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25.

2022

Study the following data of an economy.

Components $ million
Private consumption expenditure 500
Gross domestic fixed capital formation 260
Decrease in stock 120
Government consumption expenditure 470
Total exports of goods 380
Re-exports of goods 140
Total imports of goods 220
Net exports of services 730
Depreciation 90
Indirect taxes 75
The gross domestic product (GDP) at factor cost is § million.
A 1925
B. 2065
C.: 2075
D. 2165
The following table shows some data of a country.
Growth rate
Year 2019 2020
Nominal GDP 0.3% -5.5%
Price level 2.0% 0.6%
Population 0.5% -1.2%

Which of the following statements is correct?
Real GDP in 2020 increased.

There was deflation in 2020.

cow>

Per capita nominal GDP in 2020 increased.

The growth rate of real GDP in 2020 was smaller than that in 2019.

27.

Which of the following would be deducted from the GDP of Hong Kong to calculate the gross national

income (GNI) of Hong Kong?
A. the salary received by a Hong Kong professor who worked in a university in Japan on a
permanent contract
B. the dividend earned by a Filipino billionaire from his holding of shares of a Hong Kong company
C. the salary received by an Indonesian domestic worker who worked for a Hong Kong family for
two years
D. the rental income earned from a residential property in the United Kingdom owned by a Hong

3:

Kong resident

Reler 1o the following data aboul Country A.

Year 2019 2020
Per capita disposable income $13000 $20000
Gini coefficient (based on household income) 0,51 (.56
Gint coefTicient (based on household disposable income) 0.51 044

{a)  Suate TWO reasons 1o explain why the increase in per capita disposable income may lead 1o an over-
(2 marks)

cslimation of the improvement in living standard ol Country A.

(b)  Based on household disposable income. did income inequality of Country A improve or worsen in
(2 marks)

20207 Suggest ONE policy which may have caused such a change.
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The Government lannched the Consumption Voucher Schieme in 2021 1o relieve the impact ol COVID-19 on
Ihe Hong Kong economy.

Source A: Sialistical diata aboul uncmploy ment rale in Hong Kong

Unernplovment rule by previous industre

%

12 = e Retail, accommodation and
foad services industry
10
+« s+ Public administration, social
8 and personal services
industny*
6 e ANl industries
4 #*Public administralion, social
and persanal services include
2 education. human health and

social work activities. efc.

0

N %,

9“»}&

Source B: An extract of information about the Consumption Voucher Scheme

All Hong Kong permancnt residents and new arrivals aged 18 or above, who comply with the ‘residing
in Hong Kong™ requirement. could register o receive clecironic consumption vouchers with a total value
ol $5000 by instalments.

Source C: Information aboul the four designated stored value [acilitics to receive the 85000 consumplion
vouchers by instalments

Source D: Some remunders for the Consumpuon Voucher Scheme

Consumption vouchers cannot be used in transactions such as pay ments 1o the government (¢.g. Lax),
public utilitics (c.g. clectricity charges). purchasc of financial products (c.g. insurince), and dircct
purchase from merchants located outside Hong Kong,

There are deadlines for using consumplion vouchers.

Sowrce E: Some views on the Consumption Voucher Scheme in Hong Kong

A housewile L have spent mote than $5 000 as there are e-coupons [rom the stored value facility
provider, A lol of promotions i large relail chaims and mills have also termpled
me to consume!

_ceqgatn,

A former chelina
restaurant
B9

'~

I have been laid off and have stayed home for months, No one knows when the
travellers would be back. 1 hope that the Consumption Voucher Scheme will bring
’ \‘ more local people 1o spend on food and beverage and the whole industry can

survive the pandemic, Otherwise, many workers will be forced to leave the

@ industry.

A doctor working i
4 public hospilil

Resources should be allocated to the medical sector. instead of giving everyone an
cqual amount under the Consumiption Voucher Scheme. The public hospitals
lacked space. manpower and equipment even before the pandemic, Start building
new hospitals earlier so that more lives could be saved.

consumplion
voucher users

registered
customers enjoy
$18 of stored
value

AlipayTTK Octopus Tap & Go WeChat Pay ITK
= T
ocl;\iﬂ
Alipay 1k e WeChat Pay =

Public MTR. bus, mam | MTR, bus. mini Bus and mim bus None
transportation bus and ferry bus and ferry
with the above
payment [acilitics
installed
Promotions 1o 5 e-coupons First 2 million 8§50 awarded when CCOuUpONS

using virtual Tap &
Go Unionpay card for
the {irst transaction
with an amount equal
10 or larger than $30

a

()

(c)

()

Refer to Source A.

(i) In which phasc ol business cyele the Hong Kong cconomy most likely was? Aparl [rom the
change in unemplovment rate, list ONF other economic phenomenon of this phase. (2 marks)

{id) Why did the unemployment rate of retail, accommodation and food services indusiry increase
Gaster than that of public administralion. social and personal services industry during the
pandemic? (2 marks)

Refer o Source B, Would the §5 000 disinbuled under the Consumption Voucher Scheme be included
in the calculation of government consumption expenditure? Explain your answer, (2 marks)

Bascd on the information given in Source C, explain with TWQ rcasons why the market of stored
value faciliues in Long Kong is NOT perfectly competitive. (4 marks)

Referto Source . Some citizens claimed, ‘T would rather receive $3 000 cash instead of consumption
vouchers.” 1nterms of functions of money. explain such a claim with TWO reasons. {4 marks)
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Macroeconomics by Joglc
1. Natlonal Incorng

SECTION 1: NATIONAL INCOME
1.1 EIRCULAR FLOWS

Multiple Chaice Questions

1990/CE/1/35

PR )
| Houzeholds
. " . ———> Real flow
\ S s ; --------- » Money flow

e — )

X and Y in 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/M/57

Which of the following is a “stock” concept?

A.  Amy earns 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 $t million in his savings account at the end of last year.
1991/CE/11/42

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

A, (1)and (2) only
B. (1) and(4) only
C. (2)and (3) only
D. (3)and (4) only
3
- ¢ ™ ' B 1 r " r - r - r
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Macroeconomics by Topic
| 'Nabonal Income
1991/CE//47
FlowA

“= FlowB

w----- - Money flow
— Real flow

FlowD

When economist calculate a country’s national income by the income approach, they measure

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

Which of the following are ‘stock’ concepts?

A.  The balance in a savings account as at December 31, 1991
B. Hong Kong’s balance of payments.
C.  Hong Kong's GDP.
D.  Hong Kong's total exports.
1993/CE/N/37
~
L, FIRMS S
, N
/ A
\
Il )
[¢)] @ [©)] [CGH]
[ 1 ———s real flow
\ /
A\ / — —= money flow
AN /

~| mousmmons |7

in the above chart.

The diagram above shows the circular flow of economic activities. The economy’s expenditure and income are shown in

Flow and Flow respectively.
A (1 (2)
B, (1):(4)
C. ;)
D. (3)(4)

| = = oEmm == = BRyvided Bydse'tife




1994/CE/T1/31

What does the above diagram show?

A.  Economic activities take place in an open economy.
B. There is government intervention in the economy.
C. National income equals national expenditure.
D.  Households conduct transactions in the goods market only.
2002/CE/11/24
Refer to the circular flows below:
Flow A
Flow B

Firms

FlowD

Flow A, Flow D : real flows
Flow B, Flow C : money flows

What of the following statements is correct?

ow>

goods.

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

2003/CE/I/25
Refer to the following circular flow of an economy:

v Flow X

A

Which of the following is included in Flow X?

household expenditure on final goods and services
factor income such as rent and wages

value of intermediate goods

market value of all final goods and services

vow>

Macroeconomics by Tape
1. Nationat Incorfig

———— real flow
3 money flow

Households

W

Flows A and D are flows of househalds’ expenditure and firms’ payment to factor owners respectively.
All value-added totals contributed by the firms equal the market value of al final goods and services.
The market value of Flow B equals the market value of all final goods and services plus the market value of unsold

— Money Flow
«--3 Real Flow

Magroeconomics by Topic

1. National Income

2009/CE/N/26

Refer to the lollowing circular flow of Economy A:

Household

g Real flow

-=== money flow

Flow X represents

A, the total expenditures on all final goods and services.

B.  the total income earned by households from their factor services.

C. the total value of factor services provided by households to firms.

D.  the total market value of all intermediate and final goods and services.

MARKING SCHEME

1990/CE//35 199 1/CE/L42 1992/CE//44 1994/CEME31 2003/CEL/25

A C A C B (62%)
1990/CEA/57 1991/CEAAT 1993/CE/T37 2002/CENL24 2009/CEL/26

D C B B (48%) A (68%)

Note: Figures in brackets indicate the percentages of candidates choosing the correct unswers.
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1.2 EXPENDITURE APPROACH

Multiple Choice Questions

1990/CE/N1/33

ANTE Mg ] ]
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Macrosoonainics by Top
1. National Iricome

A Hong Kong citizen switches his fight from a local aitline to Japan Airlines. What is the effect on Hong Kong’s Gross

Domestic Product (GDP)?

A. anincrease in imports

B. adecrease in exports

C.  adecrease in consumption

D.  anincrease in investment
1993/CE/1/39

Private consumption expenditure
Government consumption expenditure
Gross domestic fixed copital formation
Change in slocks
Total exports of goods
Domestic exports
Re-exports
Imports of goods
Exports of services
Imports of services
Inflow of capital
Outilow of capital

The GDP of the economy in that year is

A, $61 million B.  $70 million
C.  $71 million D.  $81 mullion
1993/CE/II/51

An increase in exports and a decrease in imports will cause the national income to

In using the expenditure approach to calculate the Gross National Product (GNP) of an economy, imports should be deducted

A.  increase
B. decrease
C.  remain unchanged
D. either increase or decrease
1996/CE/11/28
because:
A.  Some imports are substitutes of domestic products.
B. Some imports are intermediate goods.
C. TImports will lead to payments to foreign countries.
D.

7
- N ¢ " f L - ff
i . . . S =) i

Imports are the expenditure on goods and services produced by foreign countries.

nWrmmm Ly Topic

P ———
T T

| Natioral Irjcatre
1996/CE/11/30
Refer to the following information about an economy
GNP at markel price $100
Exports of goods and services 20
Imiports of goods and services 30
Net mcome from abroad -5
|Indirect taxes 25
Subsides 35
Depreciation 5
The GDP at factor cost is:
A, $95 B. $105
C. $l115 D. 5125
[998/CE/11/30
Answer Question 30 by referring to the following data of an economy:
$Mn
Gross national product at market price 46
Change in stock 3
Net income from abroad 1
Subsidies 4
Depreciation 5]
Indirect business tax [}
Net exports 2
The gross national product at factor cost (in $Mn) is
A 39 B. 43,
C. 44, D. 47
2001/CE/11/28
The following table shows the gross domestic product (GDP) data of a country.
$Mn
Private consumption expenditure 500
Government consumption expenditure 100
Net domestic fixed capital formation 250
Changes in inventories 30
Total exports of goods 800
Re-exports of goods 200
Imports of goods 900
Exports of services 300
Imports of services 150
Depreciation 60
The GDP at market price is
A, $900 million. B.  $930 million.
C. $990 million. D. 81190 million.

“

o
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Marrosconomics by Tople
1. Natiorat Irkome
2003/CE/11/26
The following table shows the gross domestic product (GDP) data of a country in a certain year.
$ Miilion
Private consumption expenditure 400
Government 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
Exports of services 400
Imports of services 350
Depreciation allowance 60
The GDP at market price is
A, 8620 million. B.  $660 million.
C.  $680 million. D.  $720 miilion.
2004/CE/N/29
The introduction of the ‘individual visit® (8]l A # ) scheme for Mainland visitors to HK would increase the GDP of HK. The
spending of these visitors on jewellery in HK is a/an of HK.
A, consumption expenditure
B. investment expenditure
C.  export
D. import
2005/CE/M/27
The following table shows the statistical data of an economy n a certain year
Million Dollars
Private consumption expenditure 50 000
Government consumption expenditure 8 000
Gross domestic fixed capital formation 7 000
Decrease in inventory 3000
Total export 30 000
Total import 45 000
Indirect taxes 50
Depreciation allowance 4 200

The GDP at market price (in million dollars) is

A, 42850 B. 47 000.
C. 50000 D. 51150

) B 1 1 B - ki 1 ]
Macroeconomics by Topic
1. National income
2006/CE/I1/28
The following table shows the statistical data of an economy.
Components $Million
Private consumption expenditure 200
Government consumption expenditure 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 t00
The GDP at factor cost (in $mn) is
A 850 B. 970,
« | 650 D. 1190
2008/CEM/ 26
The following table shows the national income statistics of an economy
Components $Million
Private consumption expenditure 800
Government consumption expenditure 250
Gross 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 price is § million.
A 3100 B. 3150
C. 3200 D. 3250
2009/CT/11728
The following table shows the statistical data on an cconomy
Componenls $ 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 imports ol goods and services 140
Re-exports of goods 100

The GDP at market price is $

A 1690
C. 1760

million.
B. 1730
D. 1830
10
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Study the following table and answer questions 26 and 27

2010/CE/M/26
The GDP at market price is $

A 375
C. 395

2010/CE/N1/27
The GDP at factor cost is §

A 315
€y B3
2012/DSE/1/22

Refer to the following table.

Macroeconomics byTogie
L National Incorve

GDP Items

$ biilion

Private consumption expenditure
Gross domestic fixed capital formation
Changes in inventorics

Depreciation

Government consumption expenditure
Transfer payments

Indircet taxes

Subsidies

Net exports of goods and services

100
200
-50
10
150
20
100
40
-15

billion.
B. 385
D. 445
billion.
B. 325
D. 445

Gross Domestic Product (GDP) Components

$ million

Private consumption expenditure

Net domestic fixed capital formation
Increase in inventory

Government consumption expenditure
Net exports

Indirect taxes

Subsidies

Depreciation

Net factor income from abroad

200

40
X
24
10
60
30
40
16

If the GDP at factor cost is $264 million, the value of x is

A -50
C. 20

B. -20
D. 50

11

| Magrosonomics by Topic

§ Manonal income
2013/DSE//22

Consider the following Gross Domestic Product (GDP) data about a country.

The government consumption expenditure for that year is §

A 20
C. 40
2016/DSE/1/23

Components

$ million

GDP at market price

Private consumption expenditure
Gross domestic fixed capital formation
Change in inventories

Total exports of goods

Domestic exports of goods

Imports of goods

Exports of services

Imports of services

Net income from abroad

200
120

Depreciation
Indirect business tax
Subsidies
million.
B. 30
D. 50

Consider the following Gross Domestic Product (GDP) data about a country.

The GDP at factor cost is $

A, 960
C. 1000
'] & - &

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
miflion.
B. 970
D. 1100
12
N " ~ . Y .
4 ks - . ] e
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Macrdeconotnics by Topie NMacrosconomics by Topic
1. National [ncame. . Natiora! income
Short & Structured (uestions 2018/DSE/N/12(c)
Source 2: Statistical data about tourism in Hong Kong in 2016
1990/CE/1/3(a)(iit) 2016 Compared with 2015 (%)
The following are Hong Kong’s Gross Domestic Product (GDP) companents (at current prices) in 1988: Mainland visitors 42.8 hillion . 7%
Total visitors 56.65 billion 4.5%
$ Billion Total tourism expenditure — =
Private consumption expenditure 255 assoclited (o inbotind touriEm 11K$296.2 billion -10.1%
Government consumption expenditure 30
Gross domestic fixed capital formation 109 With reference to Source 2, to which component of Hong Kong’s GDP does the ‘total tourism expenditure associated to
Increase in stocks 10 inbound tourism’ belong? (1 mark)
Domestic exports of goods 218
Re-exports of goods 275
Imports of goods 501
Exports of services 86
Imports of services 56 MARKING SCHEME
(The GDP deflator for 1980 = 100)
Find Hong Kong’s GDP at current prices for 1988. Name the approach you have used to calculate the national income. 1990/CE//33 1996/CET/30 2004/CEAT29 2009/CEAT28 2013/DSE//22
(5 marks) A C C (36%) € (53%) A (60%)
) 1993/CE/IT/39 1998/CE//30 2005/CE/127 2010/CE/L/26 2016/DSEN/23
1993/CE//4(a)(1) C C B (51%) B (63%) € (54%)

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

R toinl GDP 1993/CEM/S T 2001/CE/AT28 /CTEAL2S f %
atin to toinl GDF - L) )
A A C C (29 B (63%
GDP Components 1980 1990 (FE0) i
fivatcicopsumptionfexpendituie G2 = 1996/CE/11/28 2003/CEA1/26 2008/CI1/26 2012/DS /122
IG"?Zilr:;r:\s:\t consumption expenditure 320}- zg[;. D C (44%) B (71%) B (61%)
Jestme A A
I”““"T gg:;“ :??Z//" Note: Figares in brackets indicate the per ges of candidates ch ing the correct answers.
mports (3 61%

Name the method of GDP measurement used in the above table and calculate the value of A. Show your working. (4 marks)
1990/CE//3(a)(iil)

: CHI+HGHX M) (2)
2002/CE//H1(a)(1) ) ) ) ) =$(255+ 109 + 10 + 30 + 218 + 275 - 501 + 86 - 56) bn. = $426 bn. 2
The following shows the gross domestic product (GDP) data of economy A in a certain year. Expenditire approach (0
Smiltion
Private consumption expenditure 400 1993/CT/4(a)(i)
Net investment expenditure 180 Expenditure approach (1)
Government consumption expenditure 250 62%% + A% + 36% + 88%4 - 939 = 100% (2
Exports - 500 AT (1)
Imports 650
Depreciation 150
Indircct business tax 50 2002/CE/H/11¢a)1)
Interest 200 $(400 + 180 + 150 -+ 250 + 500 - 650) m (2)
= $830 m 83
Calculate the GDP at market price of cconomy A. (3 marks)
2018/DSE/2(c)
Bxport of scrvices / net exports [O)]
13 14
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Macroeconomics by Togee
1. National Income

1.3 VALUE-ADDED APPROACH

Multiple Choice Questions

1992/CE/1I/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 are decreasing.

D.  The value added of this sector is decreasing.
1992/CE/11/46

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 incomes earned 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/11/59
Real GDP value-pdded per emplovee

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 from 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 1982

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

D.  The services sector had a higher labour productivity growth rate than the manufacturing sector.

1998/CE/I/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 then 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
cconomy?

A $700 B, $900
C. $1100 D $1300
15

T T N e "IN O

Maereeconomics by Topic
1 National incorne

2000/CE/11/35
The following diagram shows a production chain involving the import of $100 worth of gasoline into Hong Kong:

$100, [ Tocal | $300 [Gasolime| $1000 | o
importers |_statiﬂ' {3500 tax incluslvc)'

What is the contribution of the production chain to Hong Kong’s GDP at factor cost?

A $400 B. $500
C. $900 D. $1 000
2002/CE/N/26

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

($ 000) ($ 000)

Sales revenue of fashions 16 000
Less : Imported fashions 2000

Blectricity & water charges 3000

Wage payment 2500

Profits tax 300 9 000
Net profit 7000

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//27

The following diagram shows the praduction of a garment factory in Economy A. The factory imports $20000 worth of raw

materials
[¢]
13 3 verseas
$20 000 G >
> Garment

Factory

—_—
$30 000 ($5 000 Consumers
sales tax inclusive)

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

A, $10000 B.  $50 000
C.  $55000 D.  $75000
2004/CE/1/27
The following diagram shows a production process of an economy.
Imported
matetials 8600 84 &,
Amy's garment
factory

Local — ~, | Local

materials $400 $2 000 boutiques

What 1s the contribution of Amy’s garment factory to the national income of the economy?

A $1600 B. $3 700
C. $5300 D. $5900
16
L . . .
] 4 \ 2 g
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Macraeconomics by Topic
1. Natkanal Income

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

Wool jacket — ($1 400) ﬁong Kong
Flong fony | —p
(5700) _w| MO ) Consumers

A Hong Kong
Garment Factory Wool jacket
A Hong Kong | ($1 200)
Waol jncl:“ Trading |~
($800) Campany

The contribution of the above production chain to Hong Kong’s GDP is
A. %1400 B. §t 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.

5 LocalWatch | o Lacal
50 600
Retailers $80 000 (85 000 Consumers
M, Local Watch indirect business
Manufacturers tax inclusive)
40 000 Foreign
Countries

2007/CE/11/28
What 1s the contribution of the above production chain to the economy’s GDP at market prices?

A, $105000 B. $110000

C. $115000 D. $120000
2007/CE/11/29
Which of the contribution of the Jocal watch retailers to the economy's GDP at factor cost?

A, $25000 B.  $30000

C.  $75000 D. $80000
2009/CE/11/27

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

materials.
33 000& Local comy $10000= Comnp $13 600 N
(imported | mantufactarer ($2 600 indirect rernilers

raw i tax
raterials) inclusive)

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

A 86000 B.  $8000
C. $10000 D.  $13000
17
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2010/CE/1/28

The following diagram shows a production chain of computers in an econamy. It involves the import of
$6 000 worth of raw materials.

{$2 000 indirect
business tax Local
$6 000 Losal $7000 L““ﬁ;‘;’"’“ 58200
*| wholesalers exporters
\ Overseas
$3 100 importers

What is the contribution of the above production chain to the economy’s GDP at factor cost ?

A $3300 B.  $5300
C. $9300 D.  $11300

201 1/CE/MNI26
The following diagram shows a production chain of garments in an economy. It also indicates the selling price of the output
in different stages ol the production. The imported raw materials are worth $6 000,

£8 000 ] Lacal retatler I
JRE— Local garment
(fmported manufacturer
i \ Garment teadin Fore
materials) $10 000 B 1 815000 Foreign
importer

312000
B o

Local
consumers

company e

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 economy’s GDP at factor cost?

A $20000 B. $22000
C.  $26 000 D. $28000
2014/DSE/N/24
The following diagram shows a production chain of a good in Economy X:
Ray. $50 £200 E Chi
materials xport to China
from ch_mry 1
Australia . d
X : s1g0 | Wholesaler 5240 | Retailer | gq09 Consurmers
Raw $70 b in — in_ > of
materials | Economy Economy |S60sE]  Feanomy
tax
from X X inclodive)| X
Thailand

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

A 8340 B $39
C. $450 D. $600
18
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1. National Income:

2017/DSE//25
The following diagram shows a production chain of watches in an economy:

Imported materials 510
— Local watch
manufacturers

.| Local watch
Local materials 520 $1207 | retailers

$280
($50 tax inolusive)

The contribution of the local watch manufacturer to the economy’s GDP at market prices is

A $220 B. $240
C. $350 D.  $400
2019/DSE/N/26

Refer to the following production chain in Country A and snswer the question.

fruits, | Domestic
$500 | _consumers

fruits | Local fruit
5800 im

fruits Jam Jam
$600 | manufncturers |$1

Suppase the above production chain has ncluded  subsidy of $300 that is given to the jsm manufnetursrs,

What is the contributi of the sbove prod chain to Country A’s GDP st factor cost?
A S1700
B, $1300
C.  $2000
D.  $2300
2021/DSEN/23

A production chain of Good X in an cconomy is shown balow,

31200
(F100 sales tax Local
204 Local $400 inclusive) consumers
"
Yawy rporers Local
mterialy supermarkels
Fareign
Local / $500 i
farmers $600 (il
increase in inventory
$50

The contribution of the shove praduction chuin to the sconomy’s gross domestic product at factor cost is

A BL400
B.  $1450
¢ 51500
D, S1isn
. . . - . f
) e " « . k . J b

MSerostoricHics by Topic
1 Nationa! [ncorme
Short & Structured Questions
1990/CE/1/3(a)(ii)
The following are Hong Kong’s Gross Domestic Product (GDI’) 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 goads 218
Re-exports of goods 275
Imports of goods 501
Exports of services 86
Imports of services 56
(The GDP deflator for 1980 = 100)
The re-exports of goods has a greater value than the domestic exports of goods. Does it follow that re-exports contribute
more to the national income of Hong Kong than domestic exports? Explain. (7 marks)
1994/CE//11(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 less than $100 000.
(6 marks)
1997/CE//1 1 (a)(ii)
Suppose $ 1 million worth of seafood 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.
() The above transactions will also affect Hong Kong’s GDP. Use TWO different measurement approaches to catculate
the change. (4 marks)
(1) Explain why the use of EACH of these two measurement approaches will not fead to the problem of double-counting.
(4 marks)
1999/CE/1/9(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:
Supermarkets $350
3230 and Customers
$100 Local
= $60 [ Lol |5160,[ Forcign
exporter importer
Calculate the contribution of the production chain to Hong Kong’s national income by
(i)  the value-added approach. (3 marks)
(1) the expenditure approach. (3 marks)
20
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2001/CE/1/11(a)(i)
Refer to the following production chain in Hong Kong:

2 .
Cement $20m | 4 'P roperty
Factory Dev
Co. Ltd.

Local -
materials $0.5m

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

2003/CE//9(b)(1)
Firm A is a local manufacturer in Hong Kong producing goods for export only.

