S
ML T e o s 2 o b,
: . B! G
- B: c D v A ’ -
1
13

e
Diagrax 1 @ Taxis s
g =rift Diagram 2 : Guota
Diagram | summarizes the cftect of a tariftt
Arca A: increasc in domestic producces’ surplus
ArcaA+B+C+D deerease in consumers” sneplus
Arca C: tariff revenne accrning to the government

Arca B and D: deadweight loss to soctety

In diagram 2. a quota results in the supply curve Sq. Arcas AL {A + B + C + D], {B and DJ have the same ipterpretation as

before. C is no longer tariff revenue. C may be captured by the Lnporters, foreign exporters or the government depending on
how the import quotas are allocated.
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1995/ALAI/S

T § (Dormestic supply)

M

PAQ 4 VAR N
? }

T 1= NN e

S / £ Y \ i

J i i ¢ \1:\—" D" (New dormestc demma
| P D Doweatic demand)

e FONS F E Quasity of X

{a) Suppose the counuy wishes to restrict the imports of X to AB. This can be achieved by imposing a quota of ABora
tariff of (.

(1 After the demand prows. under the origsnal tarif¥ rate. the price remains to be p¥l # 1) and the import becomes AE.

Under the original quota. fhic price becomes P [highey than p*{1 =+ t}] and the import is CF (= AB) [smaller than AE]
The conswmer sorphus under the tanfl system is p™( 1+ GEY {whick is Jarger than] P FJ under the quota system

200 1AL

P D s
A
BT {l+0) b =
G
KB F E
[ Q

In the absence of wrifs. the price in the domestic cconomy 1s P*. After imposing tariffs, domestic price is raised to PY(1 + 1),
Producer surplus is increased by ABHK. Conswner surplus is reduced by ACEK. Taniff revenue colfected by the government
s BCPG. Loss in welfare is given by BGH + CEF.

J01 /ALK ()
iS: examples of trade protection
D: direct vs. todirect effects on price of imports.
OR
indirect vs dirsct effects on quantily of imports.
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SECTION 8: INTERNATIONAL FINANCE

8.1 BALANCE OF PAYMENTS

Multiple Choice Questions

1990/CERV/36
Which of the following will have favourable effects on the current account of Hong Kong's balance of payments?

(1) AlJapanese tourist spends a day in the Ocean Park,

(2) An American bank sets up a representative office in Hong Kong.

(3) The Hong Kong government buys a computer system from the USA.
(4) A Hong Kong resident receives dividends from his US stocks.

A. (1) and (2) only
B. (1) and (4) only
C.  (2)and (3) only
D. (3)and (4) only
1990/CE/NV/46

There will be a worsening of both the balance of payments and the balance of trade if

A, exports increase.

B. re-exports decrease .

C. investment in foreign countries decreases.

D. the government gives more aid to foreign counties.

1990/CE/11/60
Which of the following is NOT an effect of importing forcign skilled labour for the construction industry?

A afavourable effect oo Hong Kong's balance of payments

B. pressure on Hong Kony's soctal services

C. aslower increase in the real wage rate of Hong Kony's construction workers
D. afavourable effect on Hong Kong's GDP

1991/CE/V/49
The rental income ¢amed from a property in Canada and remitted to Hong Kong by a Hong Kong citizen

is included in the GDP of Hong Kong.

has a favourable effcct on Hong Kong's balance of visible trade.
has a favourable effect on Hong Kong's balance of payments.

is taxable iz Hong Kong.

Unw»
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1991/CE/1/S0

Macroecanomics By.
8. International Finance.

The following sable shows the balance of payments of a country:

$ billion
Exports 30
Imports X
Capital inflow 50
Capital outflow 60

Foreign exchange and gold reserves decrease by $20 billion. What is the value of X ?

A 10

B. 20

C. 30

D. 40
199 {/CE/11/60
The

A

B.

C.

D.

1992/CE/M/52

of Hong Kong in NOT affected when some goods are imported to Hong Kong.

visible trade balance

current account

capital account

foreign exchanged and gold account

Calculate the value of net exports from the following information :

TOwx

1992/CE/11/60

-850
$100
$450
$300

[ Domestic exports of goods $300
Re-expoits of goods $150
| [mports of goods $350

Which of the following items woutd NOT be entered in the capital account of Hong Kong’s balance of payments?

oowx

A Hong Kong citizen buying a factory in Japan.

A Hong Kong citizen buying a computer made in the U.S.A.

A Hong Kony citizen buying secusities in London s stock market.
A Hong Kong citizen buying a house in the U.S.A.
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1993/CE/11/40
$ miilion
Private consumption expenditure 40
Government consumption expenditure 10
Gross domestic fixed capital formation - 10
Change in stocks 1
Total exports of goods 30
Domestic exports 70
Re-exports 0 |
Imports of goods 60
Exports of services 20
Imports of services 30
Inflow of capital 30
Outflow of capital 15

The balance of payments of the ¢conomy in that year is

A.  $10 million B. $13 million
C.  $20 million D. $25 million
1993/CE/1U54

Which of the following will improve the capital account of Hong Kong's balance of payments?

A.  AHong Kong businessman sets up a computer firm in the U.S.A.
B.  ABritish investor buys a commercial building in Hong Kong.
C. A MHong Kong shipping company receives rental income for providing shipping services to a foreign merchant
D. A Hong Kong investor receives a dividend from an overscas investment.
1994/CE/NI/5 1
From the following information, find the value of re-exports:
Domestic exports $500
Trade balance $250
Imports $450
A 850
B. $200
C. 8250
D. $300
1994/CE/NV/55

Which of the following has a favourable effect on the curmrent account of Hong Kong’s balance of payments?

A. A Macau citizen leaves Hong Kong by using the setvice provided by a Hong Kong hydrofoil corapany.
B. A businessman from Mainland China invests in the real estate market in Hong Kong.
C. Alocal bank pays interest to an overseas depositor.
D. Acompany in Mainland China issues shares in Hong Kong,
1994/CE/Ll/56

Mr Chan, who is an imported worker in Hong Kong, remits his incorse to his family in China, Which of the following

statements is correct?

Mr Chan's incore is included in Hong Kong's GNP.

The remittance has an unfavourable effect on Hong Kony’s balance of visible trade.
The remittance has a favourable etfect on Hong Kong's balance of invisible wrade.
The remittance has a favourable effect on China’s balance of payments.

o9nws
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1995/CE/1/54
Consider the following balance of payments account of an economy:

| $ million
Export of goods & services 2 800
Import of moods & services 3200
Capital inflows Z
Capital outflows 700
Increase in foreign exchange & cold services 40
Zis
A, 260
B. 340
C. 1060
D. 1140
1995/CE/N1/56
If an American tourist gives money to Jocal begpars, Hong Kong's GDP will and its balance of payments will
A, incresse ... be improved
B. increase.... remain unchanged
C.  remain unchanged be improved
D. remain unchanged ...... remain unchanged
1995/CENIST

TRADE BALANCES AS % OF GDp

% %
150 1 Bulancc of visible & invisible rade 150
| Invisible trade balance 1
-
10.0 - b 100
N H H ﬂ H H )
80 {— O - r 0.0
\/q
5.0 4 s L 5.0
Visible trade balance
-30.0 - F-10.0
~16.0 — ey ~15.0

80 81 82 83 84 8 86 &7 88 8 S 9 2 9
Year

Source: Hong Kong Economic Indicators, Standard Chartered

Based on the above chart, which of the following are correct?

ooy

(1) The payments for imports of goods usually exceed the receipts from exports of goods.
(2) Over the years, net exports of services accounted for more than 7% of Hong Kong's GDP.
(3) Hong Kong’s currcat account has a surplus in recent years.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(. (2 and (3)
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1995/CE/M/58
Hong Kong's trade, overall and with China
HK $8illion
2,500 |
'
2,000 — ] T
DTrade other than with China |
Hong Kong-China trade l
1.500 =
1,000
500
]

The above graph shows that in recent years,

A, the value of Hong Kong's trade with countries other than China had decreased.
B. Hong Kong had gained an increasing surplus from its trade with China.
C. the flow of people between Hong Kong and China has increased.
D. China has become largest trading partner of Hong Kong.
1996/CE/11/48

Which of the following will worsen the balance of payments but not the balance of trade of Hong Kong?

A. A lJapanese pop singer cancelled his concerts in Hong Kong.
B. A charity organization in Hong Kong reduced its donations to Mainland China.
C. U.S .businessmen reduced their investment in Hong Kong,.
D. Re-gxport from Hong Kong to Mainland China decreased.
1996/CE/N1/49

The official opening of Macau International Airport took place in December 1995 It is predicted that one-third of the visitors

from Taiwan using Hong Kong's airport services will be diverted to Macau. This will

(1} have a favourable effect on the balance of trade ot Macau.
{2) increase Macau's gross domestic product.
(3) reduce the demand for Hong Kong's airport services.

A. (B and(2) only
B. {(I)and(3) only
C. (2)and(3) only
D. (1).(2)and (3)
1996/CE/11/50

Which of the following is favourable to the capital account of Hong Koung's balance of payments?

An American finn buys some certificates of deposit issued by a bank in Hong Kong.
An Arnerican firm donates money to a charitable organization in Hong Kong.

A Hong Kong firn buys a hotel in Canada.

A Hong Kong firm receives interests and dividends from its investment in the U.S.A.

Towp
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1996/CENY/51
Refer to the following dala in the balance of payments account of a country.
$ billion

Visible exports 15
Visible imports 13
Invisible exports 8
Invistble imports 11
Inflow of capital 9 |
Outflow of capital 12 ]

This country has a/an balance of visible trade and a/an balance of payments.

favourable ...... favourable
favourable ...... unfavourable
unfavourable ...... favourable
unfavourable ...... unfavourable

oOowx

Answer Questions S0 and 51 by referring to the data below of an economy in a certain year:

$Billion
Domestic exports of soods 15
Re-cxports 8
Imports of goods 20
Exports of services 7
Imports of serviees 4
Net capital inflow -2

1997/CE/TI/50
The balance of visible trade (in $ billion) is
A 5
B. -2
C. 2
D. 6
1997/CE/U5 !
The balance of payments (in $ billion) is
A 4
B. 0
C 1
D 4
1997/CENY52

‘Which of the foflowing wil! produce a favourable effect on the balance of payments of Country A7

A. The citizens of Counrry A increase their investment abroad.

B. The government of Country A abolishes the tariffs in imports,

C. The citizens of Country A receive interest from the US government bonds they hold.
D. The governmentof Countty A pays for the service of a foreign consultant firm.
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1998/CE/I/46
Which of the following is an invisible export in Hong Kong's balance of payments accounts?

A. A Japanese firm buys shares on the Hong Kong Stock Exchange.

B. A Hong Kong citizen buys tickets form Japanese airlines.

C. A Hong Kong citizen remits money to his son in Japan.

D. AJapanese tourist consults a Jocal doctor in Hong Kong
1998/CEANV/53

Which of the following statements about the firework display for the handover ceremony of Hong Kong to China is
INCORRECT?

A.  Conswnption was involved when people watched the firework display.
B.  The nominal GDP of Hong Kong increased.
C. There was a favourabie effect on the visible trade balance of Hong Kong.
D. The firework display has an opportunity cost because the money spent on it has other uses.
1999/CE/1/47
The following information shows the trade statistics of an economy in a certain ycar:
$ million
Domestic export of goods 30
Re-exports 40
Import of goods 50
Export of services 60
Import of services 80

According to the above dats, the economy

A.  has avisible trade surplus.

B. hasavisible trade deficit.

C.  has no visible trade surplus or visible trade deficit.

D. There is not enough information to obtain the answer.
1999/CENV/53

Being a Hong Kong resident, Mr Wong earns a Jiving in Hong Kong. He gets married to Mei-ling who lives in Mainland
China. Which of the following events will NOT affect the balance of payments of Hong Kong?

A. He buys a wedding ring in Hong Kong and takes it to her by Himself.
B. He remits a sum of money as the betrothal (3 48 ) gifts through a Bank to Mei-ling's parents.
C. He pays for the honeymoon trip to Thailand.
D. Herents a residential apartment for her in Shenzhen.
1999/CE/11/54

Which of the following is NOT included in the calculation of the balance of Hong Kong's current account?

The investment of a U.S. company in a Hong Kong computer firm,
Japanese cars sold in Hong Kong

A drama performance attended by the tourists in Hong Kong.

The exports of China hancled in the container port of Hong Kong.

onwx
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2000/CE/11/50

Suppose country A has a balance of payments deficits in Year 1. In Year 2, the changes in the balance of payments are as
shown below:

[ $Billion |
Export of roods | +28
Export of services | +7
limport of goods | +35
Import of scrvices +13
| Capital inflows +5
| Capital cutflows | R

Based on the above information, we can conclude that

A; In Year 2. the visible trade deficit has increased.

B. In Year 2, the visible trade deficit has decreased.

C.  Tn Year 2, the balance of payments deficit has increased:

D. 1In Year 2, the balance of payments deficit has decreased.
2000/CE/1I/51

Which of the following should be included in the calculation of the balance of Hong Kong's current accouat?