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

could be smaller than the total export value of this firm in 2003. (4 marks)
2004/CE/1/10(b}

The sales revenue of a local 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/I/5

The following diagram shows the production chain of toys in Economy A. Its toy factories import $30 000 worth of raw
miturinls

S65(000 $60 000 Foreign
Countries
— Lacal Toy Local
Factories Wholesalers
Local
$50 000 (85 000 sales Consumers
tax inclusive)

Calculate the contribution of the above production chain to Economy A’s

(a) gross domestic product (GDP) at factor cost using the expenditure approach. (3 marks)
(b) GDP at market prices using the value-added approach. (3 marks)

2014/DSEAN/11(b)
Suppose the sales revenue to the Japanese automobile exporters 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/CEAL/13 2000/CE/1I/35 2005/CEA1/28 2010/CE/1/28 2019/DSEN26
] A C (69%) A (66%) D
1992/CE/T46 2002/CEM2G 2007CEAN2S 2011 /CEAI/26 ZZL =
D B(17%) B (52%) B i
1995/CE/M/59 2003/CENL2T 2007/CEA129 2014/DSE//24
D B (54%) A (46%) C1%
1998/CE/M2S 2004/CE/M/27 CTAE27 2017/DSE/N/25
A C(75%) A (56%) A (40%)
Note: Figares in brackets indicate the percentages of candid, I ing the corvect ansvers.
1990/CE/1/3(a)(if)
No, becanse . (1)
the contribution to the national income depends on the valued-added. 3
for domestic exports of goods, Hong Kong adds value onto the imported raw materials and semi-manufactured
goods mainly by providing labour services. 3) a7
for re-exports, Hong Kong earns income from providing services to the re-export trade. {3) (max:
the income sarned from domestically-produced goods for exports can be smaller or greater than that from
servicing re-exports. 2)_
1994/CE/N/11¢c)
Some vegetables were not current production (Le. inventory of the previous year) (2)
Some fertilizers used / vegetables sold were not produced by Mr Chan’s farm 2
1997/CEA/) 1{a)Xil)
(1) [Output {or value-added) approach:]
S[{0.8-05)+(07-05)+(1.6-07)]m (1)
=$14m (1)
[Expenditure approach: |
$HO8+H1.6-1Ym (1
tdm (
(Mere mention of correct numerical answer $1.4 m without showing working —max: | mark)
{0 [Value-added approach:}
Input costs are deducted at every stage of production. 2)
[Expenditure approach:]
Only the expenditures on final goods and services are summed up. (2)
1999/CE/1/9(c}
(i) Value-added approach:
$1230 + 60 - 100] + $[(350 - 230) -+ (160 - 60)) (2)
= $410 (1)
(i) Expenditure approach:
$(350 + 160 - 100) (2)
= §410 (N
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2001/CE 1(2)(D)
$[(90 -20) + (20 -2-0.5) + 0.5] m @
= §88 m (1
2003/CEN/9(b)(i)
Firm A’s contribution is the value added by A to the production. Other firms’ contribution in the production process should
have been deducted. @)
Total export value in 2003 may have included part of the mventory in past years which should be deducted from the 2003
figures )
2004/CE//10(b)
The value of cutputs of other firms in HK that are bougtt by this firm for its production, (2)
2006/C
(a)  $(50 000 + 60 000 - 30 000) - $5 000 H
= $75 000 @)
(b)) ${(60 DOO -+ 50 000) - 63 600} + $(65 0G0 - 30 000) m
= $80 000 @)
2014/DSEA/11(b)
Not all factor inputs used to produce Japanese cars originated from Japan. e.z.. some of the parts or raw materials were
mported (23
Some Japanese cars sold in 2013 were not produced in the same vear. e.g., some of them came from the inventory. 2)

23

T = — S—— . . s
ST iy
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1. National Income

1.4 JJTEMS INCLUDED AND EXCLUDED IN GDP

Multiple Choice Questions

1990/CE/11/39
Mr Wong is a second-hand car dealer. He bought a used car for $20 000 which he immediately resold for $25 000. By how
much would the gross national product be increased after he sold the car?

A, $5000
B. $20000
C. $25000
D.  $45000
1990/CE/11/49

The following were received by Mr A last year:

(1) wages of $10 000

(2) public assistance of $1 000

(3) $100 interest from his savings account
(4) aMark Six prize of $8 000

His contribution to the GDP last year was

A, $10000.
B. $10 100
C. $11100.
D. $19100.
1991/CE/11/44

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 earned from toys sold to Americans

D. the revenue received by the government from taxation
1992/CE/11/45

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

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

B.  Mr. Chan buys shares worth $150 000.

C.  Mr. Chan wins a Mark Six prize of $1 000 000.

D.  Mr. Chan receives a monthly salary of $35 000.
1992/CE/11/47

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.  remained unchanged
D. decreased at first and later increased
24
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Macyneconomics by Topk:
1. Natienal Income
1992/CE/11/58
The expenditure by the Hong Kong government on Vietnamese boat people included in Hong Kong’s GDP
becuse
A.  should 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 ...... goods and services are spent on foreigners
D. should NOTbe ... Vietnamese boat people do not produce goods and services

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

A, medical benefits of civil servants

B. student travel subsidy

C. dividends gained from overseas investments

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

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

A.  Aninvestor buys shares on the local stock exchange.
B. A British citizen receives a salary for teaching English in a school in Hong Kong.
C. A student sells some used textbooks to his friend.
D. A manufacturer sells last year’s unsold stocks
1995/CE//60

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 stafl’
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/CE/11/27

Which of the following items is included in the calculation of Hong 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 Bank.
1997/CE/N1/24

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

A. the expenditure on the ploughing of 10 acres of new farmland in spring this year

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

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

D. arecent expenditure on acquiring 10 000 units of government bonds in order to earn an annual interest of
$55 000
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1997/CE/I/29
Which of the following events that occurred in 1996 would lead to a rise 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//G0

Which of the following items is NOT included in the calculation of GDP?

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

B. unemployment benefits of $20 million paid by the government

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

D. salaries paid to the two extra posts created in the Labour Department to help job searchers
1998/CE/11/26

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

A.  commissions received by salesmen selling second-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 results in schools
1999/CE/M/24

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 sclling shares
1999/CE/11/31

Which of the following $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. An investor earns a capital gain of $1 million from the sate of his flat.

2000/CEA/33

Which of the following is included in the calculation of the gross domestic product (GDP) of Hong Kong?
the estimated rental value of an owner-occupied property in Hong Kong.
the low-interest government Joans to university students in Hong Kong

A

B.

C. the interest paid to foreign investors holding Exchange Fund bills

D. the increase in the price of the shares issued by a bank in Hong Kong
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2001/CE/11/50
Which of the following should NOT be included in the calculation of Hong Kong’s GDP?

the loans made by a local bank to its customers

the tips received by a bellboy in a local hotel

the 10% service surcharge collected by a local restaurant
the income carned by a local hawker.

vows>

2002(CE/1/49
Which of the following items should NOT be included in the calculation of Hong Kong’s GDP?

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

oowm>

2004/CEAN26
Which of the following should be included in the calculation of the gross domestic produet (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/11/26

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

A.  the salary receives 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/11/25

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

taking-over a company in Hong Kong by buying up $5 million worth of shares
purchasing $5 million worth of “Hong Kong Link” bonds (T f¥ — #% 4% 3¢ )
depositing $5 million into a licensed bank of Hong Kong

spending $3 million to turn a shopping mall car park in Hong Kong into shops

vowy

2007/CEN26
Which of the following statements about GDP is correct?

GDP includes the value of imports.

GDP is the total income of all the resident producing units.

GDP is higher than gross national product if the net income from abroad is negative.
GDP is the vatue of all goods and services transacted in the market.

oow»>

2007/CEMNV2Y
Wiich of the following would be included in the GDP for 20057

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

Public assistance paid to individuals during 2005
The value of wheat produced but unsold in 2005

o
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2015/DSE/1/24
Which ol the following would be included in the calculation of Hong Kong's GDP lor 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 of a 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?

(1) the estimated rental value of an owner-occupicd 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

A, (Dand (2)only
B. (Band(3)only
C. (2)and (3)only
D. (1), (2)and (3)
28
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Short & Structured Questions

1992/CE/1/5(b)
Explain whether each of the following is included in the calculation of Hong Kong’s gross domestic product

(1)  public assistance paid to the unemployed by the Social Welfare Department
(1) salarses paid to the employees of the Social Welfare Departnient
(6 marks)
1993/CE/1/4(b)(i)
Suppose a large number of Japanese TV sets are smuggled from Hong Kony to China and sold for HK$40 million.
Explain whether the whole amount of this HK$40 million will be included in Hong Kong’s GDP. Suggest TWO reasons.

(4 marks)

1995/CE/I/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 of $2 000 000. Explain
whether each of the following statements is true or not:

(i)  The commission should be included in Hong Kong's GDP for 1995, (2 marks)
(i) If'the flat is currently under construction and to be completed next year, the production of the flat contributes nothing to

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

Share prices of Vitasoy International Holdings Limited (4 fib 35 B B 4K ¥ 5 B 2 5] ) fell 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 caleulation of Hong Kong’s gross national

product. (2 marks)

1996/CE/1/4(a)

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

government used $2 000 to instali another traffic light.

What 1s the change in the gross domestic product (GDP) at factor cost brought about by this incidence? Explain your answer.
(2 marks)

1997/CE/I/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)

29
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1. National income
1999/CE/1/7
Explain whether the tollowing 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 spent on transport (2 marks}

2000/CE/1/9(b)(ii)
Some petroleum 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 cconomy. (4 marks)
2000/CE/1/10(b)(1i3)

Suppose Bank X of economy A takes over Bank Y of economy B by buying up its controlling sharcs worth $5 million,
Explain whether the $5 million mentioned above should be included in the calculation of the GDP of economy B. (3 marks)
2001/CEN/11(a)(ii)

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 affect Hong Kong’s GDP. (5 marks)

2002/CE/I/11(a)(ii)
The following shows the gross domestic product (GNP) data ol economy A in a certain year

Smillion

Private consumption expenditure 400

Net investment expenditure 180

Government consumption cxpenditure 250

Exports 500

Imports 650

Depreciation 150

Indireet business tax 50

Interest 200
Miss Wong, an Economics teacher in a tutorial school, tells her students that the total spending of economy A’s consumers
in market value must be greater than $400 million. Give THREE rcasons to explain why she is correct. (6 marks)
2003/CE/1/11(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,

(1) the resale value of the furniture and equipment of the above companics (2 marks)
(i) the fee paid to Hong Kong accounting firms in liquidating the above companics (3 marks)
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2006/CE/1/10(b)

Date Exchange rate ]
1 December 2005 €1 =HK$9.07
18 January 2006 €1 =HK$ 937

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 transactions. 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 second-
hand textbooks should be included in the caleulation of GDP. (2 marks)
2012/DSE/1/10(a)(i)

In 2011, the Financial Secretary announced the “Scheme $6 000" which provides $6600 to each Hong Kong permanent
resident who is 18 years old or above.

Mr. Chan is a retired person and received $6000 through the scheme in 2011, Should this item of payment by the government
be included in the calculation of Gross Domestic Product of Hong Kong in 20117 Explain. (2 marks)

2015/DSE//9(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 valuc of these destroyed products would be included in the calculation of Hong Kong’s gross
domestic product. (2 marks)
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MARKING SCHEME

1990/C /11139 1993/CE/RS 199 TICEN60 2002/CE/1149 2015/MD8E/24
A A B B (52%) C(75%
1990/C /149 1994/CE/I1/32 1998/CH/11/26 2004/CE1/26 2018/D8 /1124
B B A B (71%) A(T1%)
1991 /CE//44 1999/CE/1/24 2005/CEA26
C c A(TT%)
1992/CEALA4S 1996/CE/E/2T 1999/CE/11/31 2006/CEAL25
D B A D (65%)
1992/CE/I/AT 1997/CE/11/24 Z000/CE/11/33 2007/CEM/26
A A A C (55%)
1992/CE/11/58 1997/CE/1/29 2001/CEMS0 2007/CEM/27
A B A D (59%)

Note: Figures in brackets indi the percentages of candid choosing the correct answers.

1992/CEN/5(b)

(i) Not meluded, because (1)
there 13 no production in return for the money. (2)
(i) Included, becanse 1)
it is a return to production 1n the year. {2)

No, because
{part of) 1t is not produced in Hong Kong, and (2)
{part of) it is unreported transaction. (2)

1995/ CE/11{d)

(1) True, because (1)
it is Mr, Ip’s factor income for his production / service rendered. (H
(1) False, because (1)
production cost such as the labour wages paid in 1995 are included in the national income for 1995,
ORrR
the portion completed in 1995 15 value-added in 1995,
OR
the portion completed in 1995 is investment in 1995, @]

1996/CEM3(b)
Not included, because
not a consumption expenditure (7 consurmers 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, etc. were offset
by loss at the firm level) @
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Macrdesoniornics by fogit Maxroeconomics by Topic

1. National Income 1. National income
1996/CE/li4(a) 2003/CE/H11{a)
GDP at factor cost increased by $2 000, because 48] (1) No, because (1)
it is a current production. the amount received from the sale demonstrates merely a transfer of ownership which has no current production. (1)
OR
the $2 000 s included in the government expenditure of the current year. (H (i Yes, because (1
it represents the value of services provided by the accounting firms ()
which ave resident producing unils of Hong Kong. (W)
1997/CE//8
fa) The sewage charges should be included, because (0
it 1s a payment for the services produced by the government. [¢3] 2006/CE/1/10(b)
(i) $(9.37-9.07) % 10000 m
(b} The increased resale value should not be included, because (n =$3 000. He gained $3 000, (1)
there is no production of goods or services. (h
No, because (1)
the capital gain does not involve production (1)
1998/CE/1/9(d)
The commission to the hroker must be added to Hong Kong’s GDP, because @8] (i) Yes, because i
it 15 an income to the broker / a payment for the broker's service the banking service involved in the transactions is a production. (1)
OR
it involves provision of service in this current year. 48]
2008/CE/1/9(a)
The payment for shares should not be taken o account, because (1) No because €]
it is just a transfer of ownership of existing assets which does not refate to any current production. (D an increase in the capital value dies npt involve production. (1)
1999/CEN/T 2009/CE//9(c)
(a) Notncluded, becanse (€8] Part of the total spending is on the service provided by the bookstores. The service provided by the bookstores is a current
charily donation is not a production. (n production which should be counted as part of the GDP. (2)
(b} Included, because )
it is i exchange for certain service rendered in the current year. () 2012/DSE/II/ 1 0{a)i)
No, because (N
there is no corresponding production. (1)
2000/CE/(L)(ii)
Smuggled gasoline has no official record in the GDP figures (- illegal) ()
{On the other hand,) sales revenue of petroteum companies | (h 2015/DSEAO(d)
- GDP | 48] No, because H
it is not sold to the market and thus not counted in production. {Output Approach]
OR
2G00/CEAN/10(b)(11) it is neither counted in consumption nor tnvestment. [Expenditure Approach]
No, because (1) OR
the $5 mn. refers to the value of shares being transterred and share transfer itself is not a production. 2) business losses due Lo destroyed products (i.e., negative profits) would offset exactly wages paid lo workers and other

material costs incurred in producing these products (i.c., positive wage and other factor incomes). [Income Approach]
(1)
2001/CE// 1 (a)(if)
- market valne of cortently constructed property decreases
- total value of middlemen services (of those property agencies, law firms, etc) decreases
- effect on expenditure components, e.g. consumption |, investment |
- effect on factor income e.g. wages |, profits |
max 4)
o GDP decreases. N
(Mere mentioning of the conclusion without elaboration - zero mark}

2002/CE//10(a) 1)

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

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

- spending on mere transfer of ownership, e.g., secondhand goods, existing stocks and shares, existing properties

-~ spending on mvestment items ¢ g, new houses

- unreported transactions e.g., illegal goods (2@, max: 6)
[Mark the FIRST THRER points only.]
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1.5 GDPAND GROSS NATIONAL INCOME (GNI)

Multiple Choice Questions

1991/CE/I1/43
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 earned abroad
1992/CE/11/48

The income of a Honyg 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 gross domestic product.

A, (1) and (3) only
B. (1) and (4) only
C. (2)and (3) only
D {2)and (4) only
1993/CE/N1/44

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/1/32

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 negntive

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

Macioscanoemics by Topic
|. National Incors

Which of the following sources of income earned by local residents should be included in the calculation 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

gow>

35

Magrostonomics by Topic

1 National Income

1999/CE/11/29
Wihich of the following statements about GDP is cortect?

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.  Net income from abroad cannot be negative.
2002/CE/11/25

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 earned by a Hong Kong resident from his property in the U.S.
C.  the salary earned 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/CE/T1/28

Which of the following items must be positive in value?

UnwE >

net external factor income flow
net exports

depreciation

gross profit of firms

2006/CEMNZ26
Girass domestic product (GDP) will be greater than gross nationa! product (GNP) when the amount of

A. net income from abroad is negative.
B. net income 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 included in the calculation of Hong Kong'’s net external factor income flow (i.e., net
income from abroad)?

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

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

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

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

A. (1) and (2} only
B. (1)and(3) only
C.  (2)and (4) only
D.  (3)and (4) only
2008/CE/L/27

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

vowp

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

the salary of a Fong Kong resident who works for the Hong Kong office of an American bank
the rental income received by a Hong Kong resident from his residential apartment in Canada
an mnvestment made by a Hong Kong resident in a garment factory in Thailand
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Macroeconomics by Tegle
1. National Incortig

2009/CE/N1/30
Suppose the GDP is greater than the gross national product. This implies that

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.

o>

2010/CE/MI/30
Which of the following amounts should be deducted from the GDP of Hong Kong in arder to calculate the gross national
product of Hong Kong?

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

the dividend received by a Hong Kong resident from 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 Kang resident working in a branch office of a British bank in Hong Kong

Tow

2011/CE/M/31
Which of the following items can be negative in value?

(1) Net external tactor income flow
(2) Netexports
(3) Net domestic fixed capital formation

A (1) and (2) only
B. (D and (3)only
C. (2)and (3) only
D. (1), (2)and (3)
2013/DSE/1/21

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

A, the income received by a Japanese teacher who worked in a language school in Hong Kong for one year
B. rental income earned from real estate holdings in Canada owned by a Hong Kong resident
C. salary received by an Indian consultant who worked for the Hong Kong Airport Authority for three months
D. dividends earned from shares in Hong Kong held by a US resident
2019/DSE/N/25

To calculate the gross national income of Hong Kong, which of the following shoukd be added to the GDP of
Hong Kong?

A, the income earned by & Jupanese chef who has worked in a Hong Kong restsurant for two
months.

B.  the rental receivad by 2 Hong Kong resident from lessing his house in Japan to a Japaaess

C.  the salary carmed by « Hong Kong resident frot working as a secretary at the Hong Kong branch
office of an Australian cornpany N

D, the money received from selling an apartmentin Australia by a Hong Kong resident

2020/D8E//25

Which of the following should be deducted from the gross domestic product of Hong Kong to calculate the
grosy national income of Hong Kong?

A the fze paid by a Hong Kong football club to a Japanese foothall tearm for an exhibition mateh in
Hong Kong
the rent earnad by a Hong Kong property developer from its residential property in Japan

B.
C.  the capital gain earned by a Jap corporation from its financial in
B,

Hong Kong
the dividend paid by & listed company in Japan to a Heng Kong resident

| gl sl Y o e Y (= o e Y R s T e T T T T o B T B T B |

Macroeconormics by Topic
1. National income

1990/CE/1/t{c)

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

(1) Hong Kony’s gross domestic product. (2 marks)
(i) the Philippines’ gross national product. (2 marks)
2001/CE/N/6

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/I/10(d)
Bank A runs its business 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 nine months should be included in the calculation of Hong Kong’s gross domestic
product and gross national product. (4 marks)

2015/DSE//10(a)

Suppose a football club in Hong Kong hired a famous football player from Brazil as the coach for a 2-month course for kids
He received $8 million as his salary and returned to Brazil afterwards. However, the enrollment 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? Explain.

(i)  Hong Kong’s gross domestic product (GDP) (2 marks)
(if) Hong Kong’s gross national product (GNP) (3 marks)

MARKING SCHEME

1991/ E/TV43 199S/CE/IN32 2006/CEL

0 & D (46%)
1992/CE/IY48 1999/CE/IY26 2004/CE/28 2008/CE/27 201 /CEM

B D C (53%) C (46%) A
1993/CE//44 1999/CE/MN/29 2006/CE/I/26 2009/CE/1/30 2013/DSEA2]

B B ALGT%) B (70%) A (229%)

Note: Figures in brackets indicate the pere ges of fidates choosing the correct answers.

2019/DSE/N/25 2020/DSEA/25

13 A
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1. National Income

Filipino maids are resident producing units of Hong Kong. H

(i1} VYes, because (1)
the factor owner is a resident of the Philippmes. [4)]

2001/CE/l6
{a) The answer is “included” or ‘excluded” depending on whether the fi
HK or not.

Explanation of why the firm {s or is not a resident producing unit of HK (1}
Egl Excluded:

The foreign airline operates its business in foreign countries.

1t 15 not a resident producing unit of HK.
EBg.2 Included

A branch of the foreign airline operating in HK employs him.

This branch is a resident produciog unit of HK.

(b}  The answer is “included’ or ‘excluded” depending on whether the rental income of a resident of MK is earned in HK or
not. €)]

Explanation of why the rental income is or is not earmed in HK M
E.g.l Included:

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

Aresident of HK earns that rental income in HE.

Excluded:
The HK company operates its business in HK 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/CEN0(d)

Included in HK's GDP, because (1)
Bank A is a resident producing unit of HK h
Excluded from HK s GNP, because (1
Tom is not a resident of BK, and his salary is an income to abroad. (48]

2015/DSEM/0(a)
(1) HK’s GDP would increase (by $3 million). (1)
As the course is a cursent-year production by a resident production unit, its value would be included in GDP (1)

(1) HK’s GNP would decrease (by $5 million), as change in GNP = change in GDP (+$3 million} -+ change in net income

fram abroad (-$8 million). )}
As the Brazilian coach is NOT a HK resident, the $8 million he received would be counted as income vutflow and
enter as a negative item in HK’s national income account (2)
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I National Income

1.6 NOMINAL AND REAL GDP

Multiple Choice Questions

1990/CE/11/53
Refer to the table below:

Year Real GDP ($Mn) Nominal GDP {$Mn)
1985 150 180
1982 120 120

What is the GDP deflator in 19857

A, 100 B. 120
C. 150 D. 180
1990/CE/11/56

When both the price level and the money income level of a society rise,

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

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

the living standard will not change because the rise in income is offset by the rise in price.
the effect on the living standard is not certain because the extent of both changes is unknown,

vow»

1991/CE/11/59

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 level
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:

Price in 1992 | Price in 1993 | Output in 1993
($) ($) (units)
Bread 10 12 50
Shirts 20 25 20

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

A, $900. B.  $1100.
C. $1200. D. $149
40
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Macroeconorics by Topie Magroscoramics by Topc
1. National Incoeme 1. National incorme
1995/CE/11/34 2000/CE/11/36
e > . e o, R i ; P
If a country’s real GNP and price level both increase by 5%, this implies that Year GNP at current .ma.rket GNP deflator
prices ($billion)
A, the standard of living will remain unchanged. 1997 2100 105
B. the nominal GNP will rise by 5% 1998 2 800 125
C.  the nominal GNP has a greater percentage increase than the real GNP
D. the nominal GNP will remain constant. Based on the above information, the growth rate of real gross national product (real GNP) between 1997 and 1998 is
A 12%. B. 163%
1997/CE/11/23 C. 333%. D. There is insufficient information to find the answer.
The following are data of Country X.
Year 1992 1997 2002/CE/TI/30
GDP $500 billion | $700 billion Refer to the chart below.
Price Index (1990 = 100) 120 135 Gross Domestic Product of Hong Kong, 1989 - 1999
1400 ——
The growth rate of real GDP from 1992 to 1997 is: N
- 1200 - PRIy
A 244% B. 28.0% At current market prices /
C. 40.0% D. 575% T 1000 =
< w0 = —
1998/CE/M/23 i
Suppose a closed economy produces food and clothing only. The outputs of Years 1 and 2 are as follows S 600 e Atoonsians (1990 market prices_
ki =
Year Quantity of | Unit price of' | Quantity of | Unit price of l§ 100 —
food (Unit) food ($) clothing (Unit)| clothing ($) §
1 20 4 40 12 200 fo
2 15 10 35 30
0
From Yeor | ta Year 2, the real gross national product (real GNP) of this country has (98.23) 1989 1990 1991 1992 1593 1994 1995 1996 1997 1998 1999

Year
A.  worsened because the price level increases Sowrce:  The Census and Statistics Department
B. worsened because the output of both goods decreases. o
C. improved because the nominal GNP increases. From 1991 to 1998, GDP at current market prices is always greater than GDP at constant (1990) market prices because
D. improved because the technology advances
A.  the inflation rate is increasing in this period
B. the real output level is rising in this period.
1998/CE/11/29 C.  the current price level is always higher than the price tevel ot 1990.
Suppose a country experiences a 2% increase in the production volume of goods and services as well as a 3% rise in the general D. the inflation rate is higher than the real output growth rate.
price level in a year. We can conclude that
(1) the real GNP will increase by 2%. 2003/CE/11/28 S
(2) the nominal GNP will increase by 2%. Suppose the GDP deflator of an economy decreases from 100 to 90. This implies that

(3) the nominal GNP will increase by 3%. _
(4) the nominal GNP will increase more than the real GNP by 1%. its GDP decreases by 10%.
the general price level decreases by 10%.

A
B.

(1) only C. people’s real income increases by 10%.
D

A,
B. (2)only people’s living standard decreases by 10%.
C.  (1)and (2)only
D. (1), (3) and (4) only
2003/CEA129
If hoth the nominal and real GDP of an economy are rising, the general price level of the economy
1999/CE/NI/25 o
Suppose the nominal GNP and the price level increase by 10% and 5% respectively, but the population decreases by 10%. A. Isiistng:
Then the per capita nominal GNP will and the per capita real GNP will B. is fﬂ]!'“g-
C. remains unchanged.
A.  increase inctease D.  may be rising, falling or remain unchanged.
B. decrease deerease
C. increase remuin unchanged
D. remain unchanged .. mcrease
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2005/CE/11/29
Study the following information about a country:

Year Nominal GDP (in million doltars) Price index
2003 75 000 90
2004 100 000 100

As compared to 2003, the

of this country was higher in 2004.

A.  general hving standard
B. real GDP
C.  consumption expenditure
D. average income
2007/CEMN/32
Year Nomiqali GDP Popplgtion ansumer
($ billion) (million) Price Index
1 3 000 2; 100
2 3 500 2.5 110

According to the above information, from Year 1 to Year 2, the economy’s real GDP has

GDP has
A.  increased ... decreased
B. increased increased
C. decreased decreased
D.  decreased ... . increased
2008/CE/11/32

The following table shows the change in GDP from Year | to Year 2.

Change
| GDP at current market prices +5.1%
[ GDP at constant market prices +8.1%

We can conclude from the above data that the real output

and the general price level

A merensed ... decrensed
B. increased increased
C.  decreased incrensed
D decreased decreased
2009/CE/T1/29
Refer to the following statistical data (in $million) on an economy.
GDP at current GDP at constant (2000)
Year ) 5
market prices market prices
2007 142 900 134 200
2008 144 800 132 300

Compared with 2007, the general price tevel has

2003.
A. increased ..... decreased
B. ncreased ...... increased
C.  decreased ...... decreased
D. decreaved incrensed
43
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and the per capita nominal

in that period.

and the real output of goods and services has mn

~

|Matroeconosmics by Topic
I Nationa Income

2010/CE/11/33

Year-on-vear percentage change
GDP at current GDP at constant (2000)
Year . d
market prices market prices
2007 9.5% 6.4%
2008 3.8% 2.4%

Based on the above information, we can conclude that in 2008,

A, the general price level decreased.

B. the real GDP decreased.

C.  the GDP deflator increased.

D. the general living standard increased.
2012/DSE//23

e

Country A’s general price level increases by 10% and its aggregate output and population drop by 2% and 0% respectively.

As aresult, Country A’s nominal GDP will

A rise.... rise

B. rise... fall

C.  remain unchanged ... .. rise

D. remain unchanged ...... fall
2015/DSE//25

Refer to the following table about an economy.

and the per-capit real GDP will

Growth rate (relutive to previous year) (%a)
Year | Year 2
Nominal GDP 4 0
General price level 3 1
Papulation -1 2

Which of the following statements about the economy is correct?

A, The per capita nominal GDP in year 2 is the same as that in year 1
B.  The real output increased in year 2.
C.  The general price level decreased in year 2.
D. The per capita real GDP decreased in year 2.
2017/DSE//26
The following table shows some data of an economy.
Growth rate
2015 2015
Gop -3% -2%
Price level 1% 0%
|_Population 4% 2%

Which of the following statements about the economy is correct?

A.  Real GDP in 2016 decreases.
B. Per capita GDP in 2016 increases.
C.  The price level in 2016 decreases.
D. The growth rate of real GDP in 2016 is lower than that in 2015
44
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Macroeconornics by Tapke
1. Natioral Incorre Refer to the gross domestic product (GDP) data of an economy.
2018/DSE//25 ‘
The following tablc shows the gross domestic product (GDP) data of an economy in a particular year: Growth rate (relative to previous year}
GDP components $ billion Nominal GDP i

Capital consumption allowance 40

Net factor income from abroad 36 Real GDP -1.2%

Production subsidies 14 P : :

sr-capita noming =3.5%
Direct taxes 5 il ingl GDP 3.5%
Indirect taxes 47
Compared to the previous year, the general prive level has and population has in the

Which of the following statcments about the ecconomy are correct? economy in the current year,

(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. ' A, increased ... inereased

(3) Depreciation is positive in the economy. g ;ncrenf:;’... c!ccrcnscd
N CCres. e "lmu‘d
A, (1)and (2) only D, decreased ... decreased
B. (I)and (3) only
C.  (2)and (3) only
D. (1), (2)and (3)
2019/DSE/1/23

The following table shows the gross domestic product (GDP) duta of an economy 'in & certain yoar.

Change in real GDP ~2.6%

Change fn nominal GDP -1.3% 7"

Change in population size ~1.8%
Ancurdingtothei.nﬁumutiouabove,woéanoonclnde!hminthlty;n,ﬂmprbelewl» and the
pec capits neminal GDP R

A.
B.
C.
D.

2020/DSEN26

The following diagram shows the gross domestic product (GDP} of Country A,

GDP ($ billion) Nominal GOP
T ¥

Real GDP

1 ] 1
2015 2016 2017 2018 2019

+ + Year

Which of the following statements abont Country A is cormect?

A, The price lovel increased between 2016 and 2018,

B.  Deflation occurred before 2017,

C. The sctual inflation rate was equal 1o the expected inflation rate in 2017
D, The nominal GDP has been inoreasing since 2016,
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Maxzoeconomics by Topic
L-National Income

Short & Structured Questions

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

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

(1) Hong Kong’s per capita GDP at current prices for 19887 (2 marks)
(1) Hong Kong’s GDP for 1988 at constant (1980) market prices? (2 marks)
1992/CE/1/5(a)

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

(ii)  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)
(iii) Explain whether the nominal national income or the real national income is a better indicator of general living standard.
(3 marks)
1996/CE/N/G
Year Price index (vearly average) Peter’s salary
1994 120 $ 10 000
1995 150 $ 12 000
From the above data, explain whether Peter’s real wage in 1995 has increased when compared to that in 1994, (3 marks)
2000/CE/I/6(b)

Study the following data about Hong Kong

Year on year % change in Composite
5 Unemployment i
Year Quarter real gross domestic rate (%) consumer price

product (GDP) b index
2nd -5.1 4.4 119.2
1998 3rd -6.8 5.0 118.6
4th -5.7 57 116.1
1999 Lst -3.4 6.2 1156

Some worker’s salaries were 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)(ii)
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/1/5
The following table shows data concerning a certain country,

Year 1992 2002

Consumption Expenditure ($ million) 2 500 2 679

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//5
Refer to the following gross domestic product (GDP) data for Hong Kong.

Year GDP at current GDP at constant (2000}
market prices (HKS million) | market prices (HKS million)

2001 | 269 975 1 294 382

2002 1 259771 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/l/4(a)

The table below shows the gross domestic product (GDP) statistics of Hong Kong:
(HKS miilion)

Year GDP at cur.rent GDP at constal}t (2000) GDP deflator
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
Noaminal gross domestic product (GDP) (§ million) 16 000 24 840
Price index 160 115
Population {miltion) 10 12
Calculate the per capita real GDP for the years 2000 and 2003 (2 marks)
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Macroeconormics by Topk: Macmeconamics by Topic

# National Income 1. National incofrig
2010/CE/1/7(c) MARKING SCHEME
Refer to the business cycle shown below.
ReallCBPIGIowRato 1990/CE/l/53 1997/CE/1/23 2002/CE/IL/30 2008/CE/1/32 2017/DSE//26
B A C (32%) A (40%) A (52%)
Long-term Growth Rate, 1990/CE/I/36 1998/CE/11/23 2003/CE/11/28 2009/CEMI29 2018/DSE/N/25
A D B B (54%) A (68%) B {55%)
1991/ CE/THSY 1998/CE/N29 2003/CE/129 201 0/CEAT33 2019/DSEA/23
I3} A D (46%) C(37%) I
0 Year i, .
1993/CH/T41 1999/CF/I125 2005/CEAN29 2012/DSE/N/23 2020/DSE
i i . . . . . i C A B (57%) A(53%) A
During this phase of the business cycle, the nominal wage rate of some workers was reduced. Explain whether their real
SRR B R TR dlrl (3 marks) 1995/CH/134 W36 2007/ 2015/DSE/1/25 RzipsEle
[ A A (63%) D (64%) A
2012/DSEAI/ (b) . o L . X X R Note: Figures in brackets indicate the perc ges of lidates ¢l ing the correct answers.
Many workers have their salaries increased during inflation. Explain whether the real income ol these workers would
necessarily rise. (3 marks)
1990/CE/N/3(a)(iv)
(1) Population in 1988 (2)
(D GDP deflator in 1988 / Price index in 1988 ()
1992/CE/N/S
(a) (if) Real national income = Nominal national income x (Price mndex for 1980 + Price index for 1991)
= $60 million = (1007 150) (1)
= $40 nullion (1
(it} Real national income is a better indicator, because {1
it 1s {ree fram the effects of the price changes in the year. (%)
{996/CE/N/G
Real wage in 1994 = §10 000 x (100/120) = $8 3333
Real wage in 1995 = $12 000 » (100 / 150) = $8 000
OR
Real wage in 1995 based on 1994
=$12 000 x (120/ 150) = $9 600 < $10 000
OR
Change in price index: [(150 - 120)7 120} » 100% = +25%
Change m salary: [($12 000 - $10 000) / $10 000] x 100% = +20% 2)
. Real wage decreased. (1)
2000/CE/1/6(b)
For the same amount of money income, real income rose as price level decreased. (3)
2002/CEA2(bYI)
Not necessary because N
if the general price level falls at a higher rate than (at the same rate as) the wage cut, theis yeal income would increase
instead {remain unchanged). 4)
(Remark: Mere mentioning of “general price level | 7 purchasing power of money 17 - max. | mark})
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1. Natignal ircome

2003/C1
Per capita real consumption expenditure in 1992

=452 500 m + 5 m

= $300 2)

Per capita real consumption expenditure in 2002
= $[2679m x {100/95)] +6m

= $470 @
.. a higher per capita real consumption expenditure in 1992 3]
OR

Change in per capita nominal consumption expenditure
= [$(2679m /6 m) - $(2 500 m + 5 m)] + ${2 500 m + 5 m)
= -10.7% 3]

Change in price index
= (95 - 100} + 100

-5% 2)
<. % | in price index < % | In per capita nominal consumption expenditure )
Conclusion' a higher general living standard in 1992 (H
2004/CTA/S
(a) No, because 3]

the real GDP (or constant price GDP) for 2002 was higher. €3]
(b)  The general price level was decreasing / deflation / inflation rate was negative. (23

2007/CEN4(a)

(6]

200 CE N 0y

Year 2000: $16 000 mitlion + [0 million = $1 600 (1

Year 2008 $24 840 million + (115 ~ 100} + 12 million = $1 800 (1

2009/CEA/9(¢)

Part of the total spending 15 vn the service provided by the bookstores. The service provided by the bookstores is a current

production which should be counted as part of the GDP. 2)

2010/CEN7{c)

Not necessarily decreased, because [
the real wage rate will increasc if the percentage decrease in the general price level is greater than the percentage docrease
in the nominal wage rate, @)

2012/DSEM/11(b)Y

No, because (S
the real income of workers would fall if the percentage increase in price level is greater than the percentage increase in
nominal wage. 2)
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Magmoesonamcs by Tapin
1. Natioridl lescoma

1.7 LIMITATIONS OF NATIONAL INCOME STATISTICS

Multiple Choice Questions

1993/CE/11/41
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) only
1999/CE/I1/30

Under which of the foltowing 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/CE/1/27

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 are 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/I1/50

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 different.

(1) population size
(2) income distribution
(3) nflation rate

A, (1yond (2) only
B. (1) and (3) only
C.  (2)and (3) only
D.  (1),(2) and (3)
51
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1 Natiorsyl Incorme

2010/CE/T1/29
The per capita real GDP of a country would overstate the living standard of its people because it

Saw»

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

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

(4) excludes the calculation 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

52

s B Blece B ous |

p

Macroecanomics by Topie
1. National Incormie

Short & Structured (Juestions

1991/CE/1/3
Suppaose there are only two countries and two commodities in the world. Every year each 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 below:

Food (units Clothing (units)

Country A [ OR 12
Country B S OR 20
(a) (i) Define ‘Gross National Product’ (GNP). (4 marks)
(ii) In Country A, the market prices of food and clothing are $2 and $1, 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)(ii)
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 19%0
Private consumption expenditure 62% 62%
Government consumption expenditure A% 6%
Investment 36% 28%
Exparts 88% 165%
Imparts 93% 161%

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

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

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

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

2005/CE/l/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 179333

Other than the information given in Table 1, state TWO kinds of information that are needed for an accurate reflection of
Hong Kong people’s standard of living, Explain your answer. (4 marks)

53

Provided by dse.life




Sy - c SR

: i R T ———— 3 E ;g\:"-' g 4 B
Matroscanamics by Tapic Macroe:cnr:vrﬂ}i’tr;.’({_‘qﬁ"
1 Mational Incoene 1. National Incodne:
Z007/CENS ) ) ) ) MARKING SCHEME
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.”
_ ) ' L993/CE/M4L 1999/CE//3 2002/CEAL27 2006/CEAL/50 2010/CE/L29
Give TWO reasons to explain why the student is wrong, (4 marks) C C D (69%) A (38%) C (65"%)
Note: Figares in brackets indicate the per ges of candidates choosing the correct answers.
2009/CE/1/7(b)
Explain with TWO reasons why a change in per capita real GDP cannot accurately reflect the change in the general living
standard (4 marks)
1991/CE/1/3
(a) (i) GNP is the total incomes earned by the residents of a country over a period of time (usually 1 year), 4)
(i) $2» (67 10)+$1 x (12 % 10) o)
= $240 2)
(b) - same GNP but larger population size will lead to smaller per capita GNP
- relative price level consideration: same nominal GNP but higher price level will lead (o lower standard of living
- same per capita GNP but more uneven income distributions may mean lower general living standard
- different GNP composition may mean a higher consumption expenditure in one country (i.e. higher general living
standard) but a higher investment expenditure or a higher military expenditure in another (i.c. lower general living
standard)
- same GNP but a more serious problem of pollution, traffic congestion, ete. will lead to a lower living standard
- same GNP but more leisure hours will lead to a higher living standard
- same GNP but larger amount of non-market / unreported / illegal goods and services will lead to a higher living
standard (3@, max: 9)
[Mark the FIRST THREE points only.]
1993/CE/Ata)(i1)
- per capita real GDP has increased during the decade
- better guality of goods (" technological advancement)
- more varieties of goods (. technological advancement)
- more 1mports of consumer goods
- better environment protection
- less working hours (2@, max: 4)
[Mark the FIRST TWQO pomts only.]
1994/CE/V/T1(d)
In Country A with a lower GDP,
- its per capita GDP may be higher (. its has a much smaller population) and more likely to live a better life there
- its real GIDP may be higher (" it has a much lower price level)
- its income may be more evenly distributed = more atlractive to the very fow income people of Country B
- its GDP may have a very different composition e g. a much larger component of consumption expenditure = more
attractive to people who prefer to enjoy life immediately (3@ . max: 6)
[Mark the FIRST TWO pomts only. ]
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. National Incorme

1996/CE/1/10(c)
This is because we do not know
- the population size / per eapita income of both countries.
(If B’s population size is three times, say, as that of A, then in general B’s living standard is not higher than A)
- the income distribution of both countries.
(ff B’s income s highly unevenly distributed but A’s is not, then we cannot conclude that.)
- other socia} costs of both countries.
(e.g. It B has a higher crime rate / more serious social instability / ete., then B’s living standard may not be generally
hgher than A.)
- other social benefits of both countries.
{e.g. If B has less social benefits / less leisure hours / ete., then B’s living standard may not be generally higher than A.)
- what other goods besides rice and clothing these two countries have,
(e.g. If' B has less other goods, then the conclusion may be wrong.} (2@, max: 6)
{Mark the FIRST THREE points only.]

2005/CE/I/6
- [ncome distribution: If income is unevenly distributed, the living standard of ordinary people will be overastimated.
composition of output: It a large proportion of total output consists of capital goods, national defense, etc., the living
standard wili be overestimated.

- Undesirable effects of production: The problems of pollution or traffic congestion would lower the living standard.
Therefore, the living standard would be overestimated without such information.
Amount of leisure: Leisure would raise the living standard. Therefore, the living standard would be underestimated without
such information.
Unreported production activities: The consumption of non-markeled goods / the existence of unreported transactions would
improve the living standard. Therefore, the living standard would be underestimated without such information.

(24, max: 4)

¢

|Mark the FIRST TWO points only.}

2007/CE/N/5

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

~ Difference in the composition of output: In country X, a larger proportion of total ouiput consists of capital goods and
national defense.

- Difterent undesirable etfects of production: There are more problems of pollution or traffic congestion in country X,

- Different amount of leisure: The people of country X enjoy less leisure.

- Different amuunt ol non-marketed £ unteported produclion sctivities: There sre fewar non-markeled / bnreparted goods in
couniry X. (2@, Ik 4)

{Mark the FIRST TWO points only.]

2009/CE/M/7{h)

{For each of the following points, the case of an increase in the per capita real GDP is used for illustration purposes.)

- Income distribution: 1f income is unevenly distributed, the corresponding change in the living standard of ordinary people
will be overestimated.

Composition of output: 1f a large proportion of total output consists of capital goods, national defense, ete, the
corresponding change in the general living standard will be overestimated.

Undesirable effects of production: The problems of pollution or traffic congestion would lower the living standard.
Therefore, the corresponding change in the general living standard would be overestimated without such information,

- Amount of leisure: Leisure would raise the living standard Therefore, the corresponding change in the general living
standard would be underestimated without such information,

Unreported production activities: The consumption of non-marketed goods / the existence of unreported transactions would
improve the living standard. Therefore, the corresponding change in the general living standard would be underestimated
without such information. : (2@, max: 4)
[Mark the FIRST TWO points only.]
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Macroeconoraics by Yopic
1. National Incorme:

1.8 UNCLASSIFIED

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

It is given that the gross domestic product of Hong Kong per day is HK$3.3 billion. When the typhoon signal number 8 is
hoisted, the daily economic loss is estimated to be less than HK$3.8 billion. Give TWO reasons to explain why. (4 marks)

2008/CE//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 $3 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/NI/11(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.
Futher: Oh no! There is a long queue waiting.
Son: Why don't we go to « private doctor?
Futher: The fee churged by public clinics is only $43, much lower than 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/II/11

To develop nuclear weapons and increasc 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
gouds exporting from Country Z.

Analyse the effects ol the above situation on Country Z°s general living standard. (3 marks)
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MARKING SCHEME

2007/CE/710(a)

- Some production activities are still undergoing during (yphoon

= Some production activities ¢.g. emergency services, are generated during typhoon

- Some production activities dissupted during typhoon can be compensated Jater (2@, max: 4)
[Mark the FIRST TWO points only]

2008/CE//11(d)
(i) Part of the decrease tn export value would not lead to a corresponding decrease in GIP when, referring to those $3
billion worth of exports,
- part of it 15 not focally produced.
e.g. some of the production raw materials are imported
e.g. part of the value of these exports comes from the value of re-exports
- part of it is not produced in the current year.
e.g. 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

{Any factor, 3)

{if) The amount of GDP derived from the spillover effect of the production of the exports wiil also decrease. 2)

2016/DSE/L/ ()

Na, because €3]
public services are usually subsidized - i.e. provided at or below cost, which is in turn lower than market price. Their
contribation to GDP (or market value), computed using market price, would thus be higher than $45 (the subsidized price
charged by the clinic).

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

2018/DSEAT]

The living standard would fall, because the higher proportion of government expenditure or resources / output devoted to
national defence would not have much 1o contribute to the living standard in general.

Overall the citizens would enjoy less goods and services. Since those males drafted for military service are forced to leave
their existing jobs, their houschold income (and consumption) would fall, 3)

-
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11.  The Government launched the Consumption Voucher Schieme in 2021 1o relieve the impact ol COVID-19 on

2022 1he Hong Kong cconomy.

Source A: Sialistical data aboul uncmploy ment rale in Hong Kong

26. Many workers in Country A emigrated to other countries. ~All the job vacancies resulting from the = Unernployment rale by previous industre
emigration were filled by unemployed people. As a result, the unemployment rate of Country A s

12 - = Refail, accommodation and
»- - foad services indusiry
A. would increase 1 7
B. would decrease V4 s+« ++ Public administration, social
C. would remain unchanged 8 7 and PF“?“‘“ SCIVICCS
D. cannot be determined A o industry
i sl ANl industries
. g g : . . 4 #Pyblic admimsiration, social
39. If there is unexpected inflation, which of the following persons will lose? 7 TS and persanal services include
3 ‘.--“"' education. human health and
A. aconsumer who used credit cards to buy goods i T social work activities. efc.
B. an employer who signed fixed nominal wage contracts with his employees 0
C. aholder of certificate of deposits - > %, 3 %,
D. aninvestor of bonds with the rate of return adjusted according to the inflation rate 49% % %

K %"%{, %% %"% %’%

Sowrce B: An extract of information about the Consumption Voucher Scheme

All Hong Kong permancent residents and new arrivals aged 18 or above, who comply with the ‘residing
in Hong Kong’™ requirement. could register o receive clectronic consumption vouchers with a otal value
of $3 000 by instalments.

Source C: Information aboul the four designated stored value [acilitics to receive the $5 000 consumplion
vouchers by instalments

Alipayl K Octopus Tap & Go WeChat Pay ITK
&>
Nl
Alipay Hx P — WeChat Pay =
Public MTR. bus, mumi | MTR, bus, ymmi Bus and mim bus None
transportation bus and ferry bus and ferry
with the above
payment [acilitics
installed
Promotions 1o 5 c-coupons First 2 million $50 awarded when C=CouUpons
consumplion registered using virinal Tap &
voucher users CUStOMETS enjoy Go Unionpay card for
$18 of stored the first transaction
value with an amount equal
10 or larger than $30




Source D: Some remunders for the Consumpuon Voucher Scheme

Consutnption vouchers cannot be used in transactions such as payments (o the governmenl (©.g. Lax),
public utilifics (c.g. clectricity charges). purchasc of financial products (c.g. insurance), and dircct
purchase from merchants located ontside Hong Kong.

There are deadlines for using consumplion vonchers.

Source E: Some views on the Consumption Voucher Scheme in Hong Kong

A housewile

I have spent mote than $35 000 as there are e-coupons [rom the stored value facility
provider. A lol of promolions in Large retail chaims and malls have also (enpled
me to consume!

g,

A former chelina
restaurant
B

)
= §

I have been laid off and have stayed home for months, No onc knows when the
travellers would be back. 1 hope that the Consumption Voucher Scheme will bring
more Jocal people 1o spend on food and beverage and the whole industry can
survive the pandemic,  Otherwise, many workers will be forced to lcave the
industry.

A doctor working in
# public hospili]

Resources should be allocated to the medical sector. instead of giving everyvone an
cqual amount under the Consumiption Voucher Scheme.  The public hospitals
lacked space. manpower and equipment even before the pandemic, Start building
new hospitals earlier so that more lives could be saved.

(a)

)

(c)

()

Refer to Source A

(i) In which phasc of business cyele the Hong Kong cconomy most likely was? Aparl [rom the
change inunemplovment rate, list ONFE other economic phenomenon of this phase. (2 marks)

{i1) Why did the unemployment fate of retail. accommodation and food services indusiry increase
faster han (hit of public adminisiralion. social and personal services industry duning the
pandemic? (2 marks)

Refer 1o Source B, Would the §5 000 distnbuted under the Consumption Voucher Scheme be included
in the calculation of government consumption expenditure? Explain your answer, (2 marks)

Bascd on the information given in Source C, explain with TWO rcasons why the market of stored
value faciliues in Long Kong is NOT perfectly competitive. (4 marks)

Referto Source . Some citizens claimed, ‘T would rather recerve $3 000 cash instead of consumption
vouchers.” 1n terms of functions of money. explain such a claim with TWO reasons. {4 marks)

For part (e). candidates are required to present their answers in essay form. Criteria for marking wull include
use of sources and cconomic theories. relevant contenl, Togical presentation and clarity of expression.

{e) Suppose the Government plans to spend another sun of money o cope with the pandemic. The
following arc (wo suggeslions.

Scheme C | Distribute the sum of money using the same mechanism as the existing Consumption
Voucher Scheme.

Scheme L1 | Spend the sum of money on building new hospitals and hiring additonal medical
stall.

With reference 1o the above sources and vonr own knowledge in Economics. discuss which scheme
the Government will prefer in order to achieve FACH of the following policy objectives respectively.

Objective 1:  to relieve unemployvment in an industry severely allected by the pandemic

Objective 20 1o increase average labour produclivily
Objective 3 to increase aggregate output (in the short run and/or in the long run)

(14 marks)
|Usc a scparate paragraph for comparing the cllects of the two schemes under cach policy objective. |
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2, Unemployment & Inflatisn

SECTION 2: MACROECONOMIC PROBLEMS
2.1 'UNEMPLOYMENT

Multiple Choice Questions

1994/CE/I/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.  Jobhn, 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 for one month
1995/CEAL/37

Which of the following are the possible fosses 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.  (l)and (2) only
B. (1)and (3) only
C.  (2)and (4) only
D. (3)and (4) only
1996/CE/11/33

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

A, unemployed.

B. underemployed.

C.  employed.

D. not in the labour force.
1997/CE/1/26

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

Number of Persons
Employed Population 2 931 000
Underemployed Population 33 000
Unemployed Population 69 000
The unemployment rate is
A 22T%
B. 230%
C. 3.36%
D. 3.40%
59
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1997/CE//55
An increase in the number of Form 7 graduates studying in the universities will result in

(1) adecrease in the present tabour supply.
(2) adecrease in the present unemployment rate.
(3) anincrease in future average labour productivity.

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

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

(1) an employee with a foreign nationality working in a law firm in Hong Kong
(2) Mr Chan, 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)and (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 vacant for a long
time, then Hong Kong’s labour force would and here unemployment rate would
A, incresse fall
B, decrense fail
C.  mncrease rise
D.  decrease . 1ise
1699/CE//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?

The unemployment rate will increase.

The unemployment rate will decrease.

The unemployment rate will remain constant.
The effect cannot be determined.

gow>
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2002/CEM/29

Number of Persons
Population aged 15 or above 10 600 000
Employved population 6 800 000
Unemploved population 1,200 000
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 unemployment rate is 12%.

A, (3)only

B. (1)and (2)only

C. (1)and (3) only

D. (2)and (3) only
2002/CE/T1/31

Which of the following are possible losses to a society caused 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 (3) only
D (2),(3)and (4) only
2003/CE/11/30
Study the following data about Hong Kong in the period of July 2002 to September 2002.
Number of Persons
Employed Population 3 243 000
Underemployed Population 101 000
Unemploved Population 267 000

The unemployment rate in the period is

A 7.4%
B. 7.6%
C. 82%
D 102%
2004/CE/11/33
Number of Persons
[ Employed population 18 400
| Unemploved population 1 600

Now there are 1 000 additional job seekers in the econamy. If $0% 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.
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2005/CE/11/32

Population

Aged 15 or above 10 000 000
Employed 6 800 000
Unemployed 1 200 000
Underemployed 1 600 000

According to the above data,

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/11/30

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

A. 500000

B. 1000000

C. 9500000

D. 10000 000
2007/ CENLB0

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 benefit is a burden to society.
2008/CE/11/30
Study the following figures of an economy.
Number of Persons
Unemployed 20 000
Under-employed 60 000
Employed 480 000
Persons aged 15 or above 1 000 000

The unemployment rate of the economy is

A 2.0%
B. 37%
C. 40%
D. 417%
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Labour force (persons)

600 000

Unemployment rate

10%

Underemployment rate

3%

According to the above information on an economy,

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

B. the employment rate is 85%.

C. the employed population is 540 000.

D. the number of unemployed takes up 10% of the population.
2010/CE/11/32

Below are the employment figures of a country.

Number of Persons

[ Employment 18 000
| Unemployment 2 000
Suppose there are new job seckers entering into the labour market after graduation but only 85% of them succeed in finding

1 jub. 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 return 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 unemployment rate will remain unchanged.

D.  The effect on the unemployment rate cannot be determined.
2016/DSE/1/25

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

Some university graduates join the labour force.

Some unemployed workers give up seeking jobs.
The government increases unemployment benefits.

onw

2017/DSE/N/27

Some factories move to a neighbouring country with lower labour cost.

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

63

A, rise ... remain unchanged
B. rise... fall
C.  fall ... remain unchanged
D. fall ., fall
f ) ; ’ “ o
J | . J \ ) . 3

and the unemployment rate would

=
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2019/DSE//24 Marroscariomics by Topic
2 Un=mployment & inflaton

The following table shows tha data of an economy, Short & Stryctured Questions

Population aged 15 or abave 6500000
Labour forco participation rate* 60% 1994/CE/1/10(a)(3)
Ewploysd population 3780000 What losses to an economy are caused by unemployment? Give TWO of them. (4 marks)
Underentployed population - 100000
*Labour force participation rate = proportion of labour furce in population aged 15 or above 1995/CEN/G
Based on tho sbove dats, the - rate of the is | Every summer, many school leavers start to look for jobs and this affects the unemployment rate in September. Explain why
iy the rate may increase or decrease. {5 marks)
A, L 1.85%
B, 3.08%
Sl [t . 2000/CE/1/7
D. 564% 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)
2019/DSE//39 S GOTCEN
! ¢}
Which of the following results can be a negatlve number? Suppose a number of civil servants retire under the government’s voluntary retirement scheme. Explain whether this will
£ 3 increase the unemployment rate in Hong Kong. (4 marks)
A, grossi minus pot in'
2‘ toual °"1’°"31’"&’B""’)’°' cxports o 2004/CEA/T
. meney supply minus money supply ) . :
D.  employed population minus ployed populstion Give TWO losses to society caused by unemployment. (4 marks)
2020/D8E/1/24 ZO0GICRIID(C)

In the summer of last year, the growing business of many retail shops led to an increase in the employed population in Hong

24, The following table shows the employment data of Hong Kong from April to Jun in 2019, Kong. However, the unemployment rate during the same period of time remained unchanged.