A, Acompany in Hong Kong pays interests for loans fiom a bank in UK.

B. AMHong Kong resident purchases a new flat in Shenxhen.

C.  AU.S. investors purchases 5 000 units of the Tracker Fund of Hong Kong.

D. Anauthor in Hong Koag sells the copyright tor his new book to a publisher in Taiwan.
2001/CE/I/41

Which of the following should be included in the calculation of the balance of Hong Kong 's current account?

A. A foreigaer buys shares issued by a local property developer.

B. A foreigner receives rental income from his property in Hong Kong.

C. Acompany in Hong Konyg donates medical equipment to a hospital in Mainland China.
D. A US manutfacturer sets up a factory in Hong Kong.

200 1/CE/11/45

i Hong Kong’s Balance Of Payments Account
$ million

Current Account 72 000
Goods -25 000
Services 81000
Factor income 27000
Current transfers -11000

Capital and Financial Account -76 060

Neterrors and omissions 4000

Total sum =0

According to the above data,

(1) the visible trade deficit is $25 000 million.
(2) the invisible trade surplus is $81 000 million.
(3) the balance of payments account is in balance.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1). (2) and (3}

unw>
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2002/CE/1/48
Which of the following should be included in the calculation of the balance of Hong Kong’s current account?

A. A Honyg Kong resident buys a life insurance policy from an insurance company in the US.
B. Acompany in Hony Kony purchases the copyright of a film from a British film producer.
C. A Hong Kong resident purchases a housc in the US
D. A Hong Kong investor buys 3 number of shares of a listed company in the US.
2003/CE/IV45
Refer to the data of an economy in a certain year below:
. $ Billion
Domestic exports of zoods 20
Imports of goods 50
Visible trade balance -5

The re-exports (in $ billion) are

A, 15
B. 25
C. 30
D. 35
2003/CE/11/48

Raic of Change (%)

N,

According 10 the above diagram, from Year 4 to Year 6,

A.  the economy has suffered from visible trade deficit.

B. the value of import of goods has decreased

C. the value of total export of goods has increased.

D. the visible trade deficit has improved.
2004/CE/11/49

Many foreign tourists cancelled their holiday trips to Hong Kong during the SARS infection. This would

worsen Hong Kong's visible trade balance.

worsen Hong Kong's invisible trade balance.

make Hong Kong's balance of payments imbalanced.
All of the above are correct.

0wy

326

LR

Macroeconomics
8. intematoral Fl

2004/CE/I/50
Mr Wong, 4 Mainland resident, comes to visit Hong Kong for a week. Which of the following shou!d be included in Hong
Kong's current account?

A, the transport service he bought from a Mainland airline
B.  the accommodation service he bought from a Hong Kong hotel
C.  the residential flat in Tsim Sha Tsui he bought
D. the Bank of China {H.K.) Ltd shares he bought
2005/CE/11/44

After the introduction of the “individual visit* schemc, the Chinese goverament allows individuals from the mainland to
wavel in Hong Kong. This measure will increase Hong Kong’s

Snws

(1) tertiary production.
(2) GDP.
(3) invisible trade surplus.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), @) and (3)

2005/CE/11/47

O]
25060 =

20000 |- i m e T L, R S

Vaiue of Total Exports of Gao&;
15000 T I

18000 2SI vt == =

5000

Year | Yeur 2 Year 3 Veer & Year 5 Year &

According to the above diagram, from Year 2 to Year 5, the value of domestic exports of goods

A, was decreasing.
B. was increasing
C. remained constant.
D. was indeterminate,
2006/CE/1/45
Many tourists from Mainland China buy souvenirs at Hong Kong Disneyland, Suppose these souvenirs are made in
Mainland China. Then the tourist spending mentioned above is afan .to Hong Kong.
A, domestic export of gnods
B.  re-export of goads
C,  cxport of services
D. import of services
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2006/CE/T1/48

An Indonesian maid who works for a family in Hong Kong remits part of her wage camings to Indonesia. In which

component of the current account of Hong Kong's balance of payments should the above remittance be recorded?

A, goods

B. services

C. income

D. current transfers
2007/CE/MI/48

Refer to the data of an ¢conomy in a certain year:

$ Billion
Domestic exports of goods 20
Re-exports as
Imports of goods 40
Exports of services 23
Imports of services 19
The visible wrade balance is $, billion.
A -20 B. -5
C. 5 D. 9
2007/CE/II/S0

An increase in the value of exports and a decrease in the value of imports in Country X would

A, decrease its GDP.

B. result in a surplus of its trade account,

C. improve the balance of its current account.

D. result in a depreciation of its domestic currency.
2008/CE/11/46

Which of the following should be included in the calculation of the invisible imports of Hong Kong?

A. AHongKongcitizen purchases sharesin a state-owned enterprise on the Hong Kong stock market.
B. A Hong Kong citizen buys some airtickets from a mainland Chinese airline.
C. A mainland student pays tuition fees for his studies at a university of Hong Kong.
D Amainland investor purchases a residential apartment in Hong Kong.
2008/CE/TV/47

Refer to the data of an economy in a certain year below:

$ Biltion
Domestic exports of goods 50
Re-exports 33
Imports of goods 60
Exports of services 25
Imports of services 10

There is a/an of§____ billion.

visible trade surplus ...... 25
visible trade deficit ... 10
invisible trade surplus ...... 40
invisible trade deficit ...... 15

cow»
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2008/CE/11/48
Last year, a film crew came to Hong Kong to make a Batman movie. The shooting of the film in Hong Kong would

(1) improve the visible trade balance of Hong Kong.
(2) improve the invisible trade balance of Hong Kong,
(3) increase the GDP of Hong Kong,

A. (1) and (2) only
B. (l)yand{3) only
C.  {2)and (3) only
D. (I),(2)and(3)
2008/CE/11/49

AUS engineer is working in Hong Kong. Which of the following amounts shouid be included in the calculation of the
balance of Hong Kong's current account?

A. the part of her salary earnings that she deposits with a bank in Hong Kong

B. the part of her salary earnings that she remits to her family in the US

C. the money she pays to buy shares in Chinesc smte-owned enterprises quoted on the Hong Kong Stock Exchange

D. the money she spends on buying clothes and toys in Hong Kong whick are seat to her children in the US
2009/CE/I1/47

Mary is a fashion merchandiser for a department store in Thailand. She came to Hong Kong and purchased $300 000 worth
of garments from a Hong Kong garment manufactursr. These garments were shipped directly from the garment manufacturer
to the department store. During her stay in Hong Kong, she also bought a personal computer worth $10 000 from an
electrical appliance shop for her own personal use.

The $300 000 worth of garments would be regarded as a/an

export of Hong Kong and the $10 000 computer
would be regarded as a/an export or Hong Kong.

A. visible visible
B. visible invisible
C. invisible ...... visible
D. invisible ...... invisible
2010/CE/11/48
Refer to the following trade figures of an economy in a certain year:
$ Billion
Total exports of goods 140
Re-exports 50
Exports of services 33
Imports of goods 72
Imports of services 20
The visible trace balance is § billion.
A 68 B. 81
C. 18 D. 131
2010/CE/TI/49

Which of the followiny shoutd be included in the calculation of the invisible imports of Hong Kong?

the money spent by a Hong Kong citizen to buy a ticket for a concert held in Macau

the money spent by a Malaysian tourist to purchase a ticket for the 2009 East Asian Game held in Hong Kong

the money spent by a Hang Kong citizen on donations to carthquake victims in Haiti

the money spent by a Hong Kong citizen to purchase an RMB sovereign bond of mainiand China through a Hong

Ve Ll
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2012/DSE/1/40
Which of the following is an invisible import in the current account of Hong Kong?

A. InBeijing, a Hong Kong tourist purchases tickets to visit a logal museum.

B. A Mainland resident consults a doctor in a hospital in Hong Kong,

C. A Mainland billionaire denates money to a university in Hong Kong,

D. A Hong Kong manufacturer purchases raw materials from a Mainland firm.
2014/DSE/1/43

Which of the following is included in the calculation of the balance of Hong Kong's current account?

A. A wmainland investor purchases # house in Hong Kong.

B. A Hong Kong investor buys shares issued by a mainland listed company,

C. A mainland resident buys an air ticket to Hong Kong from a mainjand airline.

D. A Hong Kong resident buys a life insurance policy from a mainland insurance company.
2015/DSE//43

A lecturer from the US has been working in Hong Kony for [0 years. Which of the following would be included in the
calculation of Hong Kong's current account balance?

(I) the money he gives to his wife in Hong Kong

(2) themoney heuses to buy shares listed in the US stock market
(3) the money he donates to a charity organization in Africa

(4) the money he spends on visiting his parents in the US

A. (1) and (2) only
B. (1)and(4)only
C.  (2)and (3) only
D. (3)and(4) only
2015/DSE/1/44
The following table shows some information about the balance of payments of Country A.
Items $ million
Balance on goods -1200
Balance oun services 700
Net factor income from abroad 200
Net current transfer -100
Increase in reserve assets 180

According to the above data, which of the following statements are correct?

(1) The current account deficit is $400 million.
(2) Country A’s GDP is smaller thae its gross national product.
(3) The balance of payments surplus is $180 million.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), (2) and (3)

Oowx
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2016/DSE//43
The following table shows the information about the balance of payments of a country:
S million |
Visible trade 20 |
Invisible trade 5
Capital inflow 70
Capital outflow 50

Suppose the foreign exchange reserves of the country increase by $30 million, What is the value of x?

A, =70 B. -10
C. +10 D. +70 B !
2017/DSE/N/41

Which of the following transactions will be included in the calculation of the balance of payments of Hong Kong?

(1) A Mainland resident who owns an apartment in Hong Kong receives rental payment from his tenant.

(2) A Japanese resident sells the shares of a Hoey Kong firm to a Korean resident.

(3) A Hong Kony sesident buys an air tickst to London from a Hong Konyg based airline.

(4) An I[ndoncsian who works in Hong Kong as a domestic helper remits money to her husband who livesin

Indonesia,

A (1)and (3) only

B. (!)and(4) only

C. (2)and(3) only

D. (2)and (4) only
2018/DSE//42

The diagram below shows some trade data of Country A in the second quarter last year.

e valac of imported goods (growth rate %)
% o~ = = yalue of expatted goods (growth rake %)

Apr2017 May 2017 Jun 2017

Country A reported a trade surplus during that period. Based oa the given information, we can conclude that during the
second quarter last year,

the trade balance was in deficit.

the volume of imported goods increased faster than that of exported goods.
the visible tradc surplus decreased.

the current account deficit increased.

o0w
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2018/DSE//44

The Hong Kong Tourism Board organised the E-sports and Music Festival in summer 2017. Foreign E-sports players and K-
Pop superstars participated in the festival and they attracted locals and tourists from other parts of the world to attend the
event. Organising the festval will lead to

(1) an increase in private consumption expenditure in Bong Kong.
(2) anincrease in export of services in Hong Kong.
(3) adecrease in balance of payment deficit in Hong Kong.

A. (1) and (2) only
B. (1) and (3) only
C. {(2)and(3) only
D. (I).(2)and(3)
2019/DSE/1/44

A Hong Kong biJionaire wavelled to Russia 10 watch matches in the World Cup. Which of the following
would be included in the calculaon of Hong Kong’s balance of payments?

{1} He bought a travel insarance for his Rixssia trip from 2 Hong Kong agency.
(2) He bought ajerscy of the Russie natiopal tcum in Moscow as & souvenir.

{3) He invested in a Rpasian foothall chub and b the major owner.
A, (I)and (2)only
B. (I)and (3)only
C.  (2)and (3)only
B (1), (2)20d (3)
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Shorst & Structured Questions

1990/CE//3(a)(i) .
The following are Hong Kong’s Gross Domestic Product (GDP) components (at current prices) in 1988:
$ Billion

Private consumption expenditure 255
Government consumption expenditure 30
Gross domestic fixed capital formation 109
Increase in stocks 10
Domestic exports of goods 218
Re-exports of goods 275
Imports of goods 501
Exports of services 86
Imports of services 56

(The GDP deflator for 1980 = 100)

Calculate the visible trade balance. (2 marks)

1991/CE/T/4(b)
Every morning Mr. Chan transports vegetables from a farm in Shenzhen to Hong Kong. Explain whether

(i) the import value of the vegetables. and
(11) the value of Mr. Chan’s transport services

should be recorded in Hong Kong's visible trade account. Also. state the respective effects of (b)(i) and (b)(ii) on Hong

Kong’s balance of payments. (6 marks)
1992/CE/N/4(<)

State the effect of each of the following on BOTH the balance of invisible trade and the balance of payments in Hong

Kong. (4 marks)
(i) Company B deposited £1 000 into its savings account with a bank in England.

(ii) Company B received a dividend payment from investment abroad.

1993/CE/I/2(b)(i)

Many Hong Kong manufacturers have recently moved their factories to China.