1

Number of persons (*000) Explain why the unemployment rate can still remain unchanged in spite of an increase in the employed population. (4 marks)
Population 1524
2007/CE/N/3(b)(i)
gsdilojorabove 6550 Suppose these top-quality Mainland students stay and work in Hong Kong after their graduation and the total number of job
Employed persons 3871 positions in Hong Kong remains unchanged.
Unemployed persons 114 . T o
Explain how this situation would affect the unemployment rate of Hong Kong. (4 marks)
Undersmployed persons 41
According to the above data, the und ploy rate is . 2012/DSE/1/6(a)
Rising unemployment is one of the phenomena which occurs during economic recession.
Al 0.55%
2. ?g’; State TWO losses to society caused by unemployment. (2 marks)
D. 1.06%
2013/DSENI/T1(b)(iii)
2021/DSE//25 The government has launched the "Work Incentive Transport Subsidy Scheme", with the following objectives:

» 5 3 s (1) To relieve the burden of travelling expenses commuting to and from work on the part of low-income
5e
Suppose the unemployment rate of an economy is 8%. Which of the following would increase the households with employed members

unemployment rate?
e=3 (2) To promote sustained employment

(1) 15% of the new graduates could nut find jobs successfully, Applicants must meet the monthly income and asset limits of the household (e.g. for a single person, the monthly income

(2)  Some employers closed down their tocal businesses and mi‘gmmd o Dthcli countries. cannot exceed $7 300 and the assets cannot exceed $72 000) and work no less than 72 hours per month in order to apply lor
(3} Some of the part-time workers Jost their job due to automation of production. a subsidy of $600 per month,
A, (1yand (2) only Discuss the effects of the scheme on the uncmployment rate. (3 marks)
B.  (H)ond (3) only
C. €2)and (3) only
. (1), (2)and (3)
(1, (2) 64
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2. Unemployment & Inflaticn
2015/DSE/I/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/1/6
Below are the employment data of a country.

Employed population 3 800 000

Underemploved population 800 000

Unemployed population 200 000
(a) Calculate the uncmployment rate of the country. (2 marks)
(b)  Suggest THREE losses to the sociely caused by unemployment., (3 muarks)

201 8/DSE/N/5(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 the measure would affect the unemployment rate in Hong Kong, (4 marks)

2020/DSE/N/3

Below are the gross domestic product {GDP} data of  country.
Resl GO growth rate

N A

Vo

@) Identify the phase of business cycle which point A is in. {1 mark)
{b}  Apart fiom increasing unemployment rate, list TWO general economic phenomena which oceur at
point A, (2 xnarks)
(c) Stte TWO losses to sociery viwsed by uncmploymen. (2 marks)
o " B ' ' ' (
y S K |

TR vl | e o 1)) A ——
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Macrozconomics by Topic
2/ Unemploymer: & inflation

MARKING SCHEME

1994/CEAIAT 1998/CE/11/24 2003/CEA130 2008/CHAL30 2017/DSEN/2T
D A B (44%) C (63%) B (76%)
1995/CR/11/37 1998/CT/1/28 2004/CEL/33 2009/CHAY32 2019/DSEN/24
A A A(58%) C (62%) 5
1996/CE/1/33 1999/CE/11/32 2005/CEA/32 201 0/CE/1/32 201 9””‘SE"I/ 80
D A B (55%) A (61%) 0
1997/CE/1/26 2002/CE/1/29 2006/CE/11/30 2012/DSE//24 2020/DSENA
B B (49%) C (60%) D (53%) C
1125

1997/CE/1Y/55 2002/CEA/3] 2007/CEAN30 2016/DSEA25 2021/DS
B A(15%) € (33%) C (48%) D

Note: Figures in brackets indicate the percentages of candidates choosing the correct answers.

1994/CE//T0(a) i)

- GNP | / living standard |

- skill and experience of the unemployed | / productivity |

- social problems as other losses to socsety, e.g. higher crime rate, family problems (2@, max: 4)
[Mark the FIRST TWO points only.]

1995/CE/6

The newly graduated job seekers increase the labour force. [$)]
Unemployment rate (R} = [Unemployed popuiation (U) + Labour foree {L)] x 100% (1)
if' a very high proportion of the new job seekers can find a job, then the unemployment rate will decrease;  (2)
and iF quite a number of them cannot find a job, the unemployment 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
unemploved population. (4)
OR
% change in U > % change inL = R 1 )
% change in U <% change in L= R | (2)

2000/CEA/T

The no. of unemployed increases at a slower gate than the merease in the labour force. (4)
[ Show understanding of “unemployment rate = (no. of unemployed + labour force) « 100%™ without other elaboration
- max; 1 mark]

2003/CE/V6

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

Since unemployment rate = unemployed population + labour force
OoR
= unemployed population + (employed population + unemployed population), (1)
the unemployment rate would increase.
{Mere mentioning of the formula of unemployment rate - max: 1 mark]
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2004/CE//7
- productive resources will be left dle / ontput level will be lower
- political disorder / social unrest
- foss of skiils (2@, max: 4)
{Mark the FIRST TWO points only.]

2006/CE/N/He)

Unemployment rate = {unemployed population — labour force) x 100%% (h
The unemployed population increased, and (1
both the labour force and the unemployed population mcreased at the same rate / percentage. {2)

2007/CEN/8(D)(1)
Total labour force increases. H
Unemployed population increases. {H
(Given total employment remains unchanged,)
increase in total fabour force = merease in unemployed populanion
OR % increase in the unemployed population > % increase in the labour force H
As a result. unemployment rate increases. )

2012/DSE/11/6(a)

- loss of output

- loss of human capital

- political unrest (1@, max: 2)
[Mark the FIRST TWO points only.]

2013/DSEAVT(b)(1DH

The effect on the unemployment rate is uncertain.

The size of the labour force would increase as more people originally outside the labour force are induced to look for jobs.
But the total number of unemployed may also increase as some of these new workers may fail to get a job. The resulting rate
af unemployment depends on the percentage inerease in the unemployed population relative to that in the labour force.  (3)

2015/DSE/M/5

Unemployment rate = (number of unemployed + total labour force) x 100%

Since both total labour foree and number of unemployed drop by gn sgual amount, the percentage deerease in the
unemployed population is greater than the percentage decrease in the total labour force, implying a reduction in the
unemployment rate. 4
2016/DSE/N/G

(a) The unemployment rate = [200 000 / (3 800 000 + 200 000)] x 100% = 5% (2)

(b) - loss of output
- Joss of human capital
- political and social unrest (1@, max: 3)
[Mark the FIRST THREE points only.]

2018/DSEAT/S(b)

Unemployment rate = (number of unemployed people / the total labowr foree) < 100%

The number of unemployed people will not change while the labour force increases as the retired staft is not in the labour
force originatly. The unemployment rate will drop. “

67

2020/DSE/T/3

3a Recession (1 mark )

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

¢. Loss of human capital
Loss of real outpul
Social unrest (2 marks )
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2.2 THE GENERAL PRICE LEVEL 1994/CE/11/20

The following diagram shows the percentage increase in the nominal wages of workers in the manufacturing and the service
sectors of an economy
Multiple Chojce (uestions

Percent
o T
1991/CE/11/46 o '
What will happen when there is inflation? 1
S . 16— AN~
A, The cost of living will fall, 15 // = .
B.  The budget deficit will decrease. i / ~4 Manufucturing
C.  The living standard will improve. / ey e
D. The value of money will decrease i d \
h Y i 12 / —/1 - = = Serice sector
i /
b = /
10— =
1991/CE/11/48 9
Unexpected inflation will P
7 Year
(11 increase government revenue 1986 e 1988 989 1% 1991 b
(2) encourage exports.
i3) redistribute income, The above diagram shows that in the period 1986-92,

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

A. manufacturing workers received higher total earnings than workers in the service sector.
A. (1) and (2) only B.  manufacturing workers had lower average labour productivity than workers in the service sector
B. (1)and (3)only C.  if the inflation rate were below 10%, then real wages of workers in both sectors increased.
C. (2)and (4) only D. there was a shortage of workers in the service sector.
D. (3)and (4) only
1994/CE/11/34
1991/CE/11/50 For Question No. 34, consider the following data of an economy producing only bread and shirts:
[ Year [ 1990 [ 1991 ]
[ Consumer price index [ 100 | 125 | Price in 1992 Price in 1993 Output in 1993
($) ($) {units)
According to the table above, which of the following statements is true? Bread 10 12 50
Shirts 20 25 20
A, The cost of living was lower in 1990.
B. The standard of living was lower in 1990, The rate of inflation from 1992 to 1993 calculated by using the GNP deflator is:
C.  The purchasing power of money was higher in 1991.
D.  The consumption expenditure was higher in 1991, A 182% B. 222%
C. 333% D. 1222%
1993/CE/11/42
November 1991 November 1992 1994/CE//38
Consumer Price Index (A) 117.7 128.5 Who will lose during an unanticipated intlation?
Consumer Price Index (C) 1187 129.9
A. Mrs Lee, who has hired a Filipino maid
The above table compares the indexes for November 1951 and November 1992 It shows that in November 1992, the B.  Mr Chan, who has bought ten coupons which can be exchanged for cakes at a bakery
of the higher income group increased at a rate than that of the lower income group. C. Mr Fu, who runs a restaurant
D.  Mr Wong, who has put all his money in his time deposit account
A. standard of living ...... faster
B. standard of living ...... slower
C.  costofliving ...... faster 1995/CE/1/33
D.  cost of living ... slower [ vear | 1994 [ 1995 |
| GDP deflator [0 | 132 |
Based on the above data, we may conclude that from 1994 to 1995, the economy’s
A.  nominal GDP increased by 12%.
B. real GDP increased by 10%.
C. rate of deflation was 12%.
D. general price leve! increased by 10%.
68 69
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1995/CE/11/36
Which of the following people will gain in times of unexpected inflation?

(1) holders of long-term government bonds

(2) holders of certificates of deposits

(3) those who have used credit cards to buy goods

(4) shareholders of companies which have issued long-term fixed-interest debentures

A, (1)and (2) only
B.  (1)and (4) only
C. (2)and (3) only
D. (3)and (4) only
1996/CE/11/32

Study the following information about Country X:

Year Nominal national income Price index
($mn)

1988 8 000 100

1989 10 000 120

Comparing the year 1988 with 1889, we can conclude that

A, the cost of living increased by 20% in 1989.

B. the living standard in 1989 is gencrally higher.

C. the real GNP growth rate in 1989 is 25%.

D. the price of all goods and services increased by 20% in 1989.
1997/CE/M1/25

PRICE INDICES FOR SELEGTED POPULAR
RESIDENTIAL DEVELOPMENTS IN HONG KONG
(7192 10 12/92=100)

FEARA S NN E MR R N FMANME S AN TN ML S
! 96

Source : NV.E. Asian Quarterly, Standard Chartered, October 1996

The above graph shows that in the first half of 1996,

the high price of housing had led to a low consumption of the citizens.

the living standard of Hong Kong people had improved.

Hong Kong’s property market was on the upswing.

there was a lot of speculative activities in the property market of Hong Kong.

vOow>

70

——

1997/CE/M/27

Macroeconomigs\by Jopic
2. Unemployment & Inflation

Trend of Consumer Price Index

i 4.9.%inAugusl.
N R -

Growth =
raic (%)

0 T T T T ¥
lm;mh/ymr 108 1295 HEF 4% 6% A

Source : {long Kong fconomic Times

The above data reflects that during this period,

A.  the consumption power of the people became weaker
B. the economy was on a downswing,

C.  the people consumed less but saved more.

D. the increase in the cost of living had slowed down.

1997/CE/I/31

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

vom»>

1999/CE/N1/33

every household’s cost of living has increased by 10%.

the general price level has increased by 10%.

the prices of all goods produced in the current year have increased by 10%.
people’s nominal incomes have increased by 10%.

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

N Composite Consumer Price Index
% {annual rate of increase)

- N s W

N I SR .. manthiyear

8 2 3 4 5 6§ 7T 8 % 10

0

Form the figure, we can conclude that

A
B
(¢
D

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/I/39

Mr A borrows maney from a bank for a housing mortgage at a fixed interest rate of 7% p.a. After that the general price level
falls continuousty. In this event, Mr A loses and the bank gains. This is because.

The value of the mortgaged house has been falling,

Mr A’s wage income has been falling

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

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

Cawp

2001/CE/TI/31

Chart 1 Movements of the Composite Consumer Price Index
Percent

Year-on-year rate of change
in the Composite CPI

s
4
b
2
. a
[

Jul Oct Jan Apr Jut Oct Jan Apr Jut
1998 1999 2000

Based on the data in Chart 1, under what situation would Mr Chan have gained from July 1999 to July 20007

A Before that period of time he had already borrowed a sum of money from a bank at a fixed interest rate.
B.  His salary remained unchanged during that period of time.
C. Headjusted 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/11/32

Refer to the following data about an ecanomy.

[ Year | | Year 2 |
| GDP deflator | 150 | 180 |

We can conclude that form Year | to Year 2,

A, the purchasing power of money has decreased.

B. the real national income has decreased.

C.  the average standard of living has gone down.

D. the income distribution has become more uneven.

2005/CEM/33
Which of the following would gain when unexpected inflation occurs?

A, holders of fixed deposits with banks

B. employees whose salaries are adjusted according to inflation
C.  people who receive a fixed amount of unemployment benefits
D. agovernment which has issued bonds at fixed interest rates
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2005/CE/11/34
Refer to the following diagram about the GDP deflator of Hong Kong from January 2000 to September 2004.

GDP Deflator

103 —

8
2000 Jan 2004 Sept

Source: Hong Kong SAR Government

Based on the above diagram, we can conclude that during this period,

A, the nominal GDP was decreasing.

B. the real GDP was decreasing.

C.  the cost of living was increasing.

D.  the purchasing power of money was increasing.
2006/CE/11/31

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

in Hong

A. the price of all goods

B. the price of imported goods

C.  the nominal national income

D.  the cost of living
2007/CE/11/33

Which of the following statements about inflation is correct?
A. A continuous increase in the price of a good is not inflation.
During inflation, everyone suffers to the same extent.

B
C. During inflation, incomes and prices increase at the same rate.
D. Inflation may benefit some people, particularly those people whose incomes are fixed.
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2007/CE/N1/34
Refer to the following information about the composite consumer price index of Hong Kong.
103.0 —— —
: /—’!
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2006

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

A.  the nominal GDP was falling

B. the nommal GDP was increasing

C  the purchasing power of money was falling

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

Which of the following would lose during an unexpected inflation?

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

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

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

vow>

2AKR/CEANA3

Year | Consumer Price Index (A)
2004 99.3
2003 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 interest rate.
(2)  waorkers 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)

Taws
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2009/CE/1/34
When the consumer price index of an economy increases from 100 to 110, it implies that

A, the prices of all consumer goads involved in the calculation of the index have increased by 10%
B. the cost of living has increased.
C. the standard of living has increased.
D people’s nominal income has increased.
2012/DSE//32

The US government has accumulated a huge amount of debt, about US$14 trillion in 2011, If there ts unexpcected inflation in
the US, which of the following parties will most likely gain?

A.  Hong Kong residents holding cash in Hong Kong dollars under the linked exchange rate system
B. US citizens holding time deposits

C.  countries holding a large amount of US government bonds, like China and Japan

D  the US government

2013/DSE/1/34
Which of the following people will benefil 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 contract

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

D, Aretired teacher who recetves dividends from various listed companies
2014/DSE/I/40

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

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

A, (1)only

B. (2)only

C. (3)only

D. (1).(2)and 3)
2015/DSEN/36

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

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

gow>
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2016/DSL/1/24
Study the diagram below.

Change.in GDP deflator (%)

35
K]
0.3
2

\\ :_5
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o
Ogt 2054 Jan 2013 Apr 2045 h) 2015

The diagram shows that during the period from October 2014 to July 2015,

onw>

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/N/37
Which of the following people will gain in times of unexpected deflation?

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

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

When there is unexpected inflation, which of the following individnal(s) will Jose?

CRcE- TS

A firm owner paying his workers a fixed wage
A flat owner charging a rental with adjustment according to the change in price level
A retired civil servant receiving a fixed monthly pension

All of the above individuals will lose becaunse the purchasing power of money will be lower.
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Short & Stryctured Questions

1990/CE/1/3 (b))

Explain whether the following persons would gain or lose in times of inflation:
(1) abusinessman who has borrowed moncy from a bank at a fixed interest rate

(1) a landlord whose premises have already been lel at a fixed rent for the coming two years
(6 marks)

1993/CE/I/1(c)
Explain whether “Yummy Yummy” will gain or lose if inflation occurs unexpectedly after

() it has signed a contract with a hospital to supply a standardized lunch 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/CE/1/1(a)
Define “inflation’ (2 marks}

1999/CE/1/11(c)
Some taxi-drivers buy taxis by borrowing from banks. If the general price level goes down unexpectedly, explain under what
circumstances these taxi-drivers will

(1) lose.
(if) have no gain or loss.
(6 marks)

2001/CEM/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/M/9(c)

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

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

(i) Suppose a retired civil servant receives a lixed monthly pension from (he government.
(6 marks)

2005/CE/l/7
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 (HK$)

2001 98.1 188 835

2002 94.6 183 790

2003 89.6 179333

Suppose people did not expect any change in the price fevel. Explain whether the following persons would gain or lose when
the change in the price level indicated in Table 1 occurred.

(a) abusincssman who obtained a bank loan in 2001 at a fixed interest ratc for 2 years

(b) abusinessman whosc premises were let in 2001 at a fixed rent for 2 years
(4 marks)
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2007/CE/1/4(b)
The table below shows the gross domestic product (GDP) statistics of Hong Kong:

2019/TSE//6

Stidy Tables | and 2 and answer the following questions.

= (HK.S million] Table 1: Change in composite consumer price index (CCP!
- GDP at current GDP at constant (2000) = Year 2016 Year 2017 |
XYeas market prices market prices GDI deflator I +2.3% I +1.7% |
2003 1233 983 1390610 88.7 .
2004 1291 568 1510182 85.5 Table 2: wage rates pet hour
2005 1382052 1619984 A [ Yeur 2016 Year 2017 |
$32.5 [ §34.5 |
Suppose people did not expect any change in the price level in years 2003 to 2005, Explain whether the following persons ] A S
would gain or lose when the changes in the price level indicated in the above table occurred. (®  Basedon Table 1, state the change In the general price kevel in2017. (1 mark)
(b)  On 1 Japuary 2017, Siu Keung expected a +2.3% change of the CCP1 in that year, and he lent a sum

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

(i) 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/V/5
Refer to the following information on cconomy A.

Year Growth rate of GDP deflator

2006 +5%

2007 +4%

2008 +2%
(1)  What is inflation? (2 marks)

(b) Supposc 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 would gain or lose when the changes
indicated in the above table occurred. (3 marks)

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

Hong Kong’s inflation rate rose to 7.9% last month - the sharpest jump in 16 pears - confirming what many

Samilies already feared as they struggle to keep up with the runaway cost of food and rent ......
What is inflation? (2 marks)
2014/DSE//5
Study the following information about an cconomy.
Year Consumer price index (CPI)
2012 120
2013 126
(a) Calculate the inflation rate in 2013, (1 mark)

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

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

(i) In2012, Kitman borrowed a housing mortigage loan from a bank at a fixed nominal intcrest rate. (2 marks)

78

of money to Kitman at 5% interest rate per annum. On 31 December 2017, Kitman repaid the sum
plus the mterest to him. With reference to Table 1, explain whether Siu Keung would gain or lose.
. {3 marks)

Kitman has been receiving the minimum wage rate per hour. With reference to Tables | and 2,
cxplain bow her real wage rate would change in 2017. (3 marks)
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2018/DSE/N/10(b) 1999/CE/1/1 1{c)
Who, the employers or the foreign domestic helpers, will sulTer a loss if there is an unexpected inflation in the contractual iy Under fixed inlerest rates, the payment of hire and purchase remains the same.
period? Explain, (2 marks) OR
Under floating interest rates, the fall in nominal interest rate is loss than the fall in the general price level, 2)
However, the value ol payment to bank for hire purchase will increase since the purchasing power of the payment
increase. (2)
MARKING SCHEME (i)} Under floating interest rates, if the adjustment of the interest rates is fast enough to catch up with the fall in the general
price level, there will be no loss nor gain, (2)
1991/CENT/46 1995/CE/M/33 2000/CEAN39 2007/CEAM1/34 2014/DSE/1/40 2001/CE/N/9(d)
D D D C (59%) C (66%) Effect on the weneral price level
Most foodstuffs, daily necessities and industrial raw materials are imported. h
1991/CE/T/48 1995/CE/NI/36 2001/CEA1/31 2008/CE/T1/31 2015/DSE/N/36 .. introduction of the tax would Jead to arise in the general price level (1)
B D B C (69%) A(T2%)
Result in inflation?
1991/CE/I50 1996/CE/11/32 2001/CEAL/32 2008/CE/11/33 2016/DSE/M24 If the introduction of the tax only results in an gpeg-apd-for-af] rise in the general price level, then it would not bring forth an
A A A C{71%) D (37%) inflation, (3)
[Only put down the defimition of inflation as a persistent ot continuous rise in the general price level® without other
LOG3/CRA142 [997/CEN/25 2005/CE/M1/33 2009/CE/N/33 2016/DSE/N/37 claboration - max: 2 marks]
C C D (51%) A (66%) B (65%)
1994/CEA120 1997/ CEAL2T 2005/CLE/N1/34 2009/CE/1/34 2017/DSEA34 2003/CE/1/9(c)
C D D (46%) B (69%) C(85%) (1) Lose, becanse (1
the fixed amount of foan repayment and the fixed amount of Joan interest payment both have a higher porchasing
1994/CE/N/34 1997/CE/M/31 2006/CE/MI/31 2012/DSEN/32 power than that before unexpected deflation occurs. (2)
B B D(61%) D (68%}
(ii) Gain, because )
1999/CE/M/33 2007/CEM33 2013/DSE/1/34 the fixed pension has a higher purchasing power than that before the unexpected deflation ocenrs, (2)
C A(35%) C(829%)
Note: Figures in brackets indicate the per ges of candidates choosing the correct answers, 2005/CE/N
(a) He would lose, because N
he repays a fixed amount of money, the purchasing power of which has increased because of unexpected deflation. (1)
F9S0/CEN3(B)(ID {b) He would gain, because [¢))]
(1) The businessman would gain, because Q)] he receives a fixed amount of money, the purchasing power of which has increased because of unexpected deflation.
the value of the loan / interest payments decreases in real terms during inflation. 2) (N
(1) The landlord would lose, because (h
the value of the rent decreases in real terms / the purchasing power of the fixed rent drops in times of inflation, (€3] 2007/CE//4{b)
The table indicates a decrease in the general price level. (2)
1993/CEN/1(e) (i) He would gain, because . (n
(1) Lose, because (H the fixed amount of pension has a higher purchasing power (in times of unexpected deflation). [0}
the real value of the receipt will decrease during inflation.
OR (i) He would lase, because . (1)
the cost of supplying the lunch package will increase during inflation. ) the real value of the repayment will increase (during unexpected deflation). [4)]
(ii} Lose, because m
the real vatue of the sum of moncy and/or the interest income will decrease during inflation. @ 2009/CE/5
(a) Inflation is a continuous rise in the general price level. )
1998/CE/N/1(a) (b)  He would gain. because (%)
A continuous rise in the general price level 2y the real value of his loan repayment will decrease. (2)
2012/DSE/N 1 1(a)
Persistent increase in the general price level (2)
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2014/DSE/N/S
(a) [(126-120)/120] x 100% = 5% (¢
(b) CPTonly includes consumer goods while GDP deflator includes both consumer goods and producer goods.
OR
(P calculates a tixed basket of goods and the weighting will be revised every 5 years while GDP deflator has variable
baskets of goods for each year. 2)
(¢) (i) Kitman would gain, because [€D]
the unexpected inflation would lower the real value (purchasing power) of the loan repayment. )

2018/DSEAL 10(b)
The foreign domestic helpers will lose under unexpected inflation, as the purchasing power of their fixed wage would drop.

2

2019/DSE/N/6

(@) Tncreased (+1.7%). [€))

() He would gain because when the actual inflation rite (1.7%) was lower than the . .(3)
expected inflation rate (2.3%), the actual real intercst rate reocived (33%) was
higher than the expected real interest rate (2.7%). OR the pusclmsing power of the
interest received was higher than expected.’

(6} Real wage rates increased becanse the increase in the nominal wage rate 62% was G)
highcr than the inflation rate 1.7%.
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2.3 BUSINESS CYCLE

Multiple Choee Questiong

1994/CE/TI/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 1991 1992 1993
Real GDP
arowth rate (%) 15 0.0 2.1 2.8 35

A, recovery

B. peak

C. recession

D. through
1994/CE/N1/36

During recession,

(1) the growth rate of national income is steady.

12)  the general price level begins to rise.

(3)  the unemployment rate increases.
(4) the production level declines.

A, (l)yand (2) only
B. (1)and (4) only
C. (2)and (3) only
D. (3)and (4) only
1995/CE/N1/35

Which of the following will happen in times of recession?

|1} The total demand for goods and services will decrease.
[2)  The budget deficit will decrease.

(3) The unemployment rate will increase .
(4) The balance of payments deficit will increase.

A, (1)and (3) only
B. (l1)and (4) only
C. (2)and (3) only
D. (2)and (4) only
1996/CE/1/59

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

oaw>

The consumption expenditure decreases.
The investment expenditure decreases.
The unemployment rate increases.

The government suffers from fiscal deficit as her tax revenue decreases and expenditure increascs.
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1997/CE/11/30
An economy is experiencing the following: the unemployment rate is declining, prices have stopped falling and started
rising, and investment expenditure is expanding. Tt is in the phase of a business cycle.

A, recovery

B. peak

C.  recession

D. trough
1998/CE/M/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/M/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?
% change in real GNP

average
growth rate
AY
J X

Year

A, The real GNP has a zero growth rate.

B.  The nominal GNP is higher than the real GNP

C.  The investment expenditure of the economy is zero.

D.  The unemployment rate is high.

1999/CE/11/28

According to the government, Hong Kony experienced a recession in 1998 because three consecutive quarters, there was

A, Anincrease in the unemployment rate.

B.  Afall in the average wage rate.

C. A fall in the general price level.

D. A negative growth rate of real gross domestic product (GDP)
2000/CE/M/37

The following phenomena are observed in an economy:

(1) Industrial output on an upward trend

(2) Increasing imports and exports

(3) Growth of retail receipts

(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/CE/11/38

If Hong Kong is in the stage of recovery in the business cycle,

government expenditure will increase.

the proportion of tax revenue in total government revenue will decrease.
government revenue from direct taxes will increase.

there will be a budgetary surplus for the government.

Tows

202ICE/28

Unemployment rate

0 t t + b Year
! 2 \ 4

GDP growth rate
The information above shows that the economy is in a stage of in Year 3.
A.  recession
B. depression
C.  recovery
D. prosperity
2004/CE/11/32

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)yand (3) only
B. (1)and (4) only
C.  (2)and (3) only
D (2)and (4) only
2005/CE/N/31

The following is observed in an economy: 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 economy situated?

A, recovery
B.  peak

C.  recession
D. trough
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2006/CEMN27

%
Ren! GOP growth rte
ey Unemploymint fide
0 7 + Year
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/N1/31

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 real GDP

average
R e St o= rowth rate
0 >
Year
A.  The general price level is falling.
B. The consumption expenditure is falling.
C.  The balance of payments surplus is increasing.
D. The level of investment is increasing.
2008/CE/11/29
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/11/31

The following phenomena are observed in an economy:

+ Total sales value at the retail level is decreasing

¢ Bankruptcy petitions are increasing.

¢ The inflation rate is falling,

¢ The forecast of economic growth has been revised downward.

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 1s 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/11/44

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

A, trade surplus

B.  budget deficit

C.  government expenditure

D. direct tax revenue
2013/DSE/1/33

The following phenomena are observed in an economy:

(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, retession
B. trough
C.  recovery
D. peak
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2014/DSE//39
In the diagram below, A is situaled in a certain phase of the business cycle.

At Point A, there will be an increase in

% change n real GDP

. mverage
rowth rate

o > Year

in the economy.

(1) the labour employment level
(2) the general price level

(3) the sales of firms

(4) transfer payments

A, (1)and (2) only

B. (3)and (4) only

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

D. (1),(2),(3)and (4)
2021/DSE//39

Study the following diagram,

Percentage change in real GDP
A

average
growth rate

—» Year

Which of the following are the features of an economy when it is operating al point A?

(1
2
)]
4)

Labour supply Is increasing,

Purchasing power of money is decreasing.
Government expenditure is increasing,
Business confidence of companies is inereusing,

A {1} and {3} only
B, (yand (4} only
€. (2)and (3) only
D (2)and 4} only
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1995/CEN/T
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 gross national product growth rate

A
\ /\ Long-term
\/ \/ growth rate
o Year
(4 marks)
1995/CE/1/6(a)
Study the following data about Hong Kong,
Year on year % change in Composite consumer
Year Quarter real gross domestic Unemployment rate (%) price index
product (GDP) P
ol -5.1 44 119.2
1998 34 6.8 5.0 118.6
4t -5.7 57 116.1
1999 T -3.4 62 115.6

Tdentify 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/CE/1/5
Refer to the business cycle shown below. Identify the phase which point A is in. Apart from the information about the real
gross domestic product (GDP) growth rate in this phase, give TWO general economic phenomena which occur in this phase.

(3 marks)
Real GDP Growth Rate
Long-term Growth Rate
A
0 > Year
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2010/CE/N/7
Refer to the business cycle shown below.
Real GDP Growth Rate
A Long-term Growth Rate
/\ e
0 Year
(a) PointAisin the phase of the business cycle. (1 mark)

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

2012/DSE/N/6(b)
Rising unemployment is one of the phenomena which accurs during economic recession.

Other than rising unemployment, give TWO other economic phenomena which would occur during economic recession.
(2 marks)

2016/DSE/1/6(c)
Suppose the country is in the phase of recovery. Apart from (he reduction in uncmployment rate, give TWO genceral
cconomic phenomena during recovery. (2 marks)
MARKING SCHEME
1994/CENI/3S 1998/CE/M/27 2002/CE/1/28 2008/CE/N1/29 2014/DSE/N/39
A D A (65%) A (64%) C (60%)
1994/CE/11/36 1999/CE/M/27 2004/CEAT/32 2009/CE/131 2021/DSE/1/39
D D A (76%) B (91%) D
1995/CE/NI/35 1999/CE/11/28 2005/CE//31 2010/CE/MI/31
A D A (94%) D (89%)
1996/CENTA9 2000/CENIT 2006/CE/M27 2010/CE/M/44
D D A (87%) D (65%)
1997/CE/M/30 2001/CEAAR 2007/CEN/31 2013/DSE/1/33
A (& D (70%) A(91%)

Nate: Figures in brackety indicate the percentages of candidates choosing the correct answers.
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1995/CE/N/7

Peak / boom / cconomic prosperity [4D)
- high employment rate / low unemployment rate / full employment or close to full employment

- high consumption level / invesiment level

- high preduction level / national income fevel

- price level |/ wage rate 1

- Interest rafe | (L@, max: 3)
[Mark the FIRST THREE points only.]

)

sing unemployment rate [}
- falling cost of living h
[Mark the FIRST THREE points only.]

2008/CE/T/S

Recovery ()
- employmenl increases

- aggregate demand nercases / private consumption expenditure increases / investment increases

- peneral price level increases (1@, max: 2)
[Mark the FIRST TWO pomts only.]

2010/CE/1/
Recession / conlraction 4D
- unemployment (rate) increases

- aggregate demand decreases / private consumption expenditure decreases / investment decreases

- inflation rate decreases / deflation / general price level decreases (1, max: 2)
[Mark the FIRST TWO points only.]

2012/DSEAVG(D)

- falling or even negative real GDP growth

- low / falling inflation or cven deflation

- falling business confidence, levels of investment, consumption (1@, max: 2)
[Mark the FIRST TWO points only.]

2016/DSEANG(c)

- rising real GDP growth rate

- rising inllation / lower detlation

- rising levels of investment / consumption (1@, max: 2)
[Mark the FIRST TWO points only.]
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2.4 DISINFLATION, NOMINAL AND REAL INTEREST RATES 1999/AL/MIN 7

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?
Multiple Choice Questions

A.  There was a fall in the standard of living.
B.  There was a deflation in the year 1997.
1990/AL/I1/11 C.  There was a rise in the prices of all goods.
Which of the following statements about inflation are correct? D, None of the above.
(1) Inflation can exist in a barter economy.
(2) TIntimes of inflation, income will be redistributed from the general public to the government. 1999/AL/I/18
(3) 'The nominal interest rate will be greater than the real interest rate when inflation is fully anticipated. The expected inflation rate and the real rate of interest rate are 10% and 4% respectively. If the actual inflation rate turns out
(4) Inflation can be eliminated by price control. to be 9% only, the cost of holding cash is and the real rate of return on holding cash is
A (1)and (3) only A. -5% B. 4% ...-%%
B.  (1)and (4) only C 14% ... -S% D. 14% ... -10%
C. (2)and (3) only
D.  (2)and (4) only
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
1990/AL/1/24 to be 12%, then the realized real rate of interest will be and the real rate of return on holding cash will be
The inflation rate and the real interest rate were expected to be 5% and 4% respectively. In reality, the actual inflation rate
turned out to be 7%, What was the real interest rate?
A 2% .. -12% B. 2% -10%
A 1% B. 2% C 3% ... -12% D. 3% .. -10%
C. 3% D %%
2002/AL/11/26
1992/AL/T1/21 Study the diagram below.
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
Growth Rate (%)
A O%. B, -4%. b
C. 6% D. -10%. N

\ Tvend of Consumer Price index
—

1993/AL/11/29 \

NS
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 - - - 3 MaathYear
B.  People want to borrow money for consumption. 100 3/00 5/00 7/60 9/00 11100 1/01 3/01
C  People want to make investments themselves, ) . )
D.  The anticipation inflation rate will fall. The diagram shows that during the period,
A, deflation cceurred.
1995/AL/11/19 B. the growth rate of money stock was greater than the growth rate of nominal output.
If the inflation rate falls and remains positive, C. the purchasmg pawer of HONEANasSine
D.  the general price level was rising
A, the economy is experiencing unemployment.
B. the price level is falling at a fixed rate.
C. the price level increases and then decreases. 2003/AL/1/21 R . . . o
D.  the price level is rising The real rate of return on holding non-interest-earning cash is positive if
: 2.
A the rate of inflation is falling.
1996/AL/I1/21 B. the interest rate is falling.
When inflation occurs, the opportunity cost of holding money is equal to C. prices are ta]llpg. ) X ) )
D. the velocity of circulation of money is falling.

A.  the nominal rate of interest.
B. the expected rate of inflation.
C.  the actual rate of inflation.
D. None of the above.
91 92
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2004/AL/NIN S
Disinflation means that

A.  the inflation rate 1s at a disequilibrium level

B. inflation destabilizes the economy.

C. the deflation rate is rising.

D. the price level is increasing at a slower rate.
2004/A1L/11/18

Suppose individuals can only choase to hold bonds or cash. The cost of holding cash is

the real interest rate because the return from holding bonds will not be affected by a change in the price level.
the real interest rate because it reflects the rate of return from investment.

the nominal interest rate because it is the return from bonds.

the nominal interest rate only when inflation rate can be accurately anticipated.

vaw»

2005/ALN22

When there is deflation,

the real interest rate will be negative.

the nominal interest rate will be negative.

the real interest rate will be higher than the nominal interest rate.
All of the above.

onw>

2006/ALTTO8
If the nominal interest rate on one-year bond is 8% and the expected inflation rate is 3%, the nominal rate of return and the
expected real rate of return of holding money are and respectively

A 0% .
C. -8%

D -8%.. .-5%

2006/AL/TI/21
The real interest rate will be higher than the nominal interest rate if

A.  the actual inflation rate is lower than the expected inflation rate.
B. the expected inflation rate is falling,

C.  the nominal interest rate is falling.

D. the price level is expected to fall,

2006/ALAN2S
Growth rate of GDP deflator (%)

L)
1 \\
3 N
: N
\ ~
Year
0 1 2 3 4 5

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.

tha etandard of living is falling

Jow»

93

Magpxeconomics by Topic
# Unermpioyment & inflation

2008/AL/T/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 return of holding monetary assets.
D the real interest rate plus the actual inflation rate.
2008/AL/1/23

When there is inflation,

net monetary debtors will gain because the real value of interest payments will fall.

the cost of holding money is the real interest rate instead of the nominal interest rate.

a positive growth rate of real income implies a positive growth rate of nominal income.
a positive nominal interest rate necessarily implies a positive real interest rate.

Snws

2010/ALA1/19

Suppose the nominal interest rate on a one-year bond is 3% and the expected deflation rate is 2%. However, the general price
level turns out to rise by 3%. The nominal rate of return and the actual real rate of return of holding the bond are

and _ respectively

A 3% 5% B. 3% 0%
C. % 5% D. 0% 0%
2011/AL/TI/18

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 5% . 2% B. 2% .. -3%
C. 5%... 3% D. 5% ..-3%
2012/AL/MI/21

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//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 1s 6%, then the actual real interest rate is and the actual rate of return of holding cash is

A 2% -6% B. 2% ... -8%

C. 5%.. -6% D. 5%...-8%
2015/DSE/N/31
If the nomina! interest rate is 5% and the expected inflation rate is 3%, the cost of holding money is , the nominal
return of holding money is and the expected real interest rate is

A 5% -3% ... 2% B. 5% 0% 2%

C. 8% -3% ... 3% D. 8% 0% 3%
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2018/DSE/N34
Assume thal the real interest rale is 6% and the expected inflation rale 15 3%. Tf Lhe actual inflation rate is 5%, the cost of
holding money will be

In times of inflation, suppose the nominal interest rate of a bond js higher than the expected inflation rate. If
the actual inflation rate tarns out to be higher man the sxpected inflation rate,

(1) the actual inflation rate will be bigher than the nominal interest rate of the bond. A 4% B. 6%

(2)  the expected real rate of retum of the band will be menhmthcwmalrealnm of returs, c on D 1%
(3)  the actual real rate of retam of the bond may be negative, ‘ . '
(4)  the real rate of return of holding cash will be higher than zero,

A, (Dyand (2) only
g' g; z: g; 2:3 Short & Structured Questions
D. (3)and (4)only

1994/AL/1/2

2019/DSE/H37 Explain why people reduce their cash holdings and savings deposit balances in banks when there is high inflation.

(8 marks)
Under unexpected deflation, which of the following persons will lose? 2003/AL/I/2
- (a) What is meant by deflation? Is it the same as a fall in the inflation rate (i.e., disinflation)? (2 marks)
(Iy  Ms Mok holds a time deposit of one miltion: dolars in a deposit taking company.
{2y Mr Lo receives interest from Silver Bond of which tho rafo of yetumn is linked to the inflation, subject (b) What is the relation between the nominal and real interest rates when people expect deflation? Will the nominal rate be
to & minimum return of3%. higher or lower than the real rate? (4 marks)
{3) Mr Chan signs a two-year contract with an online 'I‘V.company to subscribe 1o its sexvice by a fixed
monthiy payment,
2007/AL/M/1(a)
A (Donly Name one simifarity and one difference between the terms in each of the following pairs:
B. (2 only : deflation; disinflation. (3 marks)
C. @Gonly

D. (ad(3)a
uly 2012/DSEM/ 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 hall-year period.

2020/DSE/N/ 34
¢) What is the opportunity cost of holding cash instead of ibonds? 2 marks
When there is unexpected inflation, which of the following persons will gain? () RROTRIIIEY 8 ( )
in how i Id reli he effect of i i ir holders. 2 mark
A alandlord who adjusts his rontal acconding to the price index (d) Explain how ibonds would relieve the effect of inflation on their holders (2 marks)
B, acreditor whe has foaned out a sum of money at a floating interest tate
C.  an employer who signs a fixed nominal wage contract with his employess 2013/DSEN/3
D aretired civil servant wha receives a fixed monthly pension (a) What is the relationship between nominal interest rate and real interest rate? (2 marks)

(b) “When there is actual detlation, the nominal interest rate will be lower than the real interest rate.” Do you agree?
Explain. (3 marks)

2014/DSE/MN/5(c)(ii)
Study the following information about an economy.

Yecar Consumer price index (CPT)
2012 120
2013 126

Suppose people did not expect any change in the price level from 2012 to 2013, Explain whether each of the lollowing
persons would gain or lose when the change in the price level in the above table occurred.

(ii) In2012, Marlene invested in a project with an expected nominal rate of return ot 12% per year. In 2013, she discovered
that the actual nominal rate of return was 15% per year. (3 marks)
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2020/DSE/I/5a

(a) What is the opportunity cost of holding meney? Explain.

Magroeconomics by Topic
& Unemployrent & inflation

MARKING SCHEME

1990/AL/MIA | 1996/ AL/1/21 2003/AL/M121 2006/AL/1/21 201H/ALNIAS
C A C D (50%) D(G67%)
1990/AL/11/24 1999/ AL/ T 2004/ALMIN S 2006/AL/T23 2012/ALM1/21
B D D (71%) A{66%) A(62%)
1992/ALMI21 1999/AL/I/ 18 200HAL/TIAR 2008/AL/TI21 2014/DSEN/32
B G C{(33%) A (66%) A{(37%)
1993/ALA429 2002/ALA122 2005/A1./11/22 2008/A1/11723 2015/DSENAL
D A(47%) C{73%) C (33%;) B (52%)
1995/A1/0/19 2002/ALM26 2006/A1/11/08 2010/AL/1119 2018/DSE/N34
D D (39%) A (26%) B (61%) C (39%)
2019/DSE/I/32 Note: Figures in brackets indicate the per ges of candidates choosing the correct answers.
C 2019/DSEN3T 2020/DSEA/34
c €

1994/ALA2

Whether an asset will be held depends on its real rate of returns which equals nominal rate minus the inflation rate. The
nominal inlcrest returns to cash holding is zero. With high inflation rate, the real rate of return is *very’ negative, which
explains why people reduce cash bolding.

Though interests are paid on saving deposits, the rate is usually less than the inflation rate. This is particularly so if the
inflation rate is high. Thus the real rate of returns to saving balances is still negative. People will switch to other assets with
positive real rates.

2003/ALAI2
(2) Deflation (or negative inflation} is a sustained fall in the general price level.
Dismflation is a reduction in the inflation rate (i.c.. a slawer rise i the general price level)

(b} Accordmg to the Fisher equation, the nominal interest rate is equal to the sum of the real interest rate and the gxpected
inflation rate.
Since expected deflation equals the negative of expected mflation, we can express the nominal rate as the real rate fess
expected deflation. Hence, the real rate will exceed the nominal rale when people expect delflation,

2007/ALTV {a)

§8: Change in the general price level over time,

D: Negative inflation (sustained fall in the price level) vs. reduction i the inflation rate (sustained increase in the price
level at a slower rate).

2012/DSE/ 1 (a)
(¢)  The opportunily cost is the pomingl retuen of the ibonds. (2)

() The ibouds help preserve the purchasing power of the invested sum of money because the interest return of ibonds will
increase at the same rate as actual inflation (i.e. the real interest rate on ibonds is virtually fixed by the government). (2)
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2043/DSEANS
(a) Nominal interest rate (R) = expected inflation rate + real interest rate (1} (2)

not imply that the detlation 1s 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

OR
Yes, because the realized (actual) real interest rate will be higher than the nominal interest rate when there is actual
deflation. 3)

2014/DSEALS(c)(i)

Marlene would lose, because [$)]
given the 15% rate of actual nominal return and the 5% rate of actual inflation, her actual real rate of return squals 10%
(= 15% - 5%), which falls short of her expected real rate of return (12%). 2y

20Z0/DSENT S8

5 a. Nominal interest rate. Since money is an non income generating asset { nominal retwmn = 0 ), holding money will give up
nommal interest rate as income.

b) During inflation , the real value / purchasing power will decrease of the conpon.

Or
The coupon is not generally acceptable as medium of exchange,
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40.

2022

Which of the following will widen the deflationary (output) gap of a country?

Its trading partners experience an economic recovery.
Credit cards are more widely used.

There is a decrease in transfer payment.

The central bank prints more money.

vow»

Which of the following may lead to a rise in aggregate output and an improvement in equity in Hong Kong
at the same time?

(M

)
3)

a charity fund donating HK$10 billion to set up non-governmental organisations in order to provide
services for the underprivileged

a cash payout of HK$10 000 to each permanent resident aged 18 or above by the Government

a 1% reduction in the standard tax rate of salaries tax

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

The following diagram shows the relationship between taxable income and tax payment in a tax system.

Tax payment
" A

—» Taxable income

Which of the following statements about the above tax system is correct?

It is in line with the equality principle put forth by Adam Smith.
There is no tax allowance for the tax.

Tax rate increases as taxable income increases. ;
The tax system narrows the income gap between the rich and the poor.

oCow>

Country D introduced a short-term capital gains tax (STCGT) on property market.

Capital gains ($) STCGT male (Y4)
10,000 o below &
1H(K) 1 to SO O00 16
S0001 to 100 000 24
100001 or above 32

STCGT is a tax on capital gains from the sale of a property held for less than 1 vear.

A spokesman of the tax departiment said that a new computer svsicm had been developed for STCGT.
Although the system cost more than 1 billion dollars. it allowed tax payers to check and pay the amount
of STCGT online casily.

{a)  LCvaluate the new 1ax in werms of TWO principles ol taxation put lorward by Adam Smith. (4 marks)

(b) “The introduction of STCGT would not relicve the problem of rising property prices.” Explain whether
[Wis is @ posilive stalemen| or i normafive slalemenl, (2 marks)
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3 Government Budget

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 {irm produces and sells its products in Hong Kong. Therefore, it has to pay profits tax to the Hong
Kong government. Hong Kong is applying the

A, source principle.

B. residence principle.

C.  equity principle.

D. convenience principle.
1997/CE/N/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. Rates is a direct tax.
C.  Import duties are imposed on some goads in an attempt to protect local industries
D. The profits tax rate of corporations is the same as the standard tax rate.
2000/CE/11/40
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 barnk accounts to the government. This practice satisfies the principle of taxation
A, source
B. certainty
C. convenience
D. equity
2002/CE/11/39

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 launchs a series of programmes to make sure that the
public understands the new tax. Which of the following taxation principles is illustrated by the above measures of the
government?

A, equality

B. certainty

C.  convenience
D.  economy
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2003/CENT/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.  All the business organizations in Hong Kong have to pay at the same profits tax rate, as it is a proportional tax.
C.  Interest income 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/11/41

The following lines A, B, C and D indicate 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
B
C
- D
0 % Taxable income
A lineA
B. lineB
C. lineC
D. lineD
2007/CE/11/41

The introduction of a 5% Goods and Services Tax on specified items of goods and services is regressive in nature 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) economy

A, (1)and (2)only
B.  (1)and(3) anly
C. (2)and (3) only
D. (1),(2)and (3)
2009/CE/11/40

Which of the following statements about the tax system in Hong Kong is correct?
\

oNw >

Capital gains from 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.
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2009/CE/I/41
In Hong Kong, citizens arc 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.  convenienge

D.  source
2013/DSE/1/35

In July 2009, the government introduced an environmental levy of 50 cents on cach plastic shopping bag at the retail level,

with the first phasc covering chain or large supermarkets, convenience stores and personal health and beauty product stores.
Small shops are exempted in the first phase. Cuslomers 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 environmental levy is LEAST in line with the __principle of taxation put forward by
Adam Smith.

A, equality

B, cconamy

C.  convenience
D. certainty

2020/DSE//39

The following is an extract of the mission of the Inland Revenue Department.

Qur Mission
We arc committed to
- collecting revenue efficiently and cost-effectively
- cnabling staff to acquire the necessary knowledge, skills and
attitude so that they can contribute their best 1o the achievement

of our vision
The above mission is in fine with the principle of taxation put forward by Adam Smith,
A, equality
B. certainty
C.  convenience
D, economy
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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. (6 marks)

1993/CE/1/5(b)(11)

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.
From the view point of the taxpayers, property tax follows certain taxation principles. Give TWO such principles. (6 marks)
1999/CE/1/10(c)

Mr. Ng is a Hong Kong citizen, He sets up a firm in Mainland China and earns profits.
(1} Explain whether Mr. Ng needs to pay profits tax to the government of Hong Kong, (2 marks)

(i) Mr. Ng uses the Hong Kong International Airport when he flies to Mainland China. What tax does he have to pay to the

government of Hong Kong? Which taxation principle is applied in this case? (2 marks)
2002/CE/1/8
State and explain TWO principles of taxation put forward by Adam Smith. (4 marks)
2005/CE/1/8
Apart from ‘convenience’ and ‘economy’, explain TWO principles of taxation put forward by Adam Smith. (4 marks)
2010/CE/1/6
Apart from ‘certainty” and ‘convenience’, briefly explain TWO taxation principles put forth by Adam Smith. (4 marks)
2014/DSE/N1/6(a)
Karen, a Hong Kong 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/DSE//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/N/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%
Remainder 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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1994/CE/11/46
B

1996/CEM/4Q
A

1997/CEN1/47
A

1990/CE/5(a)
Equity —

MARKING SCHEME

2000/CEAN40 2006/CE/11/41 2009/CEALA1 2020/DSE/I/39
& B (59%) C (92%) D
2002/CB/H39 2007/CEANA] 2013/DSE/3S
B (62%) B (deleted) A (F0%)
2003/CE/T/44 2009/CE/T40
D (54%) D (41%)

did, P

Note: Figures in brackets indi

the percentages of ing the correct answers.

the rich should pay more than the poor i.e. the tax should be based on the ability to pay (proportional taxation /

progressive taxation)

Certainty —

the government should state with certainty the tax obligation of the tax-payer, and not arbitrarily interpret or change it

Caonvenience —

the payment of tax should be convenient to the tax-payer and the government

Economy —

the cost of collecting and administering the tax should be small in relation to the total tax revenue raised

[Mark the FIRST THREE points only.]

1993/CE/Y/5(b)(i1)
Equality principle -

(248, max: G)

property-tax-payers pay taxes i proportion to their rental incomes.

Convenience principle -

the payment of property tax 1s convenient o the taxpayers.

Certainty principle -

propesty-tax-payers know their tax obligabion clearly.
[Mark the FIRST TWO points only.]

1999/CE//10(c)

(3@, max: 6)

(i) No, because )
(according to the source principle,) the income earned is nol derived from H.K. (1)

(i) Airport departure tax, (1)
The certainty principle / convenient principle / economy principle. Q0]
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2002/CE/N/8
(Equality-}
The tax payments should be in proportion to the taxpayers” income.
(Certainty-)
The tax obligation (e.g., the time of payment, the manner of payment and the tax amount} of the taxpayers should be stated
with certainty and not be arbitrarily interpreted or changed by the government.
(Convenience-)
The time and methods of the tax payment should be conventent to the taxpayers,
(Economy-)
The administrative costs of tax collection should be as smal! as possible relative to its yield (20@), max: 4)
[Mark the FTRST TWO points only.]

2005/C
(Equality-)
The tax payments should be in proportion to the taxpayers’ income. 2)
(Certainty-)
The tax obligation (e.g , the ime of payment, (he manner of payment and the lax amount) of the laxpayers should be stated
with certainty and not be arbitrarily interpreted or changed by the government. 2)

8

{Equality / BEquity:) the tax payments should be in proportion to the tax-payers’ income. 2)
(Econamy:} the administrative costs of tax collection should be as small as possible. 2)

2014/MSEA6(a)

No, because [¢h]
according to the source principle, income not derived from HK would not be taxed by the HK government. (t)
2017/DSENVG(L)

Standard tax rate of salanes tax / profits tax / property tax, because
every taxpayer has to pay the tax amount in the same proportion to these different sources (salaries / profits / rental
income) of his income. (2
[Mark the FIRST point only.]

2018/DSE//6(b)

Equality: The new tax is no longer proportional, meaning that it is inconsistent with the equality principle. 2)

Ficonomy: The new tax system may incur a slightly higher administration cost, rendering 1t less in line with the economy
principle. (2)

[Mark the FIRST point only.]
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3.2 TAXATION IN HONG KONG

Multiple Choice Questions

1990/CE/T/3 |
Which of the following are indirect taxes?

(1) excise duty
{2) estate duty
(3) rates

(4) profits tax

A (1) and (2) only
B.  (I)and (3)only
C. (2)and (4) only
D.  (3)and (4) only
1995/CE/11/44

InJuly 1994, Mr. Chan bought a new house in Shatin and moved in immediately. In this case, the laxes that Mr. Chan has to

pay for the financial year 94-95 are:

(1) stamp duty
(2) property tax
(3) rates

A, (I)and (2) only
B. (I)and(3)only
C.  (2)and (3) only
D. (1), (2)and (3)
1997/CE/11/41

The following are the annual income of Peter in Hong Kong in 1996.

Type of Income

Amount ($)

Salaries as a teacher in a secondary school
Interest from local deposits
Rental income from letting a flat to a Japanese

600 000
4000
300 000

According to the taxation system of Hong Kong, Peter has to pay

salaries tax only.

salaries tax and interest tax.

salaries tax and property tax.

salaries tax, interest tax and property tax.

gawd >
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1998/CE/11/40
Mr Chan has the following incomes:

(1) year-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 ?

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

Sowe

2000/CEN1/42
Which of the following is a direct tax in Hong Kong?