Explain the cffect on the volume of Hong Kong's re~exports. (3 marks)

1993/CE/1/4(a)
The following table shows the composition of Hong Kong's Gross Domestic Product (GDP} in 1980 and 1990:

Ratio to total GDP.

GDP Components 1980 1990
Private consumption cxpenditure 62% 62%
Government consumption expenditure A% 6%
Investment 36% 28%
Exports 383% 165%
Imports 93% 161%

(i) Was extemal trade more significant to Hong Kong's economy in 1990 than in 19807 Explain in terms of the above
figures. {3 marks)

(i) Was there a trade deficit or surplus in 19807 In 19907 Give TWO reasons for the change in the trade balance. (6 marks)
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1994/CE/I/8
Explain how it is possible for a country to have a trade deficit and a balance of payments surplus at the same time. (4 marks)

1995/CE/1/9(b)

The World Cup of 1994 was held inthe USA. People fromall overthe world went to the US to watch the matches.

For each of the following situations, name the account(s) within the US balance of payments that would be affected, and
explain how the US balance of payments would be affected.

(1) Many tourists from other countries bought souvenirs in the US which were made in Hong Kong. (5 marks)
(if) Some hotels in the US were built before the event by foreign investors. (2 marks)
1996/CE/N/9
The table shows the items (in $mn) of the balance of payments of a country in a certain year:
Debit Credit
Exports of goods 24
Imports of goods 35
Exports of services 17
[mports of services 19
Capital inflow 30
Capital outtlow 63
Forcign exchange & zold account 28
Total 119 119
(a) Calculate the balance of current account. (] mark)

(b) The country has no balance of payments problem because the debit total for all items equals the credit total.” Explain
whether you agree with this statement. (3 marks)

1997/CE/l/6
GROWTH OF IMPORTS AND EXPORTS OF GOODS

° T Tt T

0 T T T 7 T > Ye
1990 1991 1992 1993 1994 1995

Explain under what corditions we can conclude from the above chart that the economy had a visibie trade surplus fiom 1991
to 1993. (3 marks)

1997/CE/N/11(a)(i)

Suppose $1 million worth of seafood is imported to Hong Kong. Half of it is sold to Jocal households at $0.8 million and
half to local restaurants at $0.7 million. These restaurants cook and sell the seafood to their customers at $1.6 million of
which $0.6 million is tourist spending.

Explain whether the above transactions together will improve Hong Kong’s

(I) balance of visible trade.
(II) balance of payments.
(4 marks)
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1998/CE/1/8
Refer to the table below:

| Year | [mports ($mn) | Domestic Exports ($ mn) | Re-exports ($mn)
[ 1996 [ 1535582 212 160 . 1185 758 '

Source: HONG KONG 1997

Based on the above information, explain whether we can come to the conclusion that Hong Kong suffered from a balance of
payments deficit in 1996, (3 marks)

1998/CE/I/11(c)
In a certain year the sales revenuc of Japanese cars in Hong Kong decreased. This was because the local demand for these
cars dropped and the demand for re-export of these cars to Mainland China also declined.

(ii) Which account of Hong Kong’s balance of payments was affected? (2 marks)
(i) Explain thc combined cftect of the two changes in demand on Hong Kong's balance of payments. (5 marks)
1999/CE/1/6(b)

Aaron won an overseas scholarship and received a remittance of' $1¢ 000,

Explain whether this initial sum of $10 000 should be inciuded in the calculation of the balance of invisible trade of the
overseas econonty. (2 marks)
2001/CE/NI/S

Refer to Hong Kong's bulance of payments account.

(a) (i) Two components of the current account are “factor income’ and *current transfers’, Name the other TWO

components. (2 marks)
(1) Give an example of the component “factor income”. @ marf:s)
(b) Besides the current account, name the other account in the balance of payments account. (2 marks)

2004/CE/ 1/8
The following information shows the trade statistics of an economy in a certain year:

Smillion
Visible trade surplus 40
Domestic exports of goods 10
Import of eoods 30
Import of services 50
Export of services 25
Calculate the value of re-exports of the economy. (3 marks)
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2006/CE/1/11(a)

An increase in private consumption expenditure usually affects the visible trade balance and the public finance.

(i) Explain how an increase in Hong Kong's private consumption expenditure may affect her visible trade balance.
(3 marks)
(i} The data below show signs of a strong recovery of the Hong Kong economy in 2004.

Change in value on
a year-on-vear basis
Private consumption expenditure +6.8 %

Total export value of oods +15.9%
Seurce : The HKSAR Government

Given the above informasion, explain under what condition would Hong Kong's 2004 visible trade balance worsen.
(2 marks)

2008/CE//11(c)
Trade deficit is a concern of many countrics,

Explain whether the visible trade balance of a country would definitely be improved when the value of its imported goods
decreases. (4 marks)

2009/CE/N/8
Suppose the balance of payments account of Hong Kong in 2 certain year is as follows:

$ billion
. Current Account R
Goods §
yid 300
Income flow 30
Current transfers «20
25 Q Account ~180

Total sum =1}
(2} The name of the component P of the current account is

(b) In the balance of payments account, the name of the O account is Account.

(c) Inthe above table, R and § stand for the current account balance and the visible trade balance respectively. Suppose
there are no ¢rrors and omissions.
(i) The visible trade balance = ____ billiondollars.

(ii) The domestic export of goods is $147 billion and the import of goods is $2 600 billion. Therefore the re-export of

goads is billion dollars.
(4 marks)
2010/CE/I/9(d)
Many mainland Chinese tourists buy souvenirs in Hong Kong which are imported from the Mainland. Explain why these
transactions would improve the current account balance of Hong Kong’s balance of payments. (5 marks)
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2013/DSENV6
The table below shows the items of the balance of payments of Country A in a certain year:

[ Debit ($ million) | Credit (§ million)

Export of zoods | 35

| Import of goods 50
Export of services 47
Import of services 27
Capital inflow 70
Capital outflow 85
Foreign exchange and reserve assets 10
Total 162 162

(a) Calculate the current account balance of Country A. (1 mark)

(b) “Country A has a balance of payments surplus because there is an increase in foreign exchange reserves in that year.”
Explain whether you agree with this statement. (3 marks)

2015/DSE/H/12(a)

Research shows that the “Individual Visit Scheme™ of mainiand tourists has brought economic benefits to Hong Kong.
However, more and more Hong Kong residents have called on the govermment to reduce the number of mainfand tourists to
Hong Kong under the Scheme.

How would the current account of Hong Kony be affected if the government limited the scale of the Scheme so that the
number of tourists from the mainiand would drop? Explain your answer. (2 marks)

2016/DSE/NI/13(b)(i)
The airport corporation plans to build an additional runway. There are two proposals to finance the runway.

Proposal A; the government increases the income tax
Provosal B: the airnort cornoration charees a Jumn-sum fee on every denartipe traveller

Discuss the effects of the two proposals on the current account in the balance of payments of Country H. {5 marks)

2017/DSE/I/12(c)
Before the British people voted against staying in the European Union (EU). t.e. Brexit, workers from the EU were fiee to

work in Britain and vice versa. Brexit has shocked the economies in Europe and the following table shows some views on
Brexit:

British politicians: British firm owners:

Low-skilled EU workers should be required to apply | The new visa requirement for EU workers affects
for a visa to work in Britain. most of the firms in the British economy.

Global investors: EU officials:

Political uncertainty in Britain increases the risk of British citizens may require a visa to visit or to work
investment projects there. in the EU countries.

Referring to the view of the EU officials, which TWO components of current account in the balance of payments of Britain
may be affected? Explain your answer (4 marks)
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2018/DSEAN/11

for 2 years.

_eoods exporting from Countrv Z.

To develop nuclear weapons and increase the military power, Country Z has raised the proportion of government
spending on national defence from 10% to 20%. All males aged from 20 - 23 are also required to join the military force

In response to the increasing military threat from Country Z, the United Nations has passed a bill to embargo most of the

Analyse the effects of the above situation on Country Z's balance of payments.

2020/DSE/I/10A

The following source shows the current account date of the US in 2017 and 2018,

% Year 2017 Year 2018
400
200 255 269
NN nHE
200
400
-600
-300 808
-1080 R
g Bafance o goods  Balance on services
{GSD billion} QUSD bilkion)
{ay () Deseribe the changzs of current account data of the US in the abuve source. 2 marks)
(i)  *Based on the above source. we cun conclude that the current account deficit of the 1S in
2018 necessarily increased.” Do vou agree? Explain, {2 marks)
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MARKING SCHEME

1990/CE-T/36 1994:CEALS6 199%/CEMI/46 2004:CE:11/49 2009/CE/1/47
B D D B (43%) B (34%)
1990/CE/N1/46 1903:CE/11/54 1998/CEANS3 2004/CE/11/59 201 CEALS
B D c B (63%) A(42%)
1990/CE/1/60 1995/ CEAL/S6 1999/CE/I1/47 200S/CEIL A4 2010/CE/1/49
A S A D (56%) A{S1%)
199 1/CE/1/49 1995/CEY/57 1999/CRHI/53 2005/CENLS7 2012/DSEW40
(& D A A (63%) A (52%%)
1991/CE/1/50 1995/CET1/58 1999/CE/M/54 2006/CE/11/45 2014/DSENL43
D D A C(23%) D (38%)
1991/CE/11/60 1996/CE/(1/48 2000/CEAYSO 2006/CE/1/48 2015/DSE/N/43
G C C D (68%) D (54%)
1992/CENLIS2 1996/CE/NIA49 2000:CEAN/5 1 2007/CE/LL/48 2015/DSE/N/44
B € {deleted) N C (69%) D (19%)
1992/CEL60 1O96/CEAYS0 2001/CR/AT41 2007/CE/1/S0 2016:DSE/1/43
8 A B (dclered; C (57%) B 48%)
1993/CE#11:40 1996/CEANS | 2001/CE145 2017/DSE/N/41
D B D B (48%)
1993:CEN/54 1997:CRA150 2002 CEILIS 2008/CLA14T 201 8/DSE1M2
B ¢ A314%) A(70%) X {dslered)
190K CENST 1907 CEALST 1143 2018 DSEAM4
B 0 B 167%; A (46%)
1994/ CREAISS 19e7:(C 2003/CETAR 2008:CEA1/49 2019/DS L4
A C C 113%) 13 {40%) G

Nare: Figurey in hrackety indicute the pereerituges of candidates choosing the correct anssvers.

1990:CE/ 3t

Domestiv exports of goods + Re-experts of goods ~ lnzports of goods 1y
= G218 + 275 - 5G1) bes,

$8 ban. (2)

199 LZCET/4(b)

(v Yes, because (1
it Js trading of physical goods 1))

It worsens Hong Kong's balance of paymeats. ¢ This item represents a payment in HK's b.o.p. acceunt, )]

(i) o, becanse )
it is trading of service. n

It favows Hong Kong's balance of payments. ¢ This item represents a receipt in HK’s b.o.p. accomt. D
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1992/CE/LA(c)
Balance of invisible trade Balance of pavments

] no ¢ffect unfavowrable
(1) favourable favourable

=

1993/CET/2(hKi)
Re-exports increase, hecause [}
more raw materials and machine to China via Hang Kong.
OR
mare Chinese exports via Hong Konx. 1

1995/CEL 4 a)
(it} Ves, because [§5]
the ratios of both experts and imports 1o total GDP increased [ed]

{1i) Trade deficit n 1980 10
Trade surplus in 1990
Reasons:
- re~exports | e.g. expansien of China made
~ exports § due to China factor, ete.
~ expansion of tertiary sector service related to trade. ¢.¢. hank scrvice, insurance service, tourism
- expansion of infrastructure service refated o trade. ¢.g. container port. airport, communication network (2@, max: 4)
[Mark the FIRST TWO points cnly.]