A.  estate duty

B. rates

C.  interest tax

D. sales tax
2001/CE/1/37

The following charts show the composition of the General Revenue Account of Hong Kong in 1998 and 1999.

Year 1998 Year 1999
Indirect LT
. taxes
N 30%

Other
sevenues fepcates
28% 32%

Bosed on the above data, in the year 1999

A, the ratio of direct taxes to indirect taxes increased.
B.  the total amount of tax revenue increased.
C. the proportion of tax revenue in total government revenue increased.
D.  government revenue from rates decreased by 8%.
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 earn rental income from letting the house to others.
(2) he has to pay property tax to the government.
(3) he has paid a sum of money to buy the house.

(1) only

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

caws
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2004/CE/11/44
Mr. Wong has the following expenses in Hong Kong:

(1) three nights’ room charge for a local hotel
(2) bets on football at the Hong Kong 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. (l)and (3)only
C. (2)and (3) only
D. (1).(2) and (3)
2006/CE/11/40

In September 2005, Mr Chan bought 800 HSBC shares at $120 per share and later 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-
067

A, stamp duty

B. capital gains tax

€. profits tax

D. All of the above.
2008/CE/11/40

The following are Mary’s sources of income and wealth in Hong Kong in 2008. Which is subject to taxation in Hong Kong?

A, the rental income from letting her flat

B. dividends earned from her shares in a listed company

C.  an estate inherited from her grand father

D. the interest received from her time deposit in a bank
2010/CE/11/40

In 2009, Mr. Ng has the following kinds of income
(1) intercst income from his bank deposits
(2)  money left to him by his deccased aunt

(1) rental mcome from letting s hoose

According to the taxation system in Hong Kong, Mr. Ng has to pay

A, property tax only.
B. property tax and interest tax only.
C. interest tax and estate duty only.
D. estate duty and property tax only.
106
y ¥ ) r g 1 [ ]
B _ tl ¥ i =) [ !

Provided by-dse'tife




Macroecurip|cs by Topk
3. Government Buddet

2012/DSE//33
Serine has the following incomes:

(1) rental income from a leased flat

(2) dividends from a local listed company

(3) agratuity (Bl 4 ) after completion of contract as a manager
(4) commission received as an agent

According to the tax system of Hong Kong, which of the above incomes are subject to taxation?

A, () and (3) only
B. (2)and (4) only
C. (1), (3)and (4) only
D. (1).(2),(3)and (4)

2012/DSE//35
The following charts show the composition of the General Revenue Account of Hong Kong in years 2008-2009 and 2009-

2010.

Direct tax
46.20%

Indirect tax
228 Directtax
38.70%

Other revenues
31.00%

Other revenues
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 tax revenue in total government revenue decreased.
2015/DSE/1/34

Which of the follawing are indirect taxes in Hong Kong?

(1) Property tax

(2) Rales on property

(3)  Stamp duty on transfer of stock
(4) General sules tiux

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

onw>
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2016/DSEN/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 Kony government.
(1) salaries tax

(2) dividend tax

(3) first registration tax

(4) air passenger departure tax

A (1) and (4) orly

B, (2) el (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 located in Shenzhen and he earns a monthly wage. He receives
dividend from Hang Seng Bank and rental income from a leased apartment in Mongkok as well. He took a flight to Seoul
departing from the Hong Kong International Airport last month. 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/MSEAMO

Mz, Chan runs a factory in mainland Ching and eamns a huge profit, Recently he has bought a flat and 2
second hand electric car in Hong Kong, and received dividends from his shares of HSBC.

According 1o the above information, which type(s) of tax does he need to pay to the Hong Kong
govemment”

(1) Property tax

{2)  Stamp duty

(3) Profits tax

(4)  First registeation tax

A (2yonly

B. (1) and (4) only

C.  {2)and (3) only

B, ) (3) and (4) anly
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Mr Li is 2 major sharcholder of a Hong Kong Jisted company which makes huge profits.  He has sold some Mﬁ?&wmnﬁnm

of his residential properties, and received rental income from some leased commercial buildings. . V
Short & Structured Ouestions

According to the above information, which types of tax does Mr Li need 1o pay to the Hong Kong

government? 1991/CE/N/1(a)

The following table gives the relative share of different sources of government revenue in Hong Kong:

{1} profits tex

2y stamyp duty Fiscal Direct Indirect Other
G roperty tax Year Taxes (%) Taxes (%) Sources (%)
) property 85/86 35.4 258 38.8
86/87 35.6 28.7 35.7
A (Dand (2 anly 87/88 370 285 345
B. (1)and (3) only 88/39 410 26.0 33.0
€. (Zyand (3) only 89/90 430 240 33.0
Do (B (Dand 3}
(i)  Give ONE example of EACH source of government revenue. (3 marks)

(1) Based on the above data, what was the trend of the relative share of direct taxes in governnient revenue over the five
years? (2 marks)

(i) Explain how EACH of the following would affect the relative share of indirect taxes in government revenue:

(I) the intraduction of a sales tax {4 marks)
(II) arecession 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) property tax

(i) rates
(2 marks)
(b) Explain the difference in the tax incidence between property tax and rates. (4 marks)
1997/CEN/T
The following figure shows difterent sources of government revenue in Hong Kong.
B wes
[:] other revemie
(a) NameX. (1 mark)
(b) Explain why the government revenue from the source X is unstable. (4 marks)
2003/CE/1/8
Give TWO reasons to explain why the direct tax revenue of the Hong Kong government would decrease in times of
economic recession. (4 marks)
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2004/CE/1/9(a)

Hong Kong is facing a huge fiscal deficit and deflation.

Explain how government expenditure and government revenue are affected by Hong Kong's

(1) economic downturn. (4 marks)
(11) ageing population. (4 marks)
2005/CE/I/11(b)

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
1. 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-qualified manufacturer or service provider in Hong Kong.
Sawrce | 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/1/11(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’.

(1) (I) Suppose a general sales tax is introduced in Hong Kong. Explain its effect on the tax base of Hong Kong.

(2 marks)
(it} Explain how the government revenue generated from profits tax and salaries tax would be atfected when there is a
strong econoinic recovery. (4 marks)
2007/CE/1/9

General sales tax has generated a lot of discusston.

(a) Explain how the introduction of a general sales tax will affect the ratio of direct to indirect tax revenue (i.e., direct for
revenue divided by indirect for revenue) in an economy. (2 marks)

(b) Suppose economic depression occurs in an economy with a general sales tax. Explain how the economic depression
will affect the ratio of direct to indirect tax revenue in this economy. : (5 marks)
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2014/DSE/NI/10(a)
Aging is a serious problem in China. Source 1 below shows the trends of the old dependency ratio* and the birth rate** of
China from 2002 to 2011

14

il
12 —
10 = = hirth rate
8
6 b——— old dependency
4 ||k mho
2 =
) Sre— " " L N

02 03 04 05 06 07 08 0% 10 11

Year

* 0Old dependency ratio refers to the ratio of the eldetly 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 [, briefly discuss the possible changes on
(i) government {ax revenue in the future.
(ii) public health and welfare expenditure in the future.

(4 marks)

2015/DSE/TI/11(b)
An accountant commented that the tax base of Hong Kong is narrow and suguested the government should introduce new
types of indirect tax. Explain, with ONE example, how the introduction of a new indirect tax would broaden the tax base.

(2 marks)

2017/DSE/1/6(a)
Why can the introduction of a general sales tax stabilise government revenue in times of economic downturn? (2 marks)
2019/DSE/II/10

The following table shows the changes in the individual income tax system in China effective from Ociober
2018.

Rangs of monihly taxable inoome, in Renminbi (RMB)
Average tax rate Old brackets New brackets

3% Less than or equal 0 1500 | Less than or equal to 3000
10% 1501 ~ 4500 3001 - 12000
20% 4501 — 9000 12001 ~25000
25% 9001 —35000 25001 —35000
30% 35001 - 55000 Unchenged
3I5% 55001 —80000 - Unchanged
45% Greater than 80600 Unchaaged

{a) Is the individual income tax in China progressive, proportional, or regressive? Explain your answer.
- (2 marks)
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2018/DSE//13(a)(ii)
The source below shows Hong Kong’s population projection

Compiosition of Hong Kong s populatiot in 2014 - 2054

2054 ¥

2044 :

Year 2034
2024 E

‘ 2014

Populutions (millions)

| NAge 65 andover  #Age 15-64  HAge0-14

With reference to the above source, briefly discuss the possible effects of the change in composition of population on fiscal
balance in the foture. (3 marks)

MARKING SCHEME

1990/CENN/3] 2000/CEA/42 2006/CE/N1/40 2012/DSFE/N/35 2020/DSEN/

B A A (40%) D (69%) A
1995/CE/1i44 2001/CEAL37 2008/CEAL/40 2015/DSE//34

B A A (66% B (20%) 2021/DSE/V41

C

1997/CE/M41 2002/CEA1/03 2010/CE/T/40 2016/DSE/N/35

[ A(50%) A (59%) A(57%)
1998/CEA/40 2004/CEAT/44 2012/DSEA/33 2018/DSE//40

B A (34%) C (56%) A (24%)

Note: Figures in brackets indicate the percentages of candidates choosing the correct answers.
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3. Government Budget
19S1/CE/N/1(a)
(i)  Give 1 mark to a correct example of each of the three sources of government revenue. 3)

Direct taxes: salaries tax, profits ax, property tax
[ndirect ta ates, motor vehicles first registration tax, tobacco duty, etc.
Other revenue: revenue from land sales. fines & penalties, fees and charges collected from different types of Heences,
ete.
(Mark only the FIRST example of each source.)

(i) Increased (2)
(iit) (1)  Sales tax is an indirect tax in consumer expenditure (@3]
.. the relatrve share of indirect taxes increases. {2)

{11y Recession = meome | => direct tax revenue | (3)

sion => income | => consumption | = indirect tax revenue | {3)

sion => other revere, ¢.g. revenue from land sales, may decrease. 2)
The relative share of indirect taxes will increase / decrease / remain unchanged, depending on the magnitude of
the changes of the three sources of government revenue (2)

{max: 8)

1994/CE/1/7

(a) (i) Property tax - direct tax (1)
(1) Rates - indirect tax (1)

() Property tax: the tax burden can’t be shifted from the property owner onto the lessee (2)
Rates: the tax burden can be shifted onto the lessee (2)

7

1997/CE/Y
(a) Direct taxes 1)

(b) Direct taxes (e.g. salarics tax and profits tax) vary with income / are progressive or proportional to incomes (carnings
and profits). 2)
- When economic conditions change (good), incomes will change (high), direct tax revenue will also change (high).(2)

2003/CE//8

Unemployment 1 or salary cuts = salaries tax revenue |

Less profits earned or some firms ¢losed down => profits tax revenue |

Rental income | or less tenants = property tax revenue | ((1+1)@, max: 4)
[Mark the FIRST TWO points only.]

2004/CB/9(a)
(i)  Economic downturn

=> 1 expenditure on public assistance, unemployment benefits (1)

= government expenditure T (1)
Economic downturn

= more people become unemployed = salaries |, profits 1, rental income | )

= government revenue | )

(i1) Ageing population

=> 1 demand for social services ()
= government expenditure 7 (1)
Ageing population
=> declining proportion of the population in the workforce (1)
= government revenue | (1)
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2005/CE/1/11(b) ~ 2018/DSE//13(a)(11)
Increase in investment will increase employment, H The fiscal balance may be worsened. (1)
and thus increase salaries tax revenue. (H Government revenue may drop, as the working-age population, which accounts for a major portion of taxpayers, drops. (1)
More businesses will increase profit, [43] (i 3) Gavernment expenditure may increase, as the government spends more on medical services and transfer payments to the
and thus increase profits tax revenue. () it growing old-age population. 4D
Increase in demand for office premises will increase rental income, (€3]
and thus increase propertly tax revenue, [$3]
2019/DSEAV10
~.increase in direct tax revenue (1)
(a) It isa progressive tax becausc higher ayerage tax rate is charged for tax payers with
higher income.
2006/CE/MT/T (b)Y
(i} (1) [Providing that consumption expenditure, profit. employment, salaries will not be greatly adversely affected,]
The tax base will be widened hecause h
most goods and services are untaxed before the introduction of the GST but wil} be subject to tax under the G8T
O]
(i) Employment T = wages | )
= salaries fax revenue | )
More business / investment T => profits 7 (1)
= profits tax revenue | (h
2007/CE//9
(a) The ratio of direet to indirect tax revenue will fall, because (1)
the indirect tax revenue will increase ()
(b) Economic recession has the following phenomena:
Employment & wages | / profils |
=> Direct tax revenue | (e.g. profits tax revenue | / salaries tax revenue | ) 2)
Private consumption | / transaction volume and price of property and shares |
= Indirect tax revenne 4 (e.g. general sales tax revenue | / revenue from stamp duty |) )
However, consumption expenditure being generally less volatile than income may lead to a decrease in the ratio of
direct to indirect tax revenue. M
2014/DSEANT/10()
(i} A declining birth rate implies 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, future tax revenue may be reduced. )
i) A nsing old-age dependency ratio implies higher percentage of the elderly in the population. The elderly may have
Jower (1 even zero) ncpme and greuter needs for medicnl sefvices. They may thug require mere govetnment support i
termd of gocinl welfare and public health, implying an merease in public expenditure on such programs (2)
201S/DSE/NI11(b)
Introduction 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 tax base. (1)
2017/DSEN/G(a)
Fluctuation in consumption is smaller than that of income. Sales-tax revenue generated from consumption would fall
(proportionately) less than income-tax revenue generated from income, thus stabilizing total government revenue, during
economic downturn. (2)
OR
Introduction of a general sales tax broadens the tax base, so that the tax revenue collected would fluctuate less. 2)
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3.3 CLASSIFICATION AND EFFECTS OF TAXES

Multiple Choice Questions

1990/CE/11/47

Which of the following diagrams approximates the structure of salaries tax in Hong Kong?

A. Average Tax Rate
-

B.  Average Tax Rate

1990/CE/1/55

c. Average Tax Rate

D. Average Tax Rate

0 Icome

Mei Ling’s income has increased from $50 000 to $60 000 this year. The income tax is progressive if it increases from

A, $1000 to $1 200
B.  $2000 to $2 500
C. $3000 to $3 600
D.  $4000 to $4 700
1991/CE/MI/37
A sales tax on food 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/11/45

Which of the following is a correct description of direct tax?

Direct tax 1s regressive.

A

B.  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.
D

Raising direct tax rates will lead to inflation.

116
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1994/CE/11/47
If the amount of tax increases as income increases, the tax may be considered a

(ly progressive
(2) proportional
(3) regressive

A. (1) only

B, (I)or(2)

C. (2)or(3)

D. (or(2)yor(3)
1995/CE/M/45

Direct taxes differ from indirect taxes in that

Macruecorormics Uy Topie | *
3. Government Buddet

tax.

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 income but the indirect tax revenue does not.
1995/CE/11/46
Study the following information carefully:
Taxable income($) Total tax pavment ($)
10 000 1000
20 000 3 000
30 000 X

If the tax is progressive, x must be larger than

A, 3000.
B. 3 500.
C. 4000
D. 4500
1995/CE/11/48

The following diagram shows the tax structure of Tax X:

Tax X is
A,

B.

(Of

D.

] r
. i

Tax payment ($)

within the income range OY, and
proportional .. progressive
prapartional regressive

progressive ... proportional
progressive regressive
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1996/CE/11/41 2000/CE/11/41
2) @) @ Which two of the following diagrams illustrate a regressive tax measured in terms of an average tax rate?
m Tax tme ¢ Tax st Tk puaymeist Tax payment
oy @ @ )
Tax Paysens Tox Payeort Tas Paymeat Tan Fiymnmt,
a Taxable income. 0 Taxahle iwome [ Taxable income 0 Taxable income I/
o — > 0
Tm:;nr : Tazahle g Toxahls Tenble
: . . N I HEST
Which two of the following diagrams describe a progressive tax? Lacoune Reiae Encoeoe A
A, (1)and (3) only A. (1) and(3) only
B. (1) and (4) only
B. (1)and (4) only
C.  (2)and (3) only
€. [(Chand B) only D. (2)and (4) only
D. (2)and (4) only A RS
1996/CE/11/44 ZOODIGEAZT — , - :
Suppose that inflation occurs and that money income increases at the same rate as inflation. A taxpayer under a proportional axa :’ income ($) ax P;:Yﬂf'm ()
tax system will pay 200 000 22 000
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) only 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/11/43
1997/CE/11/40 Tobacco duty in Hong Kong is a kind of
The below tax is a . '
A, direct and proportional tax.
Taxable income ($) Tax payment ($) B. %*"?C‘ and Iepressivetax.
10 000 4000 C. indirect and proportional tax.
20 000 7000 D. indirect and regressive tax.
30 000 9000
40 000 10 000
2003/CE/N/38
A - progreasive fax Which of the following taxes are progressive?
B. propnn.ionu! tax. ) Pax rate 2} Tax rate & Tax payment @ 1ax payment
C.  regressive lax
D.  Jump-sum tax
199§/CE/II/39 . 0 Taxable 0 Tuxable 0 Texable 0 5 Taxable
Which of the following statements about tax is correct? tneeme (ncome income Income
A.  Progressive tax has higher tax rate than regressive tax. A {l)and (2) only
B. Progressive tax is tax on income while regressive tax is a tax on goods. B, (1) 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

118 119

Provided by dse.life




1 SRR e - o E o - R T S Y
o 3
i - B ~.

. - Mizaecanomics by Topic Macroeconarmics &y Topie
- FCovemment Buaget 3. Government Budget
2004/CEAV4) 2007/CE/ALA0
Taxable income ($) Tax payment ($ Which of the following taxes in Hong Kong is both “direct’ and ‘progressive’?
Tax A Tax B Tax C
10 000 500 800 1 000 A, stamp duty
20 000 1 000 1700 1000 B.  profits tax
30000 1 500 2 700 1 000 C.  property tax
D.  salaries tax
According to the above table, which of the following statements is correct 7
A.  None of the above taxes is a regressive tax. ZOO_S/CE/H/‘B‘ . m . .
B.  The taxation principle of equity put forth by Adam Smith applies to all the above taxes. Which of the following diagrams describes a regressive tax?
C.  TaxAis the most effective in achieving a more even income distribution. §
D Tax Bis a progressive tax. A7 TaxRase B TaxRao
2004/CE/11/42
Which of the following lines A, B, C or D shows the relationship between the tax rate and the taxable income under the
profits tax system in Hong Kong? Taxable Taxable
0 Income 0
Tax tate
A A C. Tax Payment D. Tax Payment
8 oA e
[ o4
2 WV 0 Texable L Taxable
] Income 0 Income
° Taxable income
A line A
B lineB 2009/CE/11/42
C line C An economy levies a 5% general salcs tax on all goods and scrvices. This tax is a/an
D. lineD . . N . .
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.
2005/CE/1/39 C.  regressive tax as the proportion of tax payment to income decreases when income increases.
Study the following data: D, indirect tax as consumers indirectly bear all the tax burden.
S
Taxable income ($) Tax amount ($)
0 0
2009/CE/11/43
10 000 1 500 ; e = . . . .
20 000 = Refer to the following relationship between the tax rate and the taxable income of a certain tax.
. R 3 Tax rate
If the above tax is progressive, the value of x must be
A, smaller than 3 000.
B. equal to 3 000.
C.  greater than 3 000.
D.  There is not sufficient information to do the calculation.
6 Taxable income

2005/CE/11/40
Which of the following is/are the difference(s) between a direct tax and an indirect tax?
Which of the following statements is correct?

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 even income distribution, but an indirect tax results in a less even income A. The taxation principle of equity put forth by Adam Smith applies to this tax.
distribution. B. The tax rate remains constant when the taxable income increases.
C.  The tax base of direct taxes is narrower, but the tax base of indirect taxes is broader. C.  The imposition of this tax would lead to an increase in the ratio of indirect tax revenue to direct tax revenue.
D. All of the above are correct. D. 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/TI/41

Tax Payment ($)

Taxable income ($) Tax System A Tax System B
100 000 4 000 5000
200 000 4 000 10 000
300 000 4 000 15 000

Reler to the above data. Tax system A is while tax system B s

A.  proportional ...... progressive

B. progressive ... proportional

C.  regressive ... proportional

D, regressive progeessive
2014/DSE//36

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?

A.  The tax is regressive as the tax rate increases when the taxable income drops.
B. The tax is proportional as the taxable income and the tax payment are positively related.
C.  The tax cannot be progressive as the tax rate increases when the tax payment drops.
D. The tax can be progressive, proportional or regressive.
2017/DSE/N/35

Which of the following diagrams describe a regressive tax?

(1) o payment {§) (2) tax payment ($}
3
5 —
L} uaadle ficoms 0 taxable lncome
) ux:-n(%) (4) tax ate (%)
—
o raxable income 0 taxable income
A, (D) and (2) only
B. (1)and(3)only
C. (2)and (4) only
D. (3)and (4)only
1990/CE/1/59

Which of the following is INCORRECT if a general sales tax is imposed in Hong Kong?

The fluctuations of government tax revenue will be reduced

The proportion of direct tax in the government tax revenue will increase
There will be a redistribution of income

T e teiee Jevel will increase

10w

122

1991/CE/NMI/37
A sales tax on food is regarded as tax.
A, adirect and regressive
B. an indirect and regressive
C. adirect and proportional
D. anindirect and progressive
1991/CE/11/39
Tax Amount ($)
LG Policy A Policy B
10 000 1000 1 000
50 000 5000 4 000
100 000 10 000 7 000
500 000 50 000 30 000

Wihich of the following is likely to take place if the government changes from Palicy A to Policy B?

A.  less incentive to wark

B. more uneven income distribution

C. alower rate of economic growth

D. afall in the consumption expenditure
1992/CE/11/43

Macroeconormics by Topic
3. Government Budget

In the financial year 1990-91, the government increased the tax allowance 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?

A, The government had to introduce a sales tax.

B. More people fell into the tax net.

C.  The real 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.

Several examples are shown below to iltustrate this:

Total net chargeable|  Total tax payment ($) for the fiscal year of |
income ($) 1990/91 1991/92
10 000 200 200
20 000 600 400
30 000 1 500 1300
40 000 2 700 2 200
50 000 4200 3 900
60 000 6 000 5600
70 000 8100 8100
80 000 10 600 10 600

How does the change in the total tax payment affect the income distribution in Hong Kong?

It gives a more even income distribution.

[t gives a more uneven income distribution.

It has no effect on income distribution.

The effect on income distribution is uncertain

SEY-ES
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1993/CE//47
If the government increases the personal allowance on the salaries 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 eut its expenditure.
D.  the tax base will be widened
1993/CE/11/48

Which of the following government measures will increase the inequality of wealth distribution in Hong Kong?

A, removing the tax on soft drinks
B.  selling more flats under the Home Ownership Scheme at lower prices
C. ncreasing fees for medical service in government hospitals
D.  increasing the personal allowance on the salaries tax
1994/CE/11/48

The aim of the Hong Kong 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
1996/CE/11/43

Which of the following will lead to a more uneven income distribution?

A, decreasmg 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/CE/1/45

Which of the following statements is true about progressive tax in Hong Kong?

A, Tt will lead to a more uneven distribution of income.
B. Itisatax levied on good and services.
C.  The tax burden can be shifted
D. [t may discourage working incentive.
1997/CE/1/45

Suppose the Hong Kong 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

more 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 unchanged.

oow>
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1998/CE/11/37
A progressive tax is more effective than a proportional tax in achieving the following aim:

A, toncrease government revenue

B.  to lower the administrative costs of the government

C. to achieve a more equitable income distribution

D. to reallocate the resources of the economy
1998/CE/11/42

If the government of Hong Kong 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
1999/CE/11/40

The following diagram shows a tax system:

Tax Pryment

Incoms

Which of the following statements concerning the above tax is correct?

A, Ttisa progressive tax as the tax payment increases when income increases.
B. It would lead to an uneven distribution of income.

C. It would encourage the working incentive of workers.

D. The progressivity of the tax rate will increase when income rises.

1999/CE/11/42
During a recession, the refund of rates by the government to the people would

A lead to a more efficient allocation of resources.

B. decrease the foreign exchange and gold reserves of Hong Kong.

C. increase the incentive to invest.

D. increase the consumption expenditure of the lower income group.
1999/CE/NI/43

Which of the following government policies would lead to more even distribution of income?

lowering the tax rates of regressive taxes

imposing more indirect taxes on necessities

increasing the depreciation allowance of the profits tax.
reducing the standard tax rate of the salaries tax

oaw>
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1999/CE/11/44 2002/CE/11/42

Suppose the government of an economy cuts the salaries tax allowance by 10% while both the wage rates and the general
price level in the year fall by 5%. It follows that

If the income of Hong Kong people falls by 5% in a fiscal year,

A.  more people will fall into the tax net.
B.  the tax bands of the salaries tax will be narrowed. A.  the tax revenue would increase.
C.  the government revenue from the salaries tax will fall by more than 3% B. more people would fall into the tax net.
D. the wealth distribution of peaple in Hong Kong will remain unchanged. C.  thereal income of people before tax would generally increase.
D. the ratio of people’s tax payment to their nominal income would generally decrease.
2001/CE/II/35
The following graph shows the relationship between tax payment and income before and after a change in the structure of a 2003/CE/11/39
tax. Suppose the salaries tax allowance in Hong Kong decreases and the salaries of taxpayers remain constant. It results that
Tax payment
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 fall into the tax net.
Now tax structure . i
i D. the after-tax income of all taxpayers would decrease.
Old fax strugtare
0 2003/CE/11/40
Income

If the government raises the profits tax rate,

Compared to the old tax structure, the new tax structure

A.  the government revenue will increase.
A.  results in a less even income distribution B, the pncmgloymsr}t rateiwil fa].l.
- s C.  the incentive for investment will decrease.
B. has a lower tax rate for the same Jevel of income. . -~
D. the general price level will rise.
C.  has alarger tax allowance.
D.  has no effect on working incentive.
2003/CE/1/4]
2001/CENT/36 The following table describes a tax
Tax Payment Tax Payment
Taxable Income ($) Under Tax A () Under Tax B ($) Taxable Income ($) Tax Payment ($)
10 000 1500 2000 CgLe 4000
20000 3800 3 800 2000 21800
30000 6 600 5400 SOt 2400
E— 40 000 6 800
From the above data, we can conclude that e 5000

The above tax would

A, Tax Ais adirect tax and Tax B is an indirect tax. o )
B.  there would be a more even income distribution under Tax A. A. I_Cad to a less CY?“ d}stnbu_tmn ?f “‘CO“?C»
C.  the tax rate of Tax A is lower than that of Tax B for all levels of income. B reduce the W‘_"kmn‘:’ incentive of workers.
D, the fluctuations of gavernment tax revenue would be smaller under Tax A than under Tax B when income C.  improve the resource allocation of the economy.
fluctuates D. increase the consumption expenditure of the lower income group.
2001/CEN1/39 2004/CE/TI/41 - T
Which of the following will widen the tax base of Hong Kong? i X paymen
2 2 = Taxable income ($) Tax A Tax B Tax C
A.  anincrease in the tax allowance 10 000 500 800 1000
B. adecrease in the standard tax rate 20 000 1.000 1700 1000
C.  anincrease in the profits tax rate 30000 1500 2 700 1000
D. the introduction of a sales tax ]
According to the above table, which of the following statements is correct ?
2002/CE/11/40 None of the above taxes is a regressive tax.