[994/CEA/S
It ocenrs when the country’s cupital account and other items in the curreat acconnt altogether has u surplus and the surplus is
greater than the trade deficit. 4)

1995/CE/I/9(1)

(1) Souvenirs imported from HK = the US current account / trade accetnt was wirfavourably affected — A @
Souvenirs bought Dy tousists = the US current accounnt / invisible trade account was favourably affected -—B 2)
A effect < B effect = favourable 1o the US balance of payments 4N

(i) Ttafiected the US capital account favourably. m
= favourablc to the US b.o.p. (1)

1996/CEND

(a) $(24-35+17-19 mn =-S13mn. \

(b) No. because o
there is a balanee of payments deficit of $28 mn. / the credit entry in the foreign exchange & gold account represents a
decrease in reserves @

1997:CENi6

1f the initial expert value of goods is significantly higher than the initial Tmport vahe of goads and the ditference is more

than compensaie for the difference in their individual growth rates, then there is a case of visible trade surplus. 3

1997/CE/ 1 H{a)(i)

(1) No, becanse [¢9)
there ts no export of goods but an import oF Sim, 43
(J1) Na, because {1
total payments (= §1 m.; > toral receipts (30.6 m.) 23]
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1998/CEAS

No. because (1)
10 information on other items. such as the invisible trade account (. net current transfers, net factor income from abroad, )
and the capital account, (2)

[998:CEA 1 1{c)

1H)  Current account

OR
Visihle trade account 7 Invisible trade acconnt @
(tizd The falf in the local demand for Jupancse sars will improve HK's visible trade bulance. (2)

The fall in the re-export demand for Japanese cars will worsen HK s invisible trade balunce. (2y
The conbined cfiect un FK's balunce of paymonts Is uncertain, depending on the refative strength ol the above bvo
Jorees. )

1990/ CEN/G(b)

Not msluded, because [0))]

this $HI 09 is not the vahue of a service. 4]
2001°CE/R

@ ) Goods )

Services H

(1) L. imterest (other examiples are: dividend, rental tncome, wages) carned from / pard to foreign countrics (&)

(b) The capitel and Bnancial account 2)

2004/CE/I'8

Re-exports = visible trade surplus + import of goods - domestic exports
=$(30+30-10)m (n
=860 m )

2006/CE//1 1{a)

(i) Visible trade balance = value of exports of goods - value of imports of goods (&3]
[Most goods in HK are imported.] In Hong Kong, an increase in private consumption usually means an increase in
value of imports of goods. (1)
.. Visible trade balance most likely worsens, §8

{other things being equal or assuming no change in value of exports of goods.]

(i) The condition is:

Tncrease in the value of exports of goods < increase in the value of iniports of zoods £
2008/CE/11(c) A
Visible trade balance = value of exported goods - value of imported goods (&)
No because n
there may also be a fall in the valuc of exported goods [83]
which s larger than the fall is the value of imported woods. [42]
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2009/ CENS 10 al) The balance of current account in 2017 = -808 + 255 = - 533
(aj  Pis services. 1 The balance of current account in 2018 = -8914265 = - 622
1 Q Account is Canital and Fioancial Acconat = According to data of source A , the current account worsen { increase in deficit ) by 89.
©) (1) Visible trade baiance = <138 billion dolars {1
(i) Re-export of goods = 2 323 billion dellars & 1i ) Not necessarily. As the other two components of current account ( income and current transfer ) are not
given in data . there is no conclusion can be drawn about the change of current account,
2010/CEAScd
Imported sonvenirs will deercase (the visible trude balance and hence) the balance of HK' s current account ij
Souvenirs sold to inbound {ounsts will increase {the invisible trade balance of) HK's current account. (2j
The deerease jn the current account balance is smaller than the increase in the curront account balance. (1)

There is value added 1o the souvenirs by local service providers. €}

2013/DSENNG

{a) Balapce of current accaunt = 8[35 - 50 + 47 - 27] million = §$35 million €]
(b) No. because N
the BOP balance is ~$10 million. which implies s BOP deficit 2

2015/DSEM2(a)

A drop in the expert of serviees to mamntand (ourists (1)
would reduce HK s cwrent account surplus (or enlasge its deficit). (1)

2016/DSEAL [3b(§)
Propasal A on cusrent account

An increase it income tax would lower disposable income (1)
and result in a drop in consumption. AD. as well as output level, [£)]
fmport wonld fall. implying (1
a bigger surplus ar smaller deficit in the cuerent account balance (8}

P:zoposal B on carrent account:

A fee charged on depariing oavellers would result in an increase in the cost of usiag the airpost. (1)

Travellimg industry would be adversely affecled. reducing the aumber of both incoming and oulgoing traveflers. (h

Both mmpert and export of services would drop. Y

causng an ambiguous change tn the current account balance, ¢

2017/DSEAL12(c)

Invisible rade the inergase 10 cost of trave] would result ia a fall ip the nacber of Beitish citizens visiting the EU and
hence the import of services,

Factor income: with fewsr British workers working in the ELY, there would be a drop ia total wage payment to such
workers,

Ul there would be a drop in thuir remittance back o Britain,
(210, max: 4)

vaith fewer workers werking in the

2018 DSENN/ LI

Balance of payments would be worsened, because )
export of goods would fall because of the embarga: (1}
export of services would also Jall as fewer tonrists would wunt to visit Country Z because of the threal of war: and in
foreign investors would withdraw their investments th Country 2. so capital may flow ost of the country. h)
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8.2 EXCHANGE RATES

Moultiple Choice Questions

1990/CE/11/58

Which of the following would make depositors in Hong Kong transfer their local currency deposits to foreign currency
deposits?

A, The interest rate in Hong Kong has increased relative to other countries.
B. There is a widespread belief that the Hony, Kong dollar is overvalued.
C.  The local political development is favourable.
D. The value of Hong Kong's exports has increased.

1990/CE/1/43

Suppose that the Japanese yen appreciates against the Hong Kong doliar and the Italian lira depreciates against the Hong
Kong dollar. The demand for Iwlian cars in Hong Kong will

A, increase.

B. decrease.

C. remain unchanged because there is only a change in the quantity demanded.

D. cither increase or decrease depending on the extent of price changes.
1991/CENYS1

The appreciation of the Japanesc yen may cause

A. adecrease in the price of Japanese goods in Hong Kong.
B. adecrease in the number of Mong Kong tourists visiting Japan.
C. anincrease in the quantity of goods exports by Japan.
D. adecrease in Japanese investment abroad.
1993/CE/IVSS
The below change in the exchange rate of the Hong Kong dollar against the Japanese yen would lead to
Year Exchange rates
1990 HK$576 = 10 000 Japanese yen
1991 HKS$622 = 10 000 Japanese yen
A, aslower growth rate of imports from Japan.
B. asmaller volume of Hong Kong garments exported to Japan,
C. less Japanese investments in Hong Kong's real estates.
D. atrade surplus in Hong Kong against Japan.
1993/CE/N/57

If the Hong Kong dollars depreciates against the Japanese yen,

fewer Japanese tourists will be willing to come to Hong Kong
the price of imports from Japan will fall

the competitive power of Hong Kong products in Japan will fall.
those who hold Japanese yen deposits wilj gain

Unowx>
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1995/CE/MI/53
Urder the linked exchange rate system, if the US dollar depreciates against the Japanese yen sharply.,

A_  more US tourists will visit Japan,

B.  more Japanese tourists will visit Hong Kong,

C. fewer Hong Kong products will be exported to the US.

D. fewer Hong Konyg procucts will be exported to Japan.
1997/CE/N1/54

When the HK dollar appreciates against the British pound,

A, the volume of the exports of Hong Kong to the UK will increase.

B.  the volume of the imports to Hong Kony from the UK will jncrease.

C. the volume of the imports to Hong Kong from the US will increase.

D. thecapital inflow to Hong Kong from the UK will increasc.
1998/CE/11/48

What will be the effect on Hong Kong's trade with Canada if the exchange rate changes from C$1 = HK8$5.7 to C$1 =
HK$5?

A.  The volume of Hong Kong's exports to Canada will increase

B. The volume of Hong Kong's imports from Canada will increase.

C. Hong Kong's imports from Canada will be more expensive.

D. Hong Kong's expenditure in Hong Koung dollars ou imports from Canada will increasc.

2003/CE/11/47
‘What would result from the following change in the exchange rate between the HK doltar and the Japanese Yen?

[ 15% February | HKS$6.4=100ven |
| 15" March in the same vear | HKS6.1 =100 yen |

(1) The volume ofimported goods from Japan to Hong Kong would increase.
(2) The number of Japanese tourists to Hong Kong would increase.
(3) The prices of exported zoods from Hong Kong to Japan in terms of Japanese yen would increase.

A. (1)and (2) only
B. (1) and (3) only
C. (2)and (3) only
D. (1), (2)and (3)
2004/CE/11/48

In which of the following situations will the export volume of a country increase?

(1) an increase in the tariffs on imports

(2) adepreciation of the domestic currency

(3) an appreciation of the domestic currency

(4) anincrecase in income for the trading partners

(1) and (2) only
(1) and (3) only
(2) and {4) only
(3) and (4) only

UQw>
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2005/CE/N1/49

Year X Exchan pre rate
January USS1 = 120 Japanese vea

May USS! =105 Japanese ven |

Under the linked exchange rate system, the above change in the exchange rate between the US dollar and the Japanese yen
will lead to

a decrease in the number of Hong Kong people visiting the US.

an increase in the number of Hong Kong people visiting Japan.

a decrease in the quantity of Japanese electrical appliances exported to Hong Kong.
a decrease in the quantity of Hong Kong made fashions exported to Japan

Uowy

2007/CE/NI/4%
In which of the following situations will the import volume of Hong Kong from Japan increase?

A.  The income of Hong Kony falls.
B.  The national income of Japan rises
C. The exchange rate of the Hong Kong dollar to the Japanese yen changes from HKS$6.7 = JP¥100 to Hk$6.9 =JP¥100.
D. The Hong Kong economy is in the recovery stage.
2008/CE/L1/50
The table below shows a change in the exchange rate between the US dollar and the Japanese Yen,
Date Exchange rate
11 July 2007 US$1 =¥122
14" November 2007 US$1 =¥111

Under the linked exchange rate system of Hong Kong, the above change in exchange rate would Iead to

(1) an increase in the competitiveness of Hong Kong exports to Japan
(2) adecrease in the number of Hong Kong tourists to Japan
(3) adecrease in the total value of Hong Kong imports from Japan (in terms of the Hong Kong dollar)

A (1) and (2) only

B. (1) and (3) only

C. (2)and (3) only

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

2009/CE/1U/4%
Date Exchange rate

1.12.2007 US$1 =930 KRW
1.12.2008 US$1 =1 468 KRW

Under the linked exchange rate system of Hong Kong, the above change in the exchange rate of the South
Korean Won (KRW) with the US dollar would lead to

more Korean tourists visiting Hong Kong.
more Hong Kong tourists visiting Korea.
fewer US tourists visiting Hong Kong.
fewer US tourists visiting Korea.

9nwp
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2010/CE/11/50

Under the linked exchange rate systeni. when the British pound depreciates against the US dollar, there would be

A. anincrease in the quantity of Hong Kony electrical appliances exported to Britain,
B. adecrease in the quantity of British souvenirs bought by Hong Kong people.
C. anincrease in the number of Hong Kong people visiting the US.
D. adecrease in the number of British people visiting Hong Kong.
2012/DSE/N/39
Date Exchange rate
September 2010 HKSI10 = 1 Euro
July 2011 HKS11.3 = | Euro

The above change in the exchange rate between HKS and the Euro will result in

A.  adrop in the number of tourists from Europe to Hony Kong.

B. adrop in the price (in terms of HKS) of imports from Europe.

C. adrop in the total value (in terms of the Euro) of imports from Europe.

D. adrop in the exchange rate of the US dollar against the Euro.
2013/DSE//37

A country's currency appreciates against its trading partners” currencies. 1 the country’s demand fot tmports is
the appreciation of its currency will Iead to ___ in the total import value (in terms of domestic currency).

A, unitarily elastic ....., arise

B. inelastic ...... arise

C. elastic..... a fall

D. inelastic...... a fall
2014/DSE/V/42

Suppose South Korcan Won depreciates against the US Dollar. Under the linked exchange rate system of Hong Kong, which
of the following would be results of the above change in the exchange rate?

(1) The volume of imported goods from South Korea to Hong Kong would increase.
(2) The price of exported goeds from Hong Kong to South Korea in terms of HK doltar would increase.
(3) The number of tourists ffom South Korea to Hong Kong would decrease.

A.  (1)aund (2) only
B. {I)and (3) only
C. (2)end (3)only
D. (1} (2)and (3)
2016/DSE/l/44

Suppose the countrics in a certain region are competitors of exporting goods to the U.S. The currencies of the countries in
the region except that of Country X depreciate against the US dollar. As a result. the volume of Country X's exports to the
U.S. will

decrease.
increase.

remain canstant.
be indeterminate.

Sows
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2016/DSE/N/45

Date Exchange rate
15 February 2015 US$1 =€ 0.8773
15 August 20135 US$1 = € 0.8965

Under the linked exchange rate system of Hong Kong, the above change in the exchange rate of Euro (€) to the US doliar
would lead to .

A. an increase in the number of European tourists to Hong Kong
B. an increase in the total value (in terms of Hong Kong dollar) of European exports to Hong Kong
C. adecrease in the volume of Hong Kong exports to the U.S.
D. adecrease in the total value (in terms of Hong Kong dollar) of Hong Kong exports to Europe
2017/DSE/N/44
Date Exchange rate |
22 November 2015 US$! =RMB¥6.39 |

22 November 2016 US$1 =RMB¥6.89 |

The above change in the exchange rate between the US Dollar and the Reaminbi would lead to

(1) adecrease inthe number of Chinese tourists to the US.
(2) adecrease in the competitiveness of US exports to China.
(3) an increase in the total value of US exports to China (in terms of the US Dollar).

A, () and (2) only
B. (1)and(3) only
C. (2)and (3) only
D. (1).(2) and (3)
2018/DSE/N/45
Exchange rate |
Day ! 1 HKD=0.83RMB |
Day 2 1 HKD=0.77RMB |

Mr Wong used $10 000 Hong Kong Dollars (HKD) to buy Renminbi (RMB) at Day I and sold the sum at Day 2 to obtain
HKD at the exchange rates shown in the table below.

Mr Wong

oowy>

approximately in the above transactions.

lost HK$779
lost HK$600
gained HK$600
gained HK$779

1993/CE/11/33
Which of the following about the linked exchange rate (B} & ¥ 2& ) in Hong Kong is correct ?

oOw

1t is determined by market forces.

It has been changed several times by the government,

The linked rate system is used to stabilize the exchange rate of the Hong Kong dollar.
It is an exchange rate between the Hong Kong dollar and a basket of foreign curtencies.
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1993/CE/N1/36
Which of the following will lower the value of the Hong Kong dollar?

A.  The US dollar appreciates against other currencies.
B. The government issues new $10 coins to replace $10 notes.
C. The money income increases.
D. The GDP deflator increases.
1996/CE/11/52

Hong Kong practises a linked exchange rate system. In the foreign exchange market the exchange rate of the Hong Kong
dollar relative to the US dollar is and that relative to other currencies is

A.  fixed at US$1 =HK$7.8...... fixed
B. fixed at US$1=HKS7.8...... not fixed
C. notfixed...... fixed
D. notfixed ...... not fixed
1999/CE/11/49

Under the linked exchange rate system of Hong Kong, which of the following statements is true?

A. The exchange rate of the HK dollar refative to Renminbi is fixed.
B. The market exchange rate of the HK dollar relative to the US$ is fixed at US$1 = HK$7.8
C. The competitiveness of Hong Kong exports decreases when the US dollar appreciates against other currencies.
D. Hong Kong will not have a balance of payments problemm.
2000/CE/1L/52

Suppose the Japanese Yen appreciates greatly against the US dollar. Due to the linked exchange rate system.

A.  The HK dollar will depreciate greatly against the Japanese Yen,

B. The US dollar will depreciate greatly against the Japanese Yen.

C. The US dollar will depreciate greatly against the euro.

D. The BK dollar will depreciate greatly against the euro.
2001/CE/11/46

Under the linked exchange rate system in Hong Kong,

the market exchange rate of the HK dollar refative to the US dollar is fixed.

the market exchange rates of the HK dollar relative to currencics other than the US dollar are fixed.

The HK dollar will depreciate against the Australian dollar if the US dollar appreciates against the Australian
dollar.

D. The HK dolfar will appreciate against the Japanese yen if the US dolfar appreciates against the Japanese yen.

Dwx

2006/CENY/47
Under the linked exchange rate system of Hong Kong, which of the following statements is correct?

A, Theexchangerate of the Hong Kong Dollar (HKD) relative to the US dollar (USD) is fixed at USD1=HKD7.8 on
the foreign exchange market.

If Mainland China has a visible tradc surplus, Hong Kong will also have a visible trade surplus.

When the USD depreciates against the Euro, the RKD wil also depreciate against the Euro.

All of the above.

gow
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2020/DSE/T/ 44

Macroeconomics By
i i : The following table shows the change in the exchange rate of Euro against the US dollar.
2009/CE/V/50
Under the linked exchange rate system of Hong Kong,
n S ‘ 8 s l Date Exchange rate

A,  the exchange rate of the Hong Kong dollar with the US dollar in the foreign exchange market is fixed. N =

B. the Hong Kong government need not hold a large amount of foreign exchange reserves. v September 2013 | 1 EUR=USS 1.176

C. Hong Kong citizens can give the Hong Kong government Hong Kong dollars in exchange for US dollars at the 22 August 2018 1 1 EUR = USS 1.109

linked rate.
D. the Hong Kong dollar banknotes are fully backed by foreign exchange reserves.

The above change in the excibange rate will lead to & decrense in

A, the pmmber of Furopean tourists visiting the US,

the volume of goods exporad from Europe to the US.

the total value of US exports o Evrope {in terms of Euro).

the tota] value of Evropean expons lo the US {in temm of the US doltar).

2013/DSE/I/40
Which of the following statements about the linked exchange rate system of Hong Kong is correct?

vow

(1) Hong Kong dollar banknotes are fully backed by Renminbi and the US dollar,
(2) The Hong Kong Monetary Authority holds a considerable amount of forcign exchange reserves.
(3)  All note-issuing banks can exchange for US dollars at the linked rate with the Hong Kong Monetary
Authority. Y i1
{(4) The exchange rate of the Hong Kong dollar to the US dollar in the foreign exchange market is tixed dlPLGREER
Under the linked exchange rate syst=m of Hoog Kong, which of the following stawements is correet?

A (1) and (2) only
2' E,l,) -anf[ (,4.) on}y A, The maney supply M) of Hong Koog has (o be fully backed up by the US dollar.
- () and (3) only B. Hong Kenp's cxport volume will increase when the US dollar deprecsates against other
D. (3) and (4) only curtencies.
C.  The market exchange rate of the HK dollar relative to the US dollar Is fixed.
2015/DSE//42 ®.  Hoag Kong citizens can seli 1 USD to the three note-issuing banks for 7.8 HKD.

Under the linked exchange rate system of Hong Kong, which of the followiny statements is correct?

A, The money supply (M1) of Hong Kong has to be fully backed by the US dollar.
B.  The market exchange rate of HK dollar 10 the US dollar is fixcd at 1USD to 7.8 HKD by the Hony Kony
Monetary Authority.
C.  Hong Kong’s import volume will increase when US dollar appreciates against other currencies.
D. A current accoont deficit in the US will lead to a current account deficit in Hong Kong.
2017/DSE/N/45

Under the linked exchange rate system of Hong Kong, which of the following statements is correct?

A, The non-bank public can sell their Bong Kong dollars to the Hong Kong Monetary Authority in exchange for US
dollars at any time.

B. Itenables the Hong Kong Monetary Authority to carry out an expansionary monetary policy to stimulate private
investment.

C.  The market exchange rate of the US Dollar against the HK Dollar is fixed at US$1 = HK$7.8.

D.  There would be a downward pressure on the consumer price indices of Hong Kong when the Renminbi
continuously depreciates against the US Dollar.

2019/DSE/N/45
Swgy the prices of iPhone X in Hong Kong in terms of Hoag Kong dolar {HKD) and in the Mainlsnd in
20 of Rerminbi (RMB). :
Bong Kong - TheMainland
HKD 8588 RMB 8316

Givea the exchange rate of HKD 1= RMB 8.375, which of tie following statements is correct?

“Fravellers tead 10 buy an Phéne X in the Mainland @stead of in Hong Kong.

RMB is uader-valued as the price of an iPhone X in tho Mamnland is lower thae that in Hong
Koag. '

If the transporration cost is HKD 950, buying ac Phone X in Hong Kong and re-selling It in the
Maintand will no longer gein.

The potential gain from. ‘day low, sell high* will disappear whea the price of Phone X in Hong
Kong is higher han HXD 9504.

v oo w»
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Short & Structured Questions

1992/CE/V2(c)

Some garment manufacturers in Hong Kong import raw materials from Japan, Explain how a depreciation of the Hong Kong
dollar against the Japanese yen affects the unit cost of production of these firms. (4 marks)
1998/CE/U/11(b)

Suppose Japanese Yen depreciates against the Hong Kong dollar, and that Hong Kong people’s demand for Japanese cars is
elastic.

With the aid of a diagram, explain how these factors wonld affect the sales revenue (in HKS) of Japanese cars in Hong
Kong. (8 marks)

1999/CE/N/9(b)

The Japan¢se Yen depreciated sharply against the Hong Kong dollar. Other things being equal, what would be the effect on
the sales revenue of French cars in Hong Kong? Explain your answer with the aid of a supply-demand diagram. (9 marks)

1999/CE/1/10(d)
The table below shows changes in the exchange rates between the Hong Kong dollar and some other Asian currencies:

HKS$100 equals
Date Japanese Indonesia Rupiah Thai Baht
ERE BB
15/10/1996 1448 29412 324.7
10/10/1998 1515.15 166 666.7 512.82

Explain the effect of such changes on the exports of Hong Kong to the US market and explain further the effect on Hong
Kong's unemployment. (6 marks)

2002/CENN2(2)(ii)
Mr Wong runs a bookstore in Hong Kong. He sells books imported from Britain, Suppose the exchange rate between the US
dollar and the British pound changes as follows:

[April [USST=£075 |
May | USS! = £0.70

Suppose the price of books imported from Britain remains unchanged in British pound and the demand for these books is
inelastic.

With the aid of a diagram, explain how Mr Wong's sales revenue of these books in HK dollars would change. (7 marks)
2004/CE/1/11(b)
In Hong Kong, many fashion items arc imported from Europe. Suppose the US dollar depreciates against the Euro,

(i) Explain how the import price (in terms of HK$) of European fashion items would change under the linked exchange
Tate system. (2 marks)

(it) With the aid of a diagram, ¢xplain under what condition the total import value (in terms of HK$) of European fashion
items would decrease. (6 marks)
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2006/CE/T/10
A change in the exchange rate of the Euro (€) is shown below :

Date Exchange rate
1 December 2005 €1 = HK$9.07
18 January 2006 €1 =HK$9.57

(a) Suppose that during this period of time, the price of European cars (in terms of €) imported into Hong Kong did not
change,

(i)  Explain how the above change in the exchange rate would affect the price (in terms of HKS) of European cars
imported into Hong Kong. (2 marks)

(it) With the aid of a diagram, cxplain why the above change in the exchange rate could lead to an increase in total
expenditurc (in terms of HKS) on European cars imported into Hong Kong. (6 marks)

(3ii) Explain how the above change in the exchange rate would affect the total value (in terins of €) of Ewropean cars
imported into Hong Kong. (2 marks)

(b) Through a commercial bank. Mr Chan bought 10 090 Euros on | December 2005 and sold them on 18 January 2006 at
the rates shown in the above table.

(i) Calculate Mr Chan's gain / toss (in terms of HK$) in the above transactions. Explain whether this gain / loss
should be included in the calculation of Hong Kong’s GDP. (4 marks)

2008/CE/1/11(a)
Trade deficit is a concern of many countrics. The US govemment is trying to reduce the value of its imports from China,
Two methods are suggested:

1. To press the Chinese government to revalue the Renminbi (RMB)
2. To impose a quota restriction on the imports from China

Explain under what condition the value ot US imports (in terms of USS) from China will decrease due to a revaluation of
RMB. [llustrate your answer in Diagram ] below. (7 marks)

Diagram }

Unit price (USS)

b

Quantity of imports
[ from Chima - d
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2010/CE/N/8

Suppose from 2008 to 2009, the price of jeans exported to Japan from Hong Kong in terms of Hong Kong dollars (HKS)
remained unchanged. In the same period of time. the price of computers exported to Hong Kong from Japan in terms of
Japanese Yen (¥) also remainzd unchanged. However. there was a change in the exchange rate between HKS and ¥ as
foliows:

Date Exchange rate
13 August 2008 HK$7.1 =¥100
18 August 2009 HK$8.2 =¥100

What would be the effect of the above change in the exchange rate on the following items (a), (b) and (c)? For each item, fill
in the blank by selecting the cotrect answer from one of the four choices:

increased decreased remained unchanged uncertain

Item (In terms of HKS) Effect

(a) the price of Japanese computers exported to
Honp Kong
(b) the total value of Japancse computers exported to
Hong Kong
(¢) the total value of Hong Konyg jeans exported to

Japan
(3 marks)
20(2/DSE/NI/8
A country’s currency depreciates against its trading partners’ currencies. Will the depreciation necessarily fower the total
import value of this country (in terms of domestic currency)? Explain with the aid of the diagram below. (7 marks)

Price (in terms of domestic currency)

0 Quantity of imports
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2014/DSE//11(a)
The following table shows the change in the exchange rate of the Hong Keng dollar against the Japanese Yen,

Date Price of 1 unit of
Hong Kong dollar
1* August 2012 10.2 Yen
1 August 2013 12.5 Yen

Suppose the price of Japanese automobiles (in terms of Yen) does not change. With the aid of Figure 2, explain why the
above change in exciange rate would lead to an increase in the total export value (in terms of Yen) of Japanese automobiles
to Hong Kong. (7 marks)