Tax A is the most effective in achieving a more even income distribution.

A

If a general sales tax is introduced in Hong Kong, B. The taxation principle of equity put forth by Adam Smith applies to all the above taxes.
C
D. Tax B is a progressive tax.

the tax base would be widened.

the wealth gap would be reduced.

less Hong Kong people would shop in Shenzhen.

the nronnrtinn of direct tax in the government tax revenue would increase.

126 127

sawm»

Provided by dse.life




i [

AL
i fM&.{cEcommics by Tapic

& Govenment Budget

2004/CE/11/43

Suppose there is a change in an income tax as follows:

:g’:éto s i

Under the new system,

A, theratio of direct tax revenue to indirect tax

B. the government will have a budget surplus.

C.  more people will fall into the tax net.

D. the income gap wil! be reduced.
2005/CE/11/41

Which of the following government policies would lead to a less even income distribution of Hong Kong citizens?

revenue will decrease.

A.  raising the standard tax rate of the salaries tax
reducing the personal allowance of the salaries tax

B
C.  raising the profits tax rate
D

lowering the excise tax rate of tobacco and wine

2005/CE/1/42
The introduction of a general sales tax would lead to
A, inflation.
B. lower output.
C.  higher consumption expenditure.
D.  higher GDP.
2005/CE/11/43

Refer to the following relationship between the tax payment and the taxable income of a certain tax.

Tax payment

Which of the following is correct?

The tax allowance for the above tax is zero.
Every employee has to pay the above tax.

caw»

B Taxable incone

The above tax would lower the working incentives of workers.
The above tax is in accordance with the equality principle put forth by Adam Smith,
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2006/CE/11/39

Suppose the salaries tax of an economy changes from tax system A to tax system B.

As aresult,

Marginal Tax Band Marginal Tax Rate {%) System A System B
Old System New System Taxable income Marginal tax rate | Marginal tax rate

First $30 000 taxable income 2.0 2.0 First $20 000 3% 2%

Next $30 000 75 80 Next $20 000 6% 5%

Next $30 000 13.0 14.0 Next $20 000 10% 8%

Remainder 18.5 20.0 Remainder 15% 12%

A less people would fall into the tax net.
B.  the working incentive of workers would increase.
C.  the income gap would be reduced.

D.  the ratio of direct tax revenue to indirect tax revenue would increase.

2006/CE/I42

Sowy

2007/CE/I1/42

a reduction in the tax allowance
abolition of the first registration tax on motor vehicles
an increase in the progressivity of salaries tax

an increase in the profits tax rate

Whicl of the following would widen the tax base of Hong Kong?

Tax Payment ($)

Taxable income ($) Tax System A Tax System B
100 000 6 000 5 000
200 000 12 000 12 000
300 000 18 000 21 000

Macroecanomics by Topie
3. Government Sudost

Refer to the above data. When the tax system changes from A to B,

A.  the income gap between the rich and the poor will be reduced.
B. the work incentive of workers will increase.

C. the tax base of the economy will be widened.

D. the government buclget position will be improved.

2007/CE/11/43
In order to increase the competitiveness of Hong Kong, some businessmen propose to reduce the profits tax rate. When the
profits tax rate decreases,

A.  the foreign exchange and good reserve of Hong Kong would increase.
B. the investment incentive would increase.
C. the government tax revenue would decrease.
D. the size of the public sector would decrease.
2008/CE/11/41

When the government reduces the profits tax rate,

A, the unemployment rate will increase.
B. the investment incentive will increase.
C.  the government tax revenue will decrease.
D. the income inequality will be reduced.
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2008/CE/11/44
Suppose the salaries tax system of Hong Kong changes as follows:

0ld System New System
Marginal Tax Band Tax Rate (%) Marginal Tax Band Tax Rate (%)

Firsl $30 000 taxable 00 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 of all 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/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.  reyressive tax as the proportion of tax payment to income decreases when income increases.
D. indirect tax as consumers indirectly bear all the tax burden.

2009/CE/11/44

In the financial ycar of 2008-09. the standard rate of salarics tax was reduced from 16% to 15%. Other things being cqual,
the above measure would

reduce the number of people falling into the tax net.

increase the progsessivity of the salaries tax system of Hong Kong.
increase the consumption expenditure of people in Hong Kong.
increase the after tax income of low-income people in Hong Kong.

o>

2010/CE/11/42
There was a onc-off tax reduction up to a maximum of $6 000 on the salarics tax and the tax under personal assessment for
2008-09. This would

reduce the income gap between 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.

vow»
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2013/DSE/N/36
The following diagram shows the change in the salaries tax structure of an economy.

Tax rate (%)

rmemmmmmns oo NEW tay structure

Old tax structure

Incurise (1)
Compared to the old salarics tax structure, the new tax structure

A.  has a smaller personal allowance.
B. has alower standard tax rate.
C.  will narrow the income gap between the rich and the poor
D.  will widen the tax base.
2016/DSE//36

The following diagram shows the changes in the salaries tax structure of an economy.

Tax rate (2¢)

e £ 1| R AR T I

e N X SETUCTSR

Incomy ($)

Compared to the old tax structure, the new tax structure will

A, result in a more even income distribution
B.  reduce the work incentive of all workers
C.  broaden the tax base
D. lead to an increase in total tax revenue
2018/DSE//35
Suppose the salurics tax system in Hong Kong has the following changes:
0Old System New System
Net chargeable income Tax rate Net chargeable income Tax rate
First $50 000 2% First $60 000 2%
Next $50 000 % Next $60 000 %
Next $50 000 12% Next $60 000 12%
Remainder 17% Remainder 17%
Standard Rate 15% Standard Rate 15%

If the basic 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.

o>

131

Provided by dse.life

B B B B B T I




2019/DSE/1/36

Tho foliowing di shows the relationship b taxablo incoms and tax payment in 8 tax system.
Tax poymeant
h
0 > Taxatle incoroe

Which of the following statements about the above tax systsm is cotrect?

A, The lower income group pays a smaller percentags of their taxsble income a¢ tax payment,
B.  Itvioiates the tax principle of equity put forward by Adem Smith,
C. Itisaproportional tax, -
D.  Itleads to a more even income distribution,
2020/1)SE/1/58

In 2019, the Jnpanese government increases the general sales tax rate on most of the goods and services from
8% to 10%. Asaresult,

(1) income inequality will be higher
(2)  the fiscal deficit will be eliminated.
(3) the invisible trade deficit will decrease,

A {()oenly
B.  {(Z)only
€. (3)only
D. {1),(2) and (3}

2020/DSE/1/41

In the case WITHOUT tax exemption, John needs to pay $15000 and Mary needs 1o pay $35 000 as income
tax.

Suppuse the govemment proposes the following income tax exemption measures:

Anount of tax exemption
Measure T 75% of income tax, maximum $30000
Measure 1§ 100% of income tax, maximusm $20000
Johm will prefer while Mary will prafer N
AL . messure |
B. . messure {1
o .. measure |
D. measure
r | » 4
o K L L
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Short & Structured Questions

1990/CE/1/5(b)(i)

Suppose the Hong Kong government adopts the following tax policies :
Policy A: introducing a 3% sales tax on all commodities
Policy B: cutting down the standard tax rate by 3%

Explain how EACH of the above policies affects the distribution 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/1/5(c)(1)
It has now been decided that a new airport will be built at Chek Lap Kok
Suggest THREE possible government measures, other than printing money, to obtain enough capital to construct the new

airport. State ONE disadvantage to Hong Kong’s economy of each of the methods you have mentioned. (9 marks)
1993/CE/N/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.
(i)  Explain whether property tax is progressive, regressive or proportional, (3 marks)

(d) Some people suggest that a capital gains tax (¥t 7% 8 i 42 ) should be imposed on those flat-owners who gain money
from the resale of housing units in Hong Kong. From the view point of the government, give ONF reason for and ONE
reason against this suggestion. (4 marks)

1994/CE/1/10(b)
The Hong Kong government revised the salaries tax structure for the fiscal year 1993/94. The following graph helps to
illustrate some of these changes.

Tax Rate
18%
5%
1%

9%

6%

3%

-391.5

Annuat Income ($ "000)

*The above graph shows the effective tax rate for a typical single income family of four,
Refer to the abave graph.
(i) Explain whether the salaries tax is progressive, regressive or proportional over the income range. (4 marks)
(1) (I) Point out TWO major changes to the tax structure shown on the graph. (4 marks)

(1) 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)
(1ii) Give ONE reason to explain why it 1s 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/1/5
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)(i1)
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 distribution (3 marks)
1998/CE/l/5
The following shows three different proposals for an income tax of an economy.
Tax payment (8} Pax payment (3) Tax payment {$)
0 of [ * 0
Trxwhle income {§) Paxuble seome $%) Taxable moome 15)
Proposal A Propozal B Eropuual €

Explain the differences among the three proposals in terms of the relationship between the tax payments and the taxable
incomes. Then point out which proposal would be the most effective in achieving a more even distribution of income.

(7 marks)

1998/CE/1/7(b)
Suppose the salaries tax allowance in Hong Kony remains unchanged. Explain why the total tax revenue from this tax would
increase at times of inflation. (3 marks)
1999/CE/1/8

ITaxable income | $10 000] $20 000] $30 000

[Tax amount | $1.000] $1 900| $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/1/9(a)
Study the following information

Gasoline Bill
Quantity sold SOL {liter)
Price per liter: 3,780 $/L 5189
Government tax: 6.060 $/L $303
Sales total $402

(1) Define regressive tax and explain whether the above gasoline tax is progressive, proportional or regressive. (5 marks)
(1) 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 effect of the introduction of a general sales tax on Hong Kong’s income distribution.

(3 marks)
2001/CE/I/E1(b}
Suppose the government significantly reduces the stamp duty on the sale of property. Explain how this would affect

(i) 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.

(ii) 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 {ixed percentage of the car’s value. Explain whether the tax is
proportional (3 marks)

2004/ Ofe)
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/CEM/11()()(IT)

Explain whether general sales tax is a direct tax or an indirect tax. (2 marks)

2008/CE/1/8

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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2009/CE//11
Tn the fiscal year 2008-09, the government took some measures to reduce the tax burden on the public.

(a)  The corporate profits tax rate was reduced from 17.5% to 16.5%. Explain whether the government revenue from profits

tax would necessarily decrease as a result of a reduction in the profits tax rate. (4 marks)
(b) Rates (% i ) were waived for most properties. Explain whether this tax is a direct tax or an indirect tax. (2 marks)
2012/DSE//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/I/8
Suppose a government is facing a budyet deficit. Some politicians have proposed that the government should raise the
income tax rate to reduce the budget deficit. 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 a direct or an indirect tax”? Explain your answer. (2 marks)

2014/DSE/11/7(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 risc to undesirable side cffects.

Explain TWO possible undesirable effects of the above fiscal policy on the US economy as a whole. (4 marks)
2015/DSE/M/1 1(a)
Figure 1 shows the percentage changes in direct tax revenue and nominal GDP in Hong Kony for the years 2009-2013

Annual rate of change {%) Figure §
0 — -

25

20

== ==% change In direct tax
revenue

——% change in nominal GOP

.
~a

06 ;2o 2011 2012 2013

(i)  With reference to Figure 1, describe the relationship between the percentage change in direct tax revenue and the

percentage change in nominal GDP for the years 2009-2013 and compare their trends. (2 marks)

(i1} Briefly explain the relationship you described in (a)(i). (2 marks)
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2017/DSE/N/13(b)
To finance the scheme, there are dilferent proposals which include:

Proposal A: increasc the standard tax rate and the progressivity of salarics tax
Proposal B: use the (iscal reserves in the government

Discuss the cffects of these two proposals on cconomic variables which include
(i) income distribution

(iii) ONE other cconomic variable.

2018/DSE/I1/6(a)
The government proposes the following changes in the profits tax system.
Profit Existing system New two-tier system
On the firsl $2 000 000 8.25%
16.5%
Remainder 16.5%

Would the above changes in tax system necessarily result in a drop in profits tax revenue? Explain.

136

(7 marks)

(4 marks)

} B8 Provided By dse'tife




r— M c

MARKING SCHEME

1990/CE/11/47 2000/CE/1/43 1990/CE/11/59 1999%/CE/11/42
D B B D
1990/CE/TISS 2002/CE/1/43 1991/CE/1/37 1999/CE/1/43
B D (56%) B A
1991/CE/I/37 2003/CE/I/38 1991/CE/1/39 1999/CE/1/44
B A(31%) B C
1992/CE/36 2004/CE/1/41 1992/CE/I/43 2001/CE/1/35
A D (69%) B A
1993/CE/11/45 2004/CE/11/42 1993/CT/11/46 2001/CHIIAG
C D (33%) A B
1994/CE/11/47 2005/CE/11/39 1993/CT/11/47 2001/CE/I1/39
D C (66%) B D
1995/CE/1/45 2005/CE/1/40 1993/CE/TI/48 2002/CE/11/40
G A (35%) @ A (73%)
1995/CE/1/46G 2007/CE//40 1994/CE/1/48 2002/CE/1T/42
(b} D (70%) B B (46%)
1995/CEATAS 2008/CE/1/43 1996/C /M43 2003/CEAT/39
B D (61%) © 13 (38%)
1996/CB/1/45 2003/CEAI/40
D C (72%)

2009/CE/Ti43 1997/CEAT/45 2003/CE/M41
D (34%) A A (59%)

1997/CR/IT/40 2010/CE/1/41 1998/CE/MI3T ;
@ C (74%) c D (69%)
1998/CE/11/39 2014/DSE//36 1998/CE/1/42 2004/CEN/43
D D (52%) B D (63%)
2000/CE/11/41 2017/DSE//35 1999/CE/MI/40 2005/CE/11/41
A A (57%) B B (53%)

2R20/DSEAS0
B 2020/DSEA/38
A ¢

1990/C /3 (b))

Policy A widens the wealth gap
since the poor pay more in proportion to thelr income on consumption than the rich
compared with the rich. the poor pay a larger portion of their income as tax

Policy B widens the wealth gap

benefits the rich as their tax burden is lowcred and mcome after tax 1
no effect on the poor because they are outside the tax net or not paying at the standard rate

137

Macroeconomics by T
3. Government Budget

2005/CE/I1/42
B (28%)

2005/CE/M/43
B (44%)

2006/CE//39
B (64"%)

2006/CENI/A2
A(56%)

2007/CE/1/42
A(78%)

2007/CEAYA3
B (83%)

2008/CE//41
B3 {80%)

2008/CE/1/44
B (30%)

2009/CENT/42
C (59%)

2010/CEA1/42
D (51%)

2013/DSEN/36
€ (80%)

2016/DSE/N/36
C (61%)

2018/DSE//35
B (49%)

Note: Figures in brackets indicate the percentages of candidates choosing the correct answers.

()
(2)
(2)
{max: 4)
)
()
(2)
(max: 4)
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1992/CBA/S(e)(i)
- raise direct taxes
(disadv: work disincentive / investment disincentive)
raise indirect taxes
(disadv: inflationary pressure / more uneven distribution of real income}
- use past fiscal reserves
(i sduce the reserves for contingent purposes / interest return from the investment of the reserves is forsaken /
inflationary pressure)
- borrowing / issue government bonds
(disadv: the economy has to bear interest cost / burden will be borne by the future generations when the principal is repaid)
invite private sector participation
(disadv: reduce government say in the related services)
cut other government expendifures
(disadv: less public services in other aspects)
- raise other sources of government revenue, .. privatization / sale of the public assets, increase fees
(disadv: more burden on the users of the public services) (3@, max: 9)
(Mark the FIRST THREE points only.)

[

‘

1993/CE/N/5

(b) (i) Itisa proportional tax, because 1y
a fixed portion of the rental income is taxed (2)

(d) For:

- increase government revenue

- discourage speculation in the property market

- widens the tax base / sources of tax revenue

- a tax on earning / abihty-lo-pay (2@, max: 2)
(Mark the FIRST point anly.)

Against:

- high administration cost

- against laissez-fare policy / freedom to buy and sell

- against simple taxation principle

- distort resource allocation

- not fair if only apply to the property market (24, max: 2)
(Mark the FIRST point only.)

1994/CE/T/10(b)
(1) First progressive (because the tax rate first rises as income rises), but (2)
then proportional (because the tax rate later becomes a tlat rate as income rises). (2)

(i (l) - a greater amount of tax allowances (raised from $119 000 to $146 000) / more low-income [amilies fail out of
the tax net
- faralies have to earn more than $483 000 ($391 500 in 1992/93) before paying tax at the standard rate
- familics with an annual income of more than $119 000 and up to $483 000 pay less tax./ average tax rate &
- less progressivity before reaching the standard rate
(240, max: 4)
(Mark the FIRST TWO ponts only.}

(i) (JI) The new tax structure, because (2)
(to compare with the old tax structure,) the Jow-income and sandwich class families earning less than and up to
$483 000 a year pay a lower tax rate, but (2)
those earning more than $483 000 a year pay the same tax rate. (2)

(Exact figures are NOT required in candidates” answers.)

(i1} Workers would have a higher incentive to work, and (@)
thus earn higher income (Le. a larger tax base). (1)
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1995/CEAS
Progressive tax : the tax rate T as income | 2)
e.g.. salaries tax / profits tax (fiscal year 2018/19 onwards) (0

(Mark the FIRST example only.)
Proportional tax: the tax rate is constant as income 1 (2)

c.g., salaries tax for those who pay at the standard rate / property tax ()
(Mark the FIRST example only.)

1996/CEA/10(b)

Regressive tax, because (1)
the low-income group spends a greater propertion of income on clothing than the high-income group, and therefore (2}
the low-income group pays a larger proportion of income as tax than the high-income group (2}

{max: 3)

(3)

Increased progressivity means the tax burden of taxpayers with higher salary income increased at a faster rate than the low-
ineome group / unemployed. (2

. More even income distribution, (3]

F99T/CEA/O(d) i)

The low-income group spend most of their income on purchasing goods and services for their living, [43]
but the high-income group spend only a small amount of their income for their living. 3]
OR
The low-income group pay a lasger portion of their income than the high-incorwe group on the general sales tax. (2)
(max: 2)
=> More uneven income distribution [43]
1998/CE//5
Proposal A: the tax payment fakes a decreasing proportion of taxable income as taxable income rises. 2)
Proposal B: the tax payment takes a increasing proportion of taxable income as taxable income rises. (2)
Proposal C: the tax payment takes the same proportion of taxable income as taxable income rises. 2)
.. Proposal B is the most effective. n

1998/CE/T/7(b)

During inflation, the nominal income of people increases. (1)
With no change in tax allowance, more people are put into the tax net or into higher tax brackets. 2)
1999/CE/N/8

Tax to income ratio
Average tax rates are:

$1.000/$10 000 = 10%:; $1 900 / $20 000 = 9.5%: $2 700 / $30 000 = 9% @)
OR
Marginal tax rates are:
$(3 906 - 1 000) / $(20 000 - 10 000) = 9%, $(2 700 - 1 900) / $(30 000 - 20 000) = 8% (2)

The conclusion is! not a progressive tax, because
the marginal tax rate decreases / the average tax rate decreases / the tax amount increase less proportionately than the
taxable income. (3}

139

Mac;occ’(;ﬁomir_s by Topic

3 Government Budget

2000/CE/N/8

Correct comparison of the amount of money rebated to the high -income group and the low-income group: (3)

e.g | High-income group taxpayers are yebated a larger amount of money than low-income taxpayers.
e.g. 2 The government rebated money to the taxpayers but no money to the poor who were non-laxpayers.
It results in a wider wealth gap. (1)

2000/CE//9(a)

(i} Aregressive tax is a tax which tax rate decreases as income increases. (2)
Consumers pay the same amount of gasoline tax for purchasing the same amount of gasoline.
=> In proportion to individual's income, the richer pay at a lower tax rate while the poorer pay at a higher tax rate,

. Gasoline tax is a regressive tax, (3)
(ii) - to reaflocate resotrces: use more public transport but less private (ransport 2)
- a source of tax revenue (2)

200V/CENT
(2} Indirect tax because the tax burden can be shifted onto others (the buyers). {2)
(b)Y The poor consumes a larger proportion of their income. (1)
OR
Same amount of tax for the same good paid by people with different incomes [
.. A higher proportion of income of the low-income group is taxed. 4D
.. The general sales tax increases the income inequality. (1)

(Remark: Mere mentioning of the conclusion without elaboration: zero marks)

2001/CE/VT1(b)
Demand side:

Cost of transaction | = incentive to buy property T and number of transaction 7 (1
Supply side:

Volume / value of business of the construction industry [ =+ expansion in the production of the construction industry and

the derived demand for construction workers 1 (1)
(i) investment T 3]
(i) employment opportunities T (1)

(Remark: Mere mentioning of the conclusion without elaboration: zero marks)

2002/CE12(c)

(1) Rates is an indirect tax because n
the tax burden can be shifted by the landlord onto the tenants. (1)
(i) The profits tax is a proportional tax because 1)
its effective tax rate is constant / the tax amount js proportional to the taxable income, (2)

2003/CEN0(d)
No, because (1)
as his income increases, the tax rate is not fixed / the tax rate decreases.

2004/CE/N/10(e)

Regressive tax, because [§8]
same tax payment relative to different incomes €]
= decreasing tax rate as income rises (1
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2006/CE/M/ 1 (b)YH(HY
The tax is an indirect tax becanse (1
the tax burden can be shifted from the producers to the consumers. (H

(a) Regressive tax, because 83}
alf red wine buyers pay the same amount of tax for purchasing the same bottle of red wine ()

higher-income earsiers pay a less than proportionate amount of tax / the tax rate decreases as the income increases. (2)

{b) Tndirect tax, because [43)
the tax burden can be shifted by the red wine sellers onto the consumers. (48]
2009/CEN/ 1T
{a) Areduction in the profits tax rate may boost more business investment and increase profits. 2)
No, because 3]
the increase in govesrnment tax revente resulting from the increase in profit earnings could be big encugh Lo offset the
decrease i government tax revenue resulting from the reduction in the tax rate. (N
{b) Indirect tax, because H
the tax burden can be shifted from the landlords onto the tenants. @8]
2012/DSENT/4
(a) Wider ()
by Lower, because h

higher income group has a Jower post-tax income while the income of lower income group remams unchanged.  (2)

2013/DSE//8
Government should ingrease the weome bk rate o reduce the budugs detisit
- if the increase in tax revenue due to the rise in tax rate outweighs the reduction in tax payment due to the reduction in the

tax base/taxable income {e.g., a fall in the number of tax payers as a result of disincentive effects to labour). (4)
- because increase in lax rate is fairer as income tax is often proportional (or even progressive} and this helps equalize

income 2)
- if there s an inflationary (output) gap as an increase in income tax reduces output and relieves the inflationary pressure (2)

Huuld NOT inerease the ncome tax mte to reduce the hudeer defics

- if the increase in fax revenue due to the rise in tax rale falls short of the reduction n tax payment due to the reduction in the
tax base/taxable income (e.y., a fall taxable income as a result of reduction in aggregate output). (€))

- because an increase in incorue tax rate will result in a greater disincentive to work and more people may quit the job and
rely on welfare programmes and this further worsen the budget deficits. Q)

- as an increase in income tax rate reduces the aggregate output, which may result in unemployment / deflationary (income)
gap. 2)

(max 4)

2014/DSEA/6(1)

Direct tax, because (R4
the tax burden cannot be shifted by these tax-payers to someone else. th

2014/DSEA/ ()
- negative outpul effect (fall tn GDP) due to a reduction in government expenditure and thus aggregate demand
- negative output effect (fall in GDP) duc to a risc in sales/income tax, which would Jower consumption/investment demand
and thus aggregate demand
- negative (disincentive) effect on labour supply and thus on employment (and output) as a result ol higher income taxes
(2@, max: 4)
[Mark the FIRST TWO points only.]
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2015/DSE/M/H (a)

(1) The percentage change in direct tax revenue and percentage change in nommal GDP tend to move in the same
direction. (1)
Fluctuation of the former is greater than that of the lafter ]

(i)  Growth in the economy (increases in GIDP) would be accompanied by growth in salary and profit incomes, which

would in tun generate higher revenue from taxes on such incomes. [$8]
Progressive taxation may be one explanation for why direct tax revenue fluctuated more than GDP. (1)

2017/DSEMN3(b)
(i) Proposal A’s effect on income distribution:
Salaries tax payers {(higher-income group} would pay more taxes while non-tax-payers (lower-income group) would not

be affected. (2)

OR

High-income tax payers pay more, low-income tax payers pay less (2)

The after-tax income inequality wounld thus be reduced. ()
(max: 3)

Proposal B’s effect on income distribution:

There will be no extra effect on current tax payers, so the income inequality is unatfected. (2)

Reduction of fiscal reserves may result in a tax increase in the fulure, so future tax payers (mainly the younger portion

of the population) may have to pay more taxes, thus increasing income inequality between generations (2)
(max: 2)

(111) Proposal A's etfect on other variables:

Price level would drop as AD drops (while there is no such an effect yenerated by proposal B). (2)
Unemployment may increase as AD drops (while there is no such an effect generated by proposal ) (2)
(max: 2)

of the government's budgetary position (due to a drain on fiscal reserves) may mply tax increase in the
future. (No such effect arises under proposal A.) (2)
Business confidence may be weakened. Expecting tax increases in the future (due 1o the problem of fiscal
sustainability), which would reduce their after-tax profits, business firms may choose to cut down their investment. (No

such effect arises under proposal A.) . (2)
(max: 2)

2018/DSE//6(a)
No, because (1)

the reduction in the profits-tax rate may induce firms to increase thewr investment expenditure, 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 preater than the
decrease in profit tax revenue due to the reduction in tax rate. (3)

142

Provided by dse.life

- ey e e~




R -

3.4 PUBLIC SECTOR AND FISCAL POLICY

Multiple Choice Questions

1990/CE/11/44
Which of the following is a fiscal policy used to reduce inflation?

a direct control on the rise in wages of workers.

an increase in unemployment benefits,

an increase in the required reserve ratio of banks.

a decrease in the spending on an environmental protection scheme.

comp

1991/CE/T1/38

Percentage Changes in Government Spending

(Comparing Year 1 and Year 2)
Sacial Services

2% Tiducation

+24%
Housing (cxcluding

Kowloon Walled City)

F19%
Economic

+35%

Lnvironment

-13%

The abave chart indicates that

A, cconomic services was the largest item of government spending,

B.  the price level was higher in Year 2 than that Year 1.

C. the government spent less on environment protection in Year 2 than in Year 1
D.  the spending on the Kowloon Walled City was financed by China.