Price in terms of
Japanese Yen

0' > Quantity of
Figure 2 Jspanese automobiles
exported 1o Hong Kong
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2018/DSEAN/12(d)
Source 2: Statistical data about tourism in Hong Kong in 2016 MARKING SCHEME
2016 Compared with 2015 (%) - ) )
1990/CE/{1/38 1998:CE/11/48 2010/CE/1I:30 2018:DSE: 145 2006:CE/LI/4T
Mainland visitors 42.8 billion -6.7% B B D (70%) D (57%) C (63%)
Total visitors 56.65 billion -4.5% 1990/CE/T1A3 2003:CEAN47 2012/DSEI9 1983/CEAL33 2009/CE/I/50
i i A B (57%; C(37% C D (29%)
Total.tounsm.expcndlturc. HK$296.2 billion 10.1% o 7% (29%
associated to inbound tourism . .
199 {/CENI/ST 2004/CE/ (1748 2013/DSEART? 1993/CE/NI36 2013/DSE//40
B C (66%) D (52%) D C (70%)
Source 3: exchange rate of the Renminbi (RMB) to the US dollar (USD) between 2015 and 2016 ) . - [ -,
1993/CENAS 2005/CE1:49 2014/DSENA42 1996/CEA152 2013DSETA42
A C152%) B (36%) n C {62%)
UsD ‘Exchange rate of RMB 1
0.165 1995:CEALST 2007/CEi49 201u/DSEN44 1999/CE11:49 2017/DSENMS
) vl D {498 A(32%) C D (40%n
2l 1995/CRA155 2016/DSE/43 2000/CE152 S0DSEAAS
0.155 B D {36%: A C
0.15 1997 CESY 2000/CEN 40 2017 DSEH 200VCEN 46 2020/DSEA/44
) B B ($4%1 A 6%} D A
0.145
0.14 T e R e e e e S S S 2020/ DSEAMSS Note: Flaures in brackets indicate the percentuges of candidates choosing the correct unswery.
B
0.135 T -
& = =
8 5 8 1992/CE1 2 e)
g 2 2 Depreciation of HKS
= import pricesicost of imported raw materials (in HKS)7 2]
= unit cost of prodaetion T {2}
A reporter stated, ‘The change in the exchange rate of the Renminbi to the US dollar was a major factor contributing to the
change of the total tourism cxpenditure associated to inbound tourism.” Based on Sources 2 and 3, justify his statement. ICT T
s X 1998:CE/I/11(k)
(6 marke) Trice of Japanese cars (quoted in HKS) talls ¢}
= an increase in the quantity demanded for Japanese cars (1}
Elastic demand means the % change in quantity demanded is larger than the % change in price. (3}
2019/DSE/IV11 =» sales revenue increascs (i.e. revenuc loss < revenue gam) @)
P
The Guasgzhou-Shenzhen-Hong Kong Express Rail Link (High Speed Reil) was launched in September T
2018.
Suppose the fares of the High Speed Rail in tams of RMB are fixed. The fares of Efigh Speed Rail tickets
sold in Hong Kong, in terms of Hong Xong doflar (I3KD), will be edjusted according to the exchange rate of B 777
RMB agaiost HKD. g’ ;}C}?’;
2 [
() ‘A depreciation of RMB against the US dollar (USD) will zesuit i an increase T total revaae (in NN
termos of HKD) of High Speed Rail tickets sold . Hoog Kong.” With the aid of Figure 2, explain "GATNY
undor what condition this statemeat wilf be correct. (8 marks) \\Y
' . AN B o6
N Q=
Indicate in the dizaram:
-PlandQd 1 M
- Carrect position of *Gain” and ‘Loss” (1
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1999/CENSLb)
The devaluation =» price {in HKS) of Jupancse cars | (= guantity of Japanese cars demanded 1) 8]
Japanese cars and French cars are substitutes Q8]
. demand for French cars | )
= both the equilibrium price and quantity of Freach cars | (DD
=> sales revenoe of French cars | (&om 8P1E;Q) {o OP:E:Q;) 1)

Unit grice

S~

o,

i

Q€Q  Quantity of French cars

Indicate in the diagram:

- D shifts to the tefi {n

-PlamdQ| M

- TR | tarea P,E:Q,Q-E:P:) m

1999/CET/10(d)

HKS apprecistes against these Asian curreacies. (1)
= these Asian couniries’ exports beconre relatively cheaper than HK exports in the US market. H
= as there are (cheaper) substitutes. dewand for FIK expotts | 23
= desived demand for [abow in MK s export sector [, so HK's unemployment is very likely to increase, )

(Note: fn the context of 1-AS, you may argac that i decrease for HR s exports will lead to « deceease in Flong Kong's
aggregaie demand, whiclt world cesalt in o (larger) deflationdary gap, {8 represents the existence of (maore) nnemployed
workers in the fuctor market.)

20027

1 2ea)ity

Dnit Price D

P!

P,

[

Indicate in the graph:
- sciling price 1 and guantity demandext | 48]
- gain > loss 2
Yerbal explanation:
The selling price increases (due to the depreciation of the HKS against the British Pound). {n
The quantity demanded decreases. Q)]
The pereentage chunge in quantity demanded is smaller than the percenrage change in price. (1)
Total revenue increascs. ()
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2004:CET ()
(1 Increase. because
HKS depreciates against the Buro dollor under the fiuked exchange rate systeut.

(i) (The rise in price leads to) a &1 in quantity demanded.
Elastic desnand for imports
9% change in P < %% change in Qd

Unit price
D
P E,
SN
1
N
0 AN D Quanity
QL <« Q

Indicate in the diagrany:
- gam in total import value (G) < loss in total import value (L)

2006/CE//10
{a) (1) lncreased, because
Euro appreciated against the Hong Kong doifar.

(i) With an increase W import price in termns of HKS. the quantity of impoited cars decreased.

1§ dexnand is inclastic. %o change (increase) in P> 96 chanyge (decrease) in Qd.

Usit Price (iz HKS)

Indicale in the disgany
- Ptand Qd |

- Corruet po
- ‘Increasy”

on of “Inerease” and 'Decrease” in totad expendimre
“Deercase’

(131 1nierms oY €L the ok value of imported cars from Surope decreased, because
the velume of impoerts decreased while the price ofimported cass in terms

remained anchanged.

b (1 16 000

alned $3 D00,

No, because
the capitai gain does not involve production.
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2008:CEA/1 1(a)

Import price increases as a result of revatuation and the import goaotity decrsases,

Condition: elastic demand

%% change in price < % change in quantity demanded

Indicate in the diauram:
~ price increases and quantity decreases

Unit price (US$)
is]
P2
Pl /
0

D

» Quantity

Q@ Q

- correct position of increase in import value” and “decrease in impost value®

- area of increase in impost value™ « arex of “decrease in inport value®

2010/CEL8
(a} increased

(b) uncertain

¢) increased

2012/DSEALS
No. because

if the demand for jport is inclastic . the impert value will not decrease
as the percentage increase in price will be greater than percentage decrease tn quantity demanded.

Indicare in the diagram:

“PlandQd}

- "gain in import vatue' > ‘loss tn import value’

P,

D

P

Qi2, Q4
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)

1)

(2)

(1)
(1)
(k)

(1
(1

t

(D
(e3)
i)

(th
(1

8. International Finance’

20 LDSEN) Y

Japanese Yen depreciated against Hong Kong doliar. (1)
As the price of Japauese aulomebiles does not change, the automobiles become cheaper 18 terms of HKD and Hong Kong

importers will buy mere Japanese antomobiles [88]
The demand Jor Japanese aufomobiles by 1K people increases, (03}
Quantily transacted increases. [€3]

Therefure, wtal export vahie of Japanese autoemobiles increnscs. 1

Price in terms of
Japatiese Yen /[

| ——
By

i | D
E Do i Quantity
: Q @
- demand curve shifis to the right &)
- 2 higher quantity transacted 1
- 8t in tota) value (84

2018/DSEAII2(d)

During 2015-16, RMB depreciated against USD. Under HK s linked exchange rate system, the value of HKD wouid follow
that of USD. so RMB depreciated against HKD as well.

Depreciation of RMB implics that goods in HK became more expensive in terms of RMB. Therefore fewer mainland tourists
would come to HK ¢, and those who came would spend less in HK).

As mainland visitors were the nogjor sonrce of lounssts in 1K, a sigmficant drop in “total tourism expenditure associated to
inboued tourisma™ would result, (6)
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SECTION 9: EXTENSION OF TRADE THEORY AND ECONOMIC DEVELOPMENT

9.1 EXTENSION OF TRADE THEORY

Mutltiple Choice Questions

(Note: For reference unly; no nutdtiple-choice question will be set on the elective parts,)

1990/AL/11/20

Refer to the following diagram about a country:

Good ¥ (units)

150

c Good X (uits}

Which of the following statements about the country are correct?

(1) Trade allows consumption to go beyond its production possibility curve.
(2) It has a comparative advantage over its trading partner in the production of X.
(3) The cost to its trading partner of producing 1Y is higher than 1.5X.

A. {(l)and (2) only
B. (1) and (3) only
C. (2)and (3) only
D. (1. (2 and(3)
1991/AL/I1/04

80:

=)

In the above diagram, AA and BB are the production-possibility frontiers of Countries A and B respectively.

onwy»

Good Y

il

ix
5 . 30 Goed X

Country A will not trade with Country B.

Country A will export Good X to Country B.

Country B has a comparative advantage in the production of Good X.

Country B has an absolute advantage over Country A in the production of Good Y.

360

AB = pre-trade consumption possibility curve
AC = post-trade consumption possibility curve

1992/AL/1/29

Country Y
L

Xe
Country X

TWheat

Refer to the above diagram. BC and CE are the production possibility frontiers of Country X and Country Y respectively.

Which of the followiny statements is FALSE?

UOw>

1995/AL/MINRY
Trade enables a country to

A.  produce beyond its production possibility curve.
B. consume beyond its production possibility curve.
C. produce and consume beyond its production possibility curve.
D. None of the above.
1996/4L/11124
Geod X'
%048
s0lA

Country X lias a comparative advantage in the production of wheat.
Country Y has a higher opportunity cost in the production of wheat.
If CG represents the terms of trade. Country X gains through importing cars from Country Y.
If CF represents the terms of trade, Country X gains through importing cars from Country Y.

B

1Y

13 30

Refer to the above diagram: AA and BB are the production possibility frontiers of Country A and B respectively. Which of

the following statements is correct?

onwa

Country A hus 3 comparative advantage in the production of good Y.

Country B has a lower opportunity cost in the production of good X,

Country A gains through importing good Y from country B if the terms of trade is IN = 1.5V.
Both countrics will not trade with each other if the terms of trade is 1X =2Y.
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9. Elective 2
199U ALAL/1T 1999/AL/11/19
Food Consider the diagram below for an economy that has just opened itself up to trade with the outside world. AB shows the pre-
trade consumption possibility curve while CD shows the post-trade consumption possibility curve. Which of the following is
correct?
160 |.C

If CD is the production possibility frontier of both countries A and B, then

I
1 OOA) Good X

A.  Trade ¢nables the country to increase the production of good X along CD.
(1) neither country has an absclute advantage in the production of food. B. 't[};1.1c opportunity cost of producing each unit of good Y is more than two units of good X for the trading partner of
(2) neither country has a comparative advantage in the production of food. c T};s country. h ive ad . dine in th ducti Frood X
(3) the domestic exchange ratio between food and houses will be 1 : 1 for both countries. Y e country has a comparative advantage over its kading partner in the production af gaod X.
D. None of'the above,
A. (1) and (2) only
B. (I)and(3)on!
c ézi ::d 8 §:§ 2001/AL/11/20
D‘ (1). (2) and (3) Country A uses labour only to produce good X and Y. The labour requirements for each unit of X and Y are 0.5 and 2
' T respectively. Without international trade, Country A consumes 50 units of X and S0 units of Y. Suppose the terms of trade is
1, which of the following statements are correct?
1998/AL/U18 5 . .
Good Y (1) With international trade, Country A will produce more good Y.
(2) With international trade, Country A will increase its consumption of good X.
S A (3) With international trade, Country A will increase its consumption of good Y.
A, (1)and (2) only
B. (1)and(3) only
2018 C. (2)and (3) only
D. (1), (2)and 3)
B A
o 0 ) Goad X
2001/ALAY/2)
In the above diagram, AA and BB are the production-possibility frontiers of Country A and B, respectively. Which of the Good Y
following statements must be trus?
(1) Country A will not trade with Country B. 15 pA

SO0y

(2) Country A has a comparative advantage in the production of good Y.
(3) Country A has an absolute advantage over Country 8 in the production of both good X and Good Y.

(1) only g A . GoodX
(2) only 20
(1) and (2) only
(2) and (3) only In the above diagram, AA is the production possibility frontier of country A. Supposc the terms of trade is 1. The net gain of
country A for cach unit of its import is unit of good X.
A, 16
B. 155
C. 14
D. 13
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2001/AL/1/26 Refer to the following diagram and answer questions 27 and 28.

Goad Y
Clothing
45 B
a0
A
ot A B, G X 100 pomemeeas
50 165 | D

Food

In the above diagram, AA and BB rcpresent the production possibility fronticrs of Country A and Country B respectively.

Which of the following is correct?
2002/AL/M/27

In the above diagram, ACD s the production possibility frontier of Country Y while BCD is its consumption possibility

A.  Country A has an absolute advantage in the production of Good Y. © above ¢ : P € .
frontier with international trade. With international trade. the production point for Country X is:

B. Country B has a comparative aclvantage in the production of Good X because it can produce more Good X than
Country A,

C. Theywill nottradewith each otherif theterms oftrade is |,

D

A A
None of the above. B. B
C. C
D. D
2002/AL/I/24
Refer to the production possibility curve of country A below.
- 2002/AL/1/28
25 Suppose the value of A and B in the above diagram is 300 and 500 respectively. With international trade,
8 A, Country X must be consuming more clothing than it did before trade.
c B. Country X gains ! unit of food per unit of clothing traded.
C. the value of D is 600.
D. the terms of trade is 1 unit of food for 2 units of clothing.
0 | » Good X

Country A’s production point will move from B to C when

the relative price of Good X increases.

the relative price of Good Y increases.

there is a change in the amount of resources available.
there is a change in technology.

ognwy»
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Refer to the following diagram and answer Questions 24 and 25. MBN is the production possibility frontier of Country S,
With international trade. the production point and the consurption point of Country X are 8 and C respectively.

Clothing
A
¥ 2
Y
L L Food
N D
2003/AL/11/24
The terms of trade is measured by
A, OD/OA
B. ON/OM.
C. AB/BD.
D. AB/AD.
2003/AL/MI/2S
Without international trade, the consumption point of Country X will fie on
A, MB
B. BN
C. AB
D. BC
2005/AL/MI27

In the following diagram, UTV is the production possibility curve of a country for two goods X and Y. The point T is the pre~
trade equilibrium position. The slope of the line RTS is 1.

Good Y
R
L8]
T
S
o \l, Gaod X
When international trade, at a price of 3 units of X per unit of Y, the country will export and gain for
each unit of its imports.
A, X....2units of X
2/3 units of X
2 units of ¥
<. 2/3 units of Y’
366

Stody the following diagram and answer Questions 26 and 27.

Good ¥
A
10048
C
B ™D .
Good X
0 e 128

AB is the consumption possibility frontier of a country when there is no trade. When the country trades with the outside the
world, its consump#ion possibility frontier is AD and its corsumption point is C.

2006/AL/11/26
Which of the following statements is correct?

A.  The production possibility frontier of the country is AD with international trade.

B. With international trade. the country may produce both Good X and Good Y.

C. The country may consume less Good Y with international trade than without.

D. The trading partners of the country have an absolute advantage in the production of Good X.
2006/AL/E/27
In trading with otlier countries, the counfry will gain per unit of export.

A. 0.2 units of Good X
B. 0.2 units of Good Y
C.  #.25 unitsof Good X
D. 0.25 units of Good Y

2007/AL/I/24
The diagram below shows the production possibility frontiers of Country A and Country B.

GoodY

s0kB AA: oy A's prodaction possibility frontier

BB": Counry B’s production possibility frontier
50 A
. A
4 FT T Good X

Suppose the terms of trade between the two countries is 1X = #.8Y. Which of the following is correct?

A'B is the consumption possibility frontier for both countries when they trade.

Both countries will consume more of both geods after trade.

Country A enjoys absolute advantage in the production of Good X.

Country A's opportunity cost of producing Good Y decreases when the two countries trade.

Uow»>
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2008/AL/IL/24
The diagram below shows the production possibility frontiers (AA”) of Country A. T\ is the pre-trade consumption point.
When Country A trades with the rest of the world, its production point and consumption point are T and T respectively.

Good Y
b

Good X
Based on the above diagram, we can conclude that

Country A has an absolute advantage in producing good Y.
Country A has a comparative advaatage in producing good X,
the world price of good X is DF/EG.

the world price of good X is DB/EC.

o0wm»

Refer to the following diagram and answer Questions 23 and 24. CD is the production possibility frontier of'a country and H
is its consumption point with international trade.

Cl:n: ing

F ol T RN

[

2009/ALNL23
Which of the following statements abeut the country is correct?

A. Itimports clothing from other countries.

B. It has an absolute advantage in producing clothing.

C.  Ttuses all its resources to produce computers,

D. It gains more than other countries from international trade.
2009/AL/11/24
The terms of trade of the country is measured by

A. DG

B. JGW

C. 1VKL

D. GL/LD

368

2010/AL/I24
Refer to the following diagram.

GoodY
A
A

Good X

Arc AA’ is the production possibility curve of a small country. The country produces at point P in the absence of trade.
Suppose the straight line AA' represents the terms of trade, which of the following statements is correct?

A.  The country will import good Y.

B. Thecountrywill export good Y.

C. The conatry will not trade with the rest of the world.

D.  The country will consume more good X and pood Y after trade.
281 1/AL/RS

AB and CD are the production possibility curves of Country X and Country Y respectively.

Clothing
ot
100} E
EO
B D
£
N 100 35g T Comp

Which of the following statements about Country X and Country Y isfare correct?

[SRel g

(1) Country X enjoys a comparative advantage in producing clothing.
(2) Country Y enjoys an absolute advantage in producing computers.
(3) At point E, both countries can produce more computers without reducing the production of clothing.

(3) only

(1) and (2) only
(2) and (3) only
(1), (2) and (3)
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Short & Structured Questions

199 1/AL/Y3

An cconomy not engaged in trade can produce and consume anywhere along its production possibility boundary TT", With
free-trade prices shown by the slope of lines RR", production takes place at A and consumption at B, The economy exports
DA units of clothing, to obtain BD units of food.

Food
T
o - r Clothing
With the aid of the diagram provided. show the new consumption pattern and the trade situation after a fire destroyed
quantity DA units of its ¢lothing. (10 marks)
1997/ALMI/8

The following table shows the amount of labour required in the production of one unit of Good X and onc unit of Good Y in
Country A.
Good X Good Y
Country A 1 3
Suppose Country A has L units of labour and the terms of trade are 1.
(a) Construct the production possibility frontier of Country A. What good wiil Country A export? (2 marks)

(b) Suppose there is technical progress in the production of Good Y in Country A. Explain with the aid of a diagram how
each of the following situations affect the trade pattern and the welfare of Country A.

(i)  The labour requirement in the production of one unit of Good Y is 2.

(ii) The labour requirement in the production of one unit of Good Y is 0.5.
(8 marks)

370

Macroeconomies By:
9. Blectve 2;
2012/DSE/I/1S
In the diagram below, AA and BB are the production-possibility frontiers of Country A and Country B respectively.
Gu?é Y
o fd

’ B\
ol B A

30 60

Good X

(a) (1) Which country has a comparative advantage in producing Good X7 Explain.

(i) Is muteally beneficial trade possible between these two countries? Explain.
(4 marks)

(b) Ifthe terms of trade is 10 anits of X in exchange for § units of Y. what will be the gain from trade per unit of X traded
for cach country? (4 marks)
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2013/DSE/NI/ 14(a)

Counwy A requires 1 unit of labour to produce a unit of Good X and 2.5 units of Iabour to prosuce a unit of Good Y. Suppose
labour is the only resource required for prosuction. Country A is endowed with 10 units of labour and the terms of trade is
IX=1Y.

(i) Explain which good Country A will import.

(ity Construct the production possibilities frontier and consumption possibilities frontier of Country A in Figure 3
(4 marks)

Suppose the fabour force of Country A increases by 10 units.

(iii) Will the direction of wade be affected? Wili Country A be better off as a result? Explain your answers with the aid of
Figure 3. (6 marks)

20T

10+

372
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2014/DSENT/14

Figure 4 shows the production possibility frontiers (PPF) of Country A and Country B. Supposc the amount of resources of
Country A doubles that of Country B in the production of Good X and Good Y. Both countries allocate their resources evenly
in the production of Good X and Good Y.

Good Y

W Figure 4
165 PPEy
19

{ PET,,

0= 5

§ 10 Good X
(a) Explain why the production possibility frontiers of Country A and Country B are straight lines. (2 marks)

(b)  Explain whether Country A enjoys

(i) an absojute advantage in producing Good X.
(ii) acomparative advantage in producing Good X.

(5 marks)
(¢) Suppose the international price of a unit of Good X is 1.5 units of Good Y. Show on Figure 4:
(i) The production point of Country A after specialization.
(ii) The consumption possibility frontier (CPF) of Country A when there is trade.
(iii) The consumption point of Country A if4 units of Good X are traded.
(5 marks)
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2015/DSENN/14

In Figure 4, PPF is 2 country’s produchion possibility frontier where E is the production point without trade. At point E, the
domestic cost of production of one unit of good X is 2.5 units of good Y.

Goed Y

rs

Ficute 4

» Good X

(2) Explain whether the country would produce at point N. (2 marks)

{b) The slope of dotted line AB is the world price of good X. Explain whether the country has a comparative advantage in
producing good X. (3 marks)

(c) Suppose the country engages in international trade, Indicate its production point after trade and its consumption
possibility frontier in Figure 4. (3 marks)

(d) With the aid of Figure 4. explain whether the country will gain from trade. (3 marks)

374

2016/DSEAI/S
In Figure 3, MN and TU are the production possibility frontiers of Country A and Country B respectively.

Good Y
& .
Fisure 3

Good X

(a) Explain why the production possibility fiontier of Country A is concave to the origin. (1 mark)

The production point of County A without trade is Ea, at which the domestic cost of production of I unit of Good X is 4
units of Good Y.

(b) With reference to the domestic cost of production in both countries. explain in which good Country A has a

comparative advantage. (3 marks)

Suppose the siope of the dotted line is the world price of Good X.
(c) Indicate in Figure 3:
(i) the production point of Country A after trade as Pa.

(if) the consumption point of Country A as C4 given that Countiy A consumes the SAME amount of Good X after
trade, and

(iif) the volume of importand the volume of export of Country A.
(4 marks)

(d) Country B has a technological improvement which helps double its productivity on Good X and Good Y. Explain
whether the answer in part (b} will change. (2 marks)
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2017/DSE/MI/NS
Figure 5 shows the production possibility frontier AA™ of Country A. Pa is the production point when there is no trade. TT
is the world price line of Good X.

Figure S
Good Y
Ao
A
T
Pa
0 . 'y oy Goed X
(a) Initially Country A did not engage in international trade.
(i} Indicate the consumption point of Country A as Ca in Figure 5. Explain your answer. (2 marks)

(if) Show the opportunity cost of producing Good X in Figure 5. Explain whether Country A would have a
comparative advantage in producing Good X. (Hint: you may add a straight line at Pa.) (4 marks)

(b) Country A opens up to international trade.

(1) Draw the consumption possibility frontier (CPF) of Country A in Figure 3. Indicate the production point as P in

Figure 5 and explain your answer in terns of marginal cest. (3 marks)
(ii) Indicate the coasumption point as Cr in Figure 5. Why is Country A better off after trade? (2 marks)
(iii) Indicate the volume of imports as M in Figure 5. {1 mark)

376

2018/DSE/L/15
Figure 4 shows the production possibility trontier (PPFa) of Country A.

Eigure 4
Good Y
A

100+

80

601

FPFF,

. : ; Goud X
) 20 48 60 80 100

Both Country A and its trading partner, Country B, produce Good X and Good Y. Country A has 50 units of resources
whereas Country B has 30 units of resources. Country B requires 1 unit of resources to produce 1 unit of Good X and 0.5
units of resources to produce I unit of Good Y. ;

{(a) Draw the production possibility frontier of Country B (PPFg) in Figure 4, (1 mark)

(b) Explain which country has an absclute advantage in producing Good X. (3 marks)

(¢) The two countries trade with each other and the terms of trade is 1X = 1'Y. Also, Country B consumes equal amaount of
Goed X and Good Y after trade. In Figure 4. indicate

(i) the production point (P) of Counlry B after specialisation, (1 mark)
(ii) the consumption possibility frontier (CPFa) and consumption paint (Cn) of Country B after trade and (2 marks)

(1ii) the consumption possibility frontier (CPFA). the volume of import and the volume of export of Country A.
(3 marks)
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MARKING SCHEME 199T:ALS
(@) AB is the prodacnon rontter Country A wil) export Goed X

1990/ALAT20 [997: AL LT 2001/AL 26 2003/ALA12S (b)  Before wechuical progress, AR s the production fonter. Alter wade, AC is the consumptlioe frontier und the country
B C C B will specialize in the production of Good N and puint A is the prodaction point
199 T7ALAN04 1908 ALAL1S 2002/AL71724 2005:ALTI27 20097 AL 25 (i) When the labour requirenient in the production of Y is 2. Country A still has its comparative advantage in X and
C B A (43%) D (36%) A (85%) will export X, The production [ronticr becomes AD. Atter trade. Country A still produces at point A, AC remains
to be the consumprion frontier There will be no change in consumption Weltare of Country A will not change.
1992/ AL512% 1999/ALAL LS J002/ALAL2T 2006/ ALAE20 2006:ALM23
C B C (44%) C (463 C (84%) (11} When the labowr requiremient in the production of ¥ 15 U.3. Country A has its comparative advantage in Y and will
export Y. The production fronticr becomes AE Ajter ade, Counlry A will produce at point E. EF becomes ity
19935/ ALAT L 200 ALAL0 20024155128 2006/ALT127 010 ALAN2S consamption fronticr. Welfare will Increase us the conswmption fronticr hias shificd out (refative o AC).
B D D (35%) C (62%) B {36%)
Y 4
1996:A1.13/24 200 /ALY 2003/ALM124 2007/ALA124 201 FALM2S
C D A A(54%) A (57%)

Note: Figures in brackets indicare the percentages of candidares chooying the correct answers.