1991/CE/11/40
Which of the following 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

A (1) and (3) only
B. (1)and (4) only
C  (2)and (3) only
D (2)and (4) only
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1992/CE/11/40
Which of the following is an expansionary fiscal policy?

A the introduction of a new tax
B. the construction of a new airport
C. the cutting of expenditure in some government departments
D. the increased purchase of water from China
1992/CE/11/41

A surplus budget will lead to

A.  adecrease in government expenditure.

B. afiscal surplus.

C.  abalance of payments surplus.

D. acontraction of the economy.
[993/CE/I1/49

In an economy with unemployment, a deficit budget will lead to

a lower rate of unemployment.

a lower level of national income.

a lower rate of household consumption.
a decrease in government debt,

oQwy

1994/CE/11/49

Year 1987-88 | 1988-89 | 1989-90 | 1990-91
Public Expenditure 536 648 819 950
GDP 3690 4336 4990 6588

According to the above table, the size of the public sector as measured by the RATIO of public expenditure to GDP over the
period 1987-1991 was

A, getting bigger.
B. getting smaller.
C.  bigger at the beginner but smaller at the end.
D. stagnant
1994/CE/1/50
A budget is one in which the government revenue is greater than the government

expenditure.

A, surplus ... actual ... actual

B. surplus estimated estimated

C.  deficit .. estimated actial

D.  deficit actval ... estimated
1995/CE/11/49

fn general, a deficit budget will

A, reduce a country’s foreign exchange and gold reserves.
B. have an expansionary effect on economic activity.
C.  lead to a more uneven distribution of income.
D. increase the government’s debt.
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1996/CE/11/39 2000/CE/Tl/44
If the government greatly increases the salaries tax rate to finance the provision of more public assistance to the unemployed, Suppose the government uses a great amount of its fiscal reserve to develop information technology in education. Which of

the following is correct?
A.  The government budget will be balanced because the increase in government expenditure will be financed by the

increase in tax revenue. A, Government expenditure in other sectors will decrease.
B. The total consumption of the economy will not change as the decrease in consumption of the rich will be B. The government will have a budget deficit.
compensated by an increase in the consumption of the poor. C.  The average labour productivity will be higher.
C.  The working incentive will decrease because a higher proportion of salary income will be taxed. D. The banking system will be less able to create deposits.
D.  The size of the public sector will remain unchanged because the increased expenditure is matched by the increased
tax revenue.
2000/CE/N1/45
The government will participate in the project for establishing Disneyland in Hong Kong. During the period of construction,
1996/CE/11/42 it must
Refer to the following diagram of an economy:
A increase the tax burden on taxpayers.
Growth rate (%) B. increase the size of the public sector,
C. increase the ratio of public expenditure to GDP.
D. discourage the incentive of private investment.
GBE: 2002/CE/V/4]
Girowth Rate (%)
a
10 Governmenl Expenditure ()
Grass Domustie Product (GDP]
5 ) i Year sl
1980 1985 1950 1995 i
During the period 1980 to 1995, which of the following can be concluded from the above diagram? L] - Your
A, Both the GDP and the government expenditure have not changed in this period. According to the above graph, the ratio of G to GDP is
B. The GDP increases at the same rate as the government expenditure
C.  The ratio of government expenditure to GDP decreases over this period. A.  increasing.
D. The growth rate of GDP remains constant because the government expenditure increases at a constant rate. B. decreasing.
C.  first increasing and then decreasing.
D. first decreasing and then increasing.
1997/CE/11/43
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? 2008/CE/1/42
) ) ) According to the 2007-08 Policy Address of the Chief Executive, the Government will launch 10 major infrastructure projects
(1) the progress of the construction projects of the government and the new airport in the coming years. This will result in
(2) afall in the GDP in this period
(3) alarge increase in government welfare payments to the unemployed (1) an increase in the GDP of Hong Kong.
(2) an increase in the size of the public sector.
Ao (1) only (3) government budget deficits in the years of construction.
B.  (2)only
C. (1) and (2) onl
D Exi @ o) o) A (Lyand (2) only
. B.  (l)and(3)oenly
C.  (2)and (3) only
1999/CE/11/41 D (1), () and (3)
A surplus budget could turn out to be a budgetary deficit if the actual government revenue is than the actual
government expenditure and the estimated government revenue is than the estimated government expenditure. 2000/CE/1/45
An increase in the Hong Kong government’s expenditure on infrastructure must lead to an increasc in
A.  pgreater ... greater
B mallene= Breaten A, the ratio of public expenditure to GDP in Hong Kong.
C.  greater ... smaller N ol
D smaller smaller B. the government budget dgﬂclts
""" C.  the wage rate of workers in Hong Kong.
D.  the potential GDP of Hong Kong in the future.
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2010/CE/11/43
During a recession, a government plans to promote economic growth through infrastructural development. As a result,

(1) the size of the public sector would increase.
(2) the employment opportunity would increase.
(3) the government budget would run into a deficit.

A (1)and (2) only
B.  (1)and(3) only
C. (2)and (3) only
D. (1), (2)and (3)
2010/CE/11/44

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

gnwy

trade surplus

budget deficit
government expenditure
direct tax revenue

2014/DSE/N/25

3. Government Budget

y Year-on-year percentage Year-on-year percenlage change in
Year 3 q ; .
change in nominal GDP nominal government spending
2011 9.0 120
2012 5.5 6.0

Based on the above information, which of the following statements are correct?

“RoY--E%

(1) The size of the public sector in the economy increased in 2012.
(2) Both the nominal GDP and the nominal government spending dropped in 2012.
(3) A drop in both the rea] 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)

Short & Structired Questions

1993/CE/T/5(e)
State THREE general aims of a fiscal policy.

147

(6 marks)
f . e

2019/18E//34

Boih the wage rate and general price level increase by 8% in a certain year, If the government increases the

salaries tax allowance by 5%,
A, more poople will fall into the tax net.
B.  income distribution will become more ever.
C.  government’s tax revenne will decrease.
D, people’s real income after tax will increase.
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MARKING SCHEME 3.5 EFFECT OF A BALANCED BUDGET
1990/CE/N1/44 1993/CE/11/49 1996/CE/M142 2002/CE/M4 2014/DSE/1/25 Multiple Chowe Questions
D A C A(23%) B (34%)
1991/CE/TI/38 1904/CE/1/49 1997/CE/11/43 2008/CE/11/42 1997/AL/M/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 /CE/MI/40 1994/CE/N1/50 1999/CE/T/41 2009/CE/T1/45
C B n D (53%) A, (oul of syllabus)
B. agyregate demand would remain unchanged.
1992/CE/11/40 1995/CEN/49 2000/CE144 2010/CE/1/43 C.  apuregate demand would decrease.
B B o] A(59%) D. ageregate demand would increase by the same amount as the change in government expenditure.
1992/CE/N/41 1996/CE/AI/39 2000/CEAAS 2010/CE/N/44
D © B D (65%) 2016/DSEN/38
IF the government simultaneously mereases its expenditure and incame tax by the same amount, the effect on the aggregate
Note: Figures in brackets indicate the percentages of candidates chwosing the correct answers. output is
A.  contractionary
B. neutral
1993/CE/N/5(e) C. expansionary
- fulf or high level of employment D. indeterminate
- economic growth / rising living standard / per capita GNP ¢
- even ot more even distribution of income
- conlrot of inflation / detlation (2@, max: G)
(Mark the FIRST THREE points only.) 2021/DSE//40
Suppose a government finances its expenditure by collecting tax from the housebolds and the amount of
expenditure equals the amount of tax collected.  The effect on aggregate demand will be
A, expansionary
B, contractionary
C.  neutral
D.  indoterminate
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Short & Structpred Questions

1993/AL/11/7
If the new airport project costs HK$170 billion over the next four years, and the government decides to finance this expenditure
entirely by taxation without borrowing, will such a fiscal policy be expansionary, contractionary, or neutral? Explain.

(10 marks)

2009/ALAT/6(a)  (modified)
In the face of recent economic hardship, it has been proposed that the Hong Kong government introduces somte stimulative
measures. 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.

(i) Does it make any difference to the effect of agaregate demand if, instead of providing the cash transfers, the
government simply uses the cash to increase its own expenditure? Explain your answer.
(5 marks)

2016/DSE/M/12

Gaming industry (10} % is a major sector in Macau’s export of services. The following diagram shows the revenue from
the gaming industry and the aggregate output of Macau,

MOP Swillion
=y CZIGDP at current market price

“B-iross revenue from the gaming industey
20000

MOP = Macsu Paaca (P45 )
00006 [

r—’——r_‘_
-

K0 |— — =

40000 —i _ b

20008 }—o —|

20M MstQuaner 2004 fod Quiter 3014 drd Quartet 20144t Quarer  20V5 Inuter 2018 Ind Quieer

(a) With reference o the above diagram, describe and explain the trend ol the importance of the gaming industry relative 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 reeent decline in the gaming industry results in a drop in tax revenue. Henee, 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 allocate the sum of money to investment instead.

(c) Discuss the suggestion of the cconomist by giving arguments FOR and AGAINST it. (5 marks)
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MARKING SCHEME

1997/ALAL04 2021/DSE/M0
C A
2016/DSEA38
D (deleted)
1993; AL/

If the spending on the airport praject is exactly financed by increased taxation of the same amount, the fiscal policy effect (on
aggiegate demand) is expansionary.

The reason is that iF income is not taxed, the private sector will save part of it. IT it is taxed, the government will spend all the
tax revenue, Therefore the expansionary effect ol increased spending is greater than the contractionary effect of increased tax.

(Note: However, taxation, be it o direct tax or an indivect tax, would wlvo have supply-side effects, but these are not
considered in the HKAL syilabus.)

2009/AL/MY61a)
(i) By increasing disposable income, the cash transfers (Tr) would increase consumption, The aggregate demand would
then increase, and thus increase output,

1) Ifthe government simply uses the cash to increase its own expenditure, the aggregate demand would increase by AG
g b simply v he aggregate :
(= ATry and thus increase output by a bigger amount. This is because while people will only spend part of the cash
{ransfers on consumption {and save the rest), the government will spend ail of it directly.

2016/DSE/I/12
(s} The relative importance of the gaming industry has been declining because (n
its gross revenue has been falling faster than GDP at current market price. [

(¢} Arguments for:

- Investment would increase potential cutput over time, but cash sharing would not have similar long-run effects on the
ceonomy 2)
Investmen! would raise aggregate demand (AD} directly. Bul the cash-sharing seheme could only raise AD indirectly
via an increase in consumption. In case the residents choose not to spend the cash received on consumption, the AD
cffect would vanish. (2)

(max: 3)

Arguments geaingt:

- During economic downturn, a reduction in social welfare due to suspension of the cash-sharing scheme may result in
discontent of the citizens and politicai instability. (2)

- While people can benefit from the cash-sharing scheme instantly, it may take a longer time for investment to boost
their income. 2)
Public investment may be incfficient duce to high administrative costs or low sensitivity to market / price signals (lack
of profit incentives). )

(max: 3}

[Remark: Muximum mark of part (¢) is 5 marks]
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30. The balance sheet of a banking system is as follows. 35.
Assets ($ million) Liabilities ($ million)
Reserves 500 Deposits 2000
Loans 1500

The required reserve ratio is 20% and the public does not hold cash initially.

Suppose a customer withdraws $200 million from his bank account and holds it as cash. If all banks do
not hold any excess reserves, the amount of money supply is after the process of credit
creation/contraction has been completed.

A. $1200 million
B. $1400 million
C. $1500 million
D. $1700 million

31. David plans to deposit $1 million to a financial institution in Hong Kong as savings deposit. Which of the
following types of institution can receive this amount of savings deposit?

(1) alicensed bank 6.
(2) arestricted licence bank
(3) adeposit-taking company

A. (1)only

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

32. Suppose the central bank requires the commercial banks to keep all deposits as reserves. Which of the
following statements is INCORRECT?

The monetary base will be equal to the money supply.

The required reserve ratio will be equal to one.

The maximum banking multiplier will be equal to zero.

The money creation ability of the banking system will be smaller than that of a fractional reserve

banking system.

oOw»

The nominal interest rate on a one-year deposit is 1% and the inflation rate is 3%. The cost of holding cash

is and the real rate of return of holding cash is
A. 1. -3%
B: 1% 2%
C. 3%.... -3%
D: 3% 2%

41. Which of the following results CANNOT be a negative number?

total exports minus total imports

money supply (M2) minus money supply (M1)

factor income received from abroad minus factor income paid abroad
GDP at market price minus GDP at factor cost

oCaw»

{a) ‘Dellation will occur il the amount of goods and services produced is growing faster than money
supply.” Explain this stalcment in lerms of the quamltity theory of moncy, (4 marks)

(h) ‘Il deflation is expected. the real interest rale will be higher than the nominal inlerest rate.” Why?
{2 marks)



The Government lannched the Consumption Voucher Schieme in 2021 1o relieve the impact of COVID-19 on
1he Hong Kong cconomy.

Source A: Sialistical data aboul uncmploy ment rale in Hong Kong

Unernployvment rale by previous industry

2 - e Relail, accommodalion and
i e tie foad services industry
10 7
r 4 s« 8+ + Public administration, social
8 r g and personal services
o industry*
[ e Al industries
4 FPublic admimstration, social
el recasiiey and persanal services include
AT b education, human health and
2 asee®’ - social work activities. etc.
@rrennnanciPpt’
0
< <7 <
%% % ‘%’
v,

Somrce B: An extract of information about the Consumption Voucher Scheme

All Hong Kong permancnt residents and new arrivals aged 18 or above, who comply with the ‘residing
in Hong Kong ™ requirement. could register o receive clectronic consumption vouchers with a otal value

of $3 000 by instalments.

Source C: Information aboul the four designated stored value [acilitics to receive the 85000 consumption
vouchers by instalments

Alipavl K Octopus Tap & Go WeChat Pav 1TK
O L
oc/"(i!
Alipay Hx e WeChat Pay =
Public MTR. bus, mimi | MTR. bus, ymni Bus and mimi bus Nonc
transportation bus and ferry bus and ferry
with the above
payment [acilitics
installed
Promolions 1o 5 c-coupons First 2 million 5§50 awarded when C-Coupons
consumplion regisiered using virinal Tap &
voucher users Customers enjoy Go Unionpay card for
$18 of siored the first transaction
value with an amount equal
10 or larger than $30

Source D: Some renunders for the Consumpuon Voucher Scheme

Consumption vouchers cannot be used in transactions such as payments o the government (€8, Lax),
public ufilitics (c.g. cleciricity charges), purchase of financial products (c.g. insurince), and dircet
purchase from merchants located outside Long Kong.

There are deadlines for using consumplion vouchers.

Source E: Some views on the Consymption Voucher Scheme in Hong Kong

A housewile L have spent mote than $5000 as there are e-coupons [rom the stoted value factlity

provider. A lol of promolions in large retail chains and mills have also templed
me to consume!

N

A former chellina I have been laid off and have stayed home for months, No onc knows when the
restaurant travellers would be back. 1 hope that the Consumption Voucher Scheme will bring

more local people 1o spend on food and beverage and the whole indusiry can
survive the pandemic,  Otherwase, many workers will be forced to leave the
industry.

-
) 4
s

A doctor working i | Resources should be allocated to the medical sector, instead of giving everyone an
4 public hospili) cqual amount under the Consumption Voucher Scheme. The public hospitals

lacked space. manpower and equipment even before the pandemic, Start building
new hospitals earlier so that more lives could be saved.

a

®)

()

(d)

Refer to Source A,

(i) In which phasc of business cyele the Hong Kong cconomy most likely was? Aparl [rom the
change inunemplovment rate, list ONFE other economic phenomenon of this phase. (2 marks)

{i1) Why did the unemployment fate of retail. accommeodation and food services indusury increase
faster than that of public adminisiralion. socisl and personl services industry duning the
pandemic? (2 marks)

Refer o Source B, Would the §5 000 distribuied under (he Consumption Voucher Scheme be included
in the calculation of government consumption expenditure? Explain yvour answer, (2 marks)

Bascd on the information given in Source C, explain with TWO rcasons why the market of stored
value facilites in Hong Kong is NOT perfectly competitive. (4 marks)

Referto Source 1. Some citizens claimed, ‘T would rather receive $5 000 cash instead of consumption
vouchers.” 1n terms of functions of money. explain such a claim with TWO reasons. {4 marks)
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SECTION 4: MONEY AND BANKING (1)

41 MONELY: NATURE AND FUNCTIONS

Multipte Choice uestions

1990/CE/1/29
To serve as a unit of account, money has to be
A.  homogeneous.
B. portable.
C.  scarce.
D. durable.
1990/CE/1/30

The Canadian Maple Leaf gold coins (1 % K 48 3 € % ) can be an example of

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 settle a debt in Hong Kong?

A.  credit cards

B.  personal cheques

C.  Japanese yen

D.  Bank drafts
1990/CE/11/41

The value of money is reflected by its

A, face value.

B. intrinsic value

C.  purchasing power.

D owner’s subjective value.
1990/CE/11/58

Which of the following statements is INCORRECT?

O

A credit card is money because it is a means of payment.

P e, pee—

in Hong Kong.

The use of money eliminates the need for the double coincidence of wants in transactions.

Maoney 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.
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1991/CE/M/29
Which of the following can best serve as money in a desert?
A, shells
B. sand
C.  water
D.  polatoes
1992/CE/11/33

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/CENV/57

The potato is NOT a good form of money mainly because it is

A, indivisible.

B. portable.

C.  homogeneous,

D. perishable.
1992/CE/T1/59

Which of the following descriptions about barter is FALSE?

A, Barter means a direct exchange of goods and services.

B. Barter is possible anly when there is double coincidence of wants.

C.  Barter exists only in societies without a medium of exchange.

D.  Usually it is more difficult to practise barter in international trade than in domestic trade.
1993/CE//31

Nowadays one can use a credit card or coins to make phone calls from public telephones. The telephone company accepts
the use of credit cards for phone calls because

(1) acredit card is legal tender

(2) acredit card is a means of deferred payment
(3) credit card holders are more trustworthy peaple
(4) the cost of handling coins can be reduced

A, (l)yand (2) only
B. (l)and (3)only
C.  (2)and (4) only
D.  (3)and (4) only
1993/CE/11/58

Money will NOT exist if

A.  there is no banking system.

B. only credit cards are accepted for payment.
C.  there is only one man on earth.

D. trade ts totally banned among countries.
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1994/CE/11/41
Banknotes are preferred to cheques as means of payment because the former are more

divisible.

generally acceptable.
portable.

scarce.

caws

1994/CE/N/44
Which of the following descriptions of ‘demand deposits’ is correct?

A. They can be accepted by deposit-taking companies in Hong Kong.
B. They are legal tender in Hong Kong.
C.  They are a form of credit money.
D.  They are an interest-bearing asset.
1995/CE/11/38

Which of the following about money is correct?

A. Tt must have intrinsic vatue.

B. Tt must be backed up by law to be the medium of exchange.

C. Tt must be convertible into some precious metal

D. It must be generally acceptable as the medium of exchange.
1995/CE/11/39

Banknotes is a better form of money than demand deposits because the former is more

A.  generally acceptable.

B. divisible.

C. durable.

D.  porlable
1995/CE/I/40

Arrange the following assets is terms of liquidity in descending order:

(1) ordinary shares
(2) real estate

(3) bank notes

(4) demand deposits

A (1),3).(4),(2)
B, (3),#), (1), (2
€. (3)(4), (2.1
D 4,3),@.0
1995/CE//50

Exchange with the use of money differs from barter exchange in that the former

is controlled by the government but the latter is not.

has a price for each good but the latter has not.

does not require the double coincidence of wants but the latter does
involves competition but the latter does not.

SOwx
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1996/CE/11/34
During war time, gold is a better form of money than paper money mainly because gold is more

A, durable.

B. portable.

C. generally acceptable.

D. homogeneous.
1996/CE/11/38

Arrange the following bank assets in descending order of liquidity

(1) loans and advances
(2) deposits with other banks
(3) real estates owned by the bank

A (0(2).3)
B (1(3)(2)
C. (2,(H 3
D (3).@.M

1997/CE/I1/32

99 gold is a better form of money than diamond because the former is more

(1) easily divisible.
(2) scarce.
(3) homogenous.

A (Dand (2) only
B, (1}and (3) only
C. (Z)yand (3) only
D. (1), (2)ond (3)
1997/CE/I1/38

Which of the following is/are the function(s) of money perfarmed by credit cards?

(1) standard for deferred payment
(2) means of payment

(3) unit of account

(4) store of value

A, (I)only
B.  (2)only
C.  (1)and(2)only
D, (3)and (4) only
1997/CE/NI/39
Holders of a/an has the least risk and the highest liquidity.
A.  long-term corporate bond
B. ordinary share
C. preference share
D.  savings deposit
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1998/CE/T1/32
Cheques are preferred to banknotes and coins when used as medium of exchange in large transactions because cheques are
more

durable

generally acceptable.
scarce

portable.

o

1999/CE/11/35
9999 Gold is better as a form of money than jade because the former is more

(1) generally acceptable.
(2) -easily divisible.
(3) homogeneous.

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

Taw»>

2001/CE/N1/48
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 tickets 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. payment in the future in general is not denominated in the tickets.
2002/CE/11/34

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 accumulate their purchasing power.

A.  (1)and (2) only
B. (I)and (3) only
C  (2)and (3) only
D (1), (2)and (3)
2003/CE/1/50

Fish are NOT good units of account mainly because they are NOT

A, durable.

B. scarce.

C. homogeneous.
D.  portable.
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2004/CE//35
When a barter cconomy changes to an cconomy that uses money in exchange,

(1} finding trading partners becomes easier.
(2) making transactions involving future settlement of debt becomes easier.
(3) agreeing upon prices takes a longer time.

A, (1) and (2) only
B. (1) and (3)only
C. (2)and (3)only
D. (1), (2)and (3)
2004/CE/I/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. store of value ...... bears interest income
C.  medium of exchange ...... is generally acceptable
D standard of deferred payments ...... is a liquid asset
2004/CE/11/40

Which ol the following kinds ol assets has the lowest liquidity?

A, cashin hand

B. ordinary shares

C.  demand deposits

D. savings deposits
2005/CE/11/35

Country A used gold as its currency. Suppose the scientists in the country have found a method to produce gold at nearly
zera cost. As a result, the government 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 aboul money are correct?

(1) Under the electronic payment system, transactions are still settled 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), (2) and (3)

oow>
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2006/CE/11/34
9999 gold is a better form ol money than grains of wheat because the former is more

(1) durable.
(2) homogeneous.
(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/11/35
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 economy 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 searching trading partners.

D. the frequency of making payments.
2008/CE/II/35

As a form of money, polymer notes (¥ ¥ # ZZ ) are more

A.  homogenous

B. durable

C.  divisible

D.  portable
2008/CE/11/36

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 earned by keeping the money in banks for a longer period of time

A, (1) and (2) only
B. (1) and (3) only
C.  (2)and (3) only
D. (1), (2)and (3)
2009/CE/MI/35

Which of the following assets has the highest liquidity?

real estates
government bonds
savings deposits
time deposits

vcaw»
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2009/CENN/306

When the price of a good is quoted in Renminbi (RMB) on a price tag in some shops in Hong Kong, RMB is performing as

A legal tender.

B. astore of value.

C.  aunit of account.

D. astandard of deferred payment.
2010/CE/11/34

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 there are no banks
(3) Money still exists if all transactions are settled by electronic transfer (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/NI/37
Holders of have the lowest 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 (AR % ¥ ) is a new 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 i
withdraw their funds whenever they like-but with returns well above what a bank could offer. It recently
advertised-an annualised return of 5 .25%, but that [evel 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.

Yu'e Bao is a better as compared with bank deposits because

A. unit of account ...... it provides a homogeneous means of payment

B. unit of account ...... it can facilitate people's buying and selling of goods and services
C

D

store of value it allows customers to have higher purchasing power in the future
store of value ... the customers can keep their unused funds in Yu’e Bao
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2016/DSE/1/30
Refer to the following diagram.

$129 » 12 mooths|
for a new
mobite phowe!

Ken read the above advertisement and bought a new mobile phone by installments. In this payment, which of the following
functions did money perform?

(1) store of value
(2) unit of account
(3) standard of deferred payment

A. (1) and (2) only

B. (1)and (3) only

C. (2)and (3) only

D. (1), (2)and (3)
2019/DSE/1/30
Refer to the following hypothetical case,

The currency of Country T, T-Dolla, hias depreciatad by 40 percent froun the beginning of 2018 after the
US announced a series of trade sanctions against Country T. As & result, some shops in Comntry T quaced
prices tn US Dollar instoad of T-Dollar. Shops in black markets refused to accept T-Doliar, Same cliizans
bought foreign currencies to safoguard their nssets.

Which functions of monsy of the T-Dollar were weakened?-

(1) medium of exchange
(2} mit of account

() sioreof value
A (Dasd @) omly
B. (1)and(3)only
C.  (@)and (3) only
D. (), @md ()
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2021/DSEM/30

Study the following neves extract showt Bitcoin { b5 45 4.

‘ bn 218, Kerancky Frind Chickon Unnods bumched “Binosin Bueker’. The company set up a Pacebusk |

live feed, displaying the number of bitcoins needed to pay foe the meal as i the ploiure hadow,  The

“Bitwok Bucker' sould only be purclused onlive and wonld be delivered o the buyers’ home later,

I the abovy case, Biteain performed s &

{1y mediam of exchange
123 unit of sctoun
{33 stendied of deforeed paymem

A (1l and (2 only
B {1}amd 33 only
T @Qiand {3y omly
B On 2 and )
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Short and Structured Questions

1991/CE/1/5(a)
State THRELE functions of money. (3 marks)

1993/CE/M/3(d)(ii)

*50
R

Grmrnnes v od Vehen Tiche!

(I -
Explain why stored value tickets cannot perform the following functions of money:
(I) medium of exchange

(I1) store of value
(4 marks)

1994/CE/N/6
Employer: If you work for me this month, I'Il give your 30 metres of cloth in payment at the end of the month.
Employee: Please pay me cash. I won't accept cloth in payment.

According to the employer, what function 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)(1)

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 shap’s bank deposit account.

Name the function of money which savings deposits together with EPS cards can perform in the above example. (2 marks)

1996/CE/1/8
Explain which TWO functions of money would be affected in times of inflation, (4 marks)

1997/CE/1/4
On an island, people sell 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

services. (4 marks)
1998/CE/l/6
One prediction about future commercial cities is: © ......with technological advancement, trading of goods and services will be

done without cash, There will be no cash in these advanced economies.’

John said, © Money will not exist in these economies as there is no cash.’
Explain whether John’s comment is correct. (4 marks)
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1999/CE/1/11(d)

It is suggested that ‘Octopus cards (/\ 3 3 & )’ can