1991/ALALS
Food

X
2012DSENT/15
(a) (i) Incountry A the opportunity cost of producing (X = 1Y while in country B, )
the cpportunity cost of producing 1X = 0.667Y
Country B has a lower opportunity cost in producing good X, thercfore H
Country B has a comparative advantage in producing good X.
R Clothing (i1) Yes, because 0
. o X ) . o o their costs of producing goods N and ¥ are different. 1)
Destruction of DA anits of clothing shifts the consumption possibility frontier from RR’ to $S°. This is a parallel shift et BER ¢ et :
because of the price taking assumption. () Country A will gain (1Y - 0.8Y =) 0.2Y @

Anew equilibrium occurs at B”. D'D is the new amount of exports. in sxchange for B'D” {the new amount of imports). aod Country B will gain (0.8Y - 0.657Y =) 0.133Y @
4 g 687 A3 2)

per anit of X waded respectively,
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2013/0SE1 14a)
(1) Coontry A will import Good Y because
the domestic production cost of Gaod Y is gher than the lerms of trade

Good Y (units)

“LPPF\

Good X {units}

o

Indicate on the diagrant
~ sotrect position of PPF
- correct position of CPF

(iil} Country A win stil! import Good Y because
the domestic production cost of Good Y is still higher than the terms of trade.

Country A will be better off becauss
the CPF shifts outward / Country A can consume mere of Good X and Good V7

Good ¥ {uni®)
20
CPF
A ‘km\
0] e Good X (units)
20

Indicate un the diagram:
- correct position of PPK
~ correct position of CPF

380

0
@)

[¢3}
(1)

Macroeconomics

. 9. Blecrive
20 4/ DSEAL T4
ta) The marginal (and average) costs of praduction for Good X and Good Y are constant (and do not increase with the
quantities of X or V). So the upportunity cost of X in terms of Y. which is the slope ofthe PPF, is constant. 2)
(i) Couatry B can produce § units of Good X by using al) of its cesources. Given the amount of sesotrces asvaied by

(

1c)

i

Country A doubles that of Country B, Countiv A can only produce 3 {= [0/2) unifs of X by nsing the same amount
of resources as B. So Coumtry A does not have absolute advantage 1 producing X. &3]

I Comndry AL the opportunity cost of producing one unit of N is {10710 =) 1Y In Ceuntry B, the apportunity cost

of producing oae anit 0 N is (16/8 =3 2. So Conntiy A has comparalive advantage in producing Good X, 2
Good Y
Figure 4
L6 K PPFy
i5

Consumption point 4! (6, 6)

Production point ,

& 3 10 Good X
Indicate on the diasram;
(i) production point of Coantry A (J0. 0} (13
ity CPF of Country A: a straight [ine with X-intercept equals 10 and Y-latercept equals 1S (2)
(tii) comsumption peint of Conutiy A: (6. 6) (2)
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2015/0SEA/ 14 201 DSENY

() No, (1) () The marginal costs of producing of beth X and ¥ ars increasing (n Country 2, (1;
hecause there will be idle resources wm the country / the country 18 not maximizing its production. (1)
(b1 Country A's opportunsly cost of prodaciag (1)
() No, because (1) Country B's opportututy cost of producing i (1
without trade. the domestic cost of gond N trade in country A (= 2.5V exceeds the world price of X (= 1Y) Country A has a tower cost i producing X, and thus it has a comparative advantage in productng N. n
E 8 Iy ) ¢ 2 P: B 4
OR
opportunity cost of 1X = slopc of the tangent of PPF at E > slope of AB (2) (e}
Good ¥
() 1
Good Y-
n
Figure 4- 5
point after tade.
consuption point after wade- Import
0= > Good X
Indicate on the diagram:
- correct position of production point afier trade i)
- tungency between CPF and PPF 3D} .
« CPF is parallel to AB fy Good X
(4} Yes. because o Indicate in the dianram;
the country can consumic heyond its PPF (which is also its CPF withouf trade) / the country can consume more of X ) 1}" correct pasition of p__-" iy
and Y after irade. W (it)  The cosrect position of Ca (1)
(i) The correct volume of export (1)
Indicate on the diagran: The ensrest volume of import (13
= gosrect position of cousumption point alter trade 28]
tdy Mo, becanse
Ihe opportmily cost of producing X (and ¥) will be unafiected by this technological change. ()]
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(a)

()

n

(11

(i)

(i

(i

Without trade. Country A can only consume its own production

Blugrrated in the dia
~ corsect position of C;

sroduction potut P
Slope of L is the marginal cost of Good X.
L is steeper than TT',

That means marginat cest of producing Geod X is higher than the werld price of Good X.
Sc¢ Country A did nothave a cemparative advantage in producing Good X,

INustrared in the diagram:

- correcl position of the straighi line (L)

Couatry A would produce at Pr where TOT = domestic marginal cost of production.
Hhustrated i the diaaran:

-~ correct position of Pr

- correct position of CPF

Country A can constme at a point svhich is unattainable from local production before wade

Ulustrated in the diaaram;
- correct position of Cy

[{lustrated in fhe diawram;
- correct position of M

384

gelichs TR —

(1

Q8]
)
(1
Q)]
€)]

{max: 3)

1;

(1)

(1)

(1)

(1)

(1)

i1

20 1R/DSEA 5

(a)

tby

©

Volume of import
of Country A

PPEA

Good X

10G
Volume of expart of Covntry A

Hlustrated in the diaoram:
- correct position of production possivility frontier of Country 8 (PPFg) (€3]

Country A has absolute advantage in producing Good X, becavse (¢
with the same amount of resources (30 aaits), Country A can produce 2 fatger quantity of Good X (60 units) than
Country B (30 uuits)

OR
with the same wnount of resources (S0 units), Country A can produce a larger guantity of Good X (100 units) than
Country B (50 wis),

OR
Country A can produce T unit of X with fewer units of resources (0.5 units of resources) than Country B (1 unit of
resources). (2)

Ilustrated in the dizgrany;

(i) - correct position of poduction point of Country B (Py) )

(it} - cotrect position of conswnption possibility frontier of Country B (CPFg) (N

- correct position of consumption point of Country B after trade (Cr) Q)]

(iii) - correct positicn of constunption possibility fronticr of Country A (CPFA) [¢D]

- correct position of volame of import of Country A (¢))]

-« cosrect position vf volume of export of Country A H
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3. Bective 2

9.2 ECONOMIC DEVELOPMENT

Short & Structured Questions

PP/DSE/I/16(b)

Figure 7 shows the Human Development Index and GDP per capita of China and Egypt in 2009.

Figwe 7
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(i)  Suggest TWO reasons to explain why China has a significantly higher Human Development Index despite having a

similar GDP per capita to Egypt.

(4 marks)

(if) The GDP per capita of China increased sharply in the last decade. Explain with TWO reasons why the increase in the
GDP per capita may overstate the improvement of general living standard.

2012/DSE/NU/15(d}

The Human Development Index (HDI) of Country B increases after trade.

(i) What does HDI measure?

(ii) Suggest ONE possible reason for such an increase.

2013/DSE//14(b)

Refer to the following information about Hong Kong and Japan in 2011 and answer the following questions.

Human Development Index

Gross National Income per capita

rank rank MINUS HDI rank
Japan 12 11
Hong Kong 13 4

(i) Which place had a higher Gross National Income per capita in 20117 Show your workings.

(ii) State TWO possible reasons why Japan had a higher HDI rank than Hong Kong in 2011.

(1if) Suggest ONE government policy that could raise Hong Kong’s HDI rank.
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(4 marks)
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2014/DSE/I/14(d)
The production possibility frontier of Country A has shifted out due to changes in government policies on human capital.

Suggest TWO such possible policy changes in Country A, (4 marks)
2015/DSE/N 14(e)

After the country’s opening up for trade, its Human Development Index (HDI) has risen.

(i) Give ONE reason why international trade can lead to a rise in HDI. (1 mark)

(if) Despite the rise in HDI, the residents in the country generally agree that the living standard has declinzd. Suggest TWO
possible reasons to explain their view. {4 marks)

2016/DSE/II/15(e)

The census statistics report of Country A warns that the country would suffer from brain drain. i.e. many residents with a
high education leve] migrate to other countries.

(i} Explain TWO effects of brain drain on the economic growth of Country A. (4 marks)

(i) In the light of globalisation, suggest ONE policy the government of Country A could adopt to relieve the problem.

Briefly explain your answer, (2 marks)
2017/DSE//15(c)
The following table shows some data of Country A. Country A opened up to international trade aficr 2000.

| Year 1990 2000 | 2010

| Per-capita rcal GDP (in US$) 2950 3000 | 3600

| Human development index (HD1) 0.67 0.68 | 0.68
With reference to the above table, explain how intemational trade affects
(i) the economic growth of Country A. (2 marks)
(i} the ecenomic development of Country A. (2 marks)

2018/DSE/NI/15(d)
Explain whether the followiny policies would result in an increase in a country’s Human Development Index (HDI).
(i) The government closes down environmentally harmful power plants and factories. (3 marks)

(if) The government grants citizenship to all jllegal immigrants so that they can stay and work in the country legally.
(5 marks)
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3 MARKING SCHEME

PP/DSE//16(b)
(i} - Longer lifc vxpectancy
- Higher lileracy rate

(i) - Income is less evenly distribmted.
~ A larger propostion of total output consists of national defence and capital goods.
- There are more problems of pollutiosn.
~ The people enjoy less leisare.
= There are fewer non-marketed 7 uareported goods. (2@. max: 4)
[Mark the FYRST TWO points only.]

2012/DSEN/15(d)

(i)  HDI measures the Tevel of economic and social development of a country 1 3 dimensions: health (measured by life
expectancy at birth). education (measured by mean years of schooling and expected years of schooling) and living
standard (measured by Gross National Incomce per capita).

KN
=

(i) More production, business activities and employnient opportwnties in the import-export indastry fead to higher per
capita GOP.
OoR
Foreign bealth product ot technology imported lead to better health 2)

2013/DSEM 4ty

{i) Hong Kong.
HK: GNJ per capita vank - HDI rank = «4
Given HDI rank = 13. GNI per capita rank = 9
Japan: GNT per capita rank - HDT rank = 11
Given HDI rank = 12. GNI per capita vank =

=}

(1} Japanese have longer years of sehoolmy on average. th
Japanese have a longer Jile expectancy o9 average, [R8]

(i1} Any example of policy that can cehance the education fevel or bealth condinon of Hong Nong people. E.u., incrzase
government subsidy on tertiary education. )

2014/DSEA/13(d)

- tax allowance for further education tor edncarion subsidy )

- teaching grants ~- to universities for more degree programmes
« bigger immigtation quota for experts and professionals

{Mark the FIRST TWQ points only.]

201S/DSEALT4(e)
() GDP may increase beeanse of rade-induced ransfer of superior technology from its trading parmers, resulting i an
increase in productivity.
OR
Exchange  bealth technology may increass life expectaucy. {1

(i) ~ Workers in import-substitute industries may suffer unemployment
- Incorse distribution may become mere uneven
- Pollution may increase (duc to specialization in producing more “polluted” goods) (2@, max: &)
{Mark the FIRST T3WQ points only |
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2016/DSEMN/13(2)
(i~ lower per-capita GDP
- Jower human capital / labour productivity
- lower marginal productivity of capital {due to complementarity of labour and capital)
« slower rescarch and developanznt (2. max: 4)
[Mark the FIRST TWO points only.]

(it) - impartation of high-skilied labour
- schalarships to attract higher-quality overseas students
- relaxation of immigration pelicy to target the smarter brains
- introduction of return migration policy (2@, max: 2)
[Mark the FIRST point only.]

2017/DSENISC)

(i} Enhanced econowic growth (as shown by higher levels or positive rates of growth) of per-capita real GDP becanse (1)}
external trade could increase aggregate demand (through exports) and henee real GDP. (1)

(iiy No change in economic development (as reflected by the same level of FIDI) because [Q

more people may Jeave scheol earlier in order to take part in trading activities, thus decicasing the average number of
years of schooling, while GDP rises as a result of trade.

OR
pollution (as & by-product) may beceme more serious as production is increased after trade 7 new disease or virns
brought in by forcigness may shorten the life cxpectancy at birth of the focal people. [§3]

2018:DSEAL5(d)

(D Uncertatn, because 3]
per capita GNEwould Jall while [t expectaney may cise. {2)
OR

No, because (1)

the effict en life expectanzy would hecome significant only in the long term, se that the (immediate) GNI effect
should dominate in the carrent petiod, (Z}
iy Unceitain. becanse i)
while pur capira GNT may increase, averaye year of schooling und’or average Eifc expectancy may drop, (2)
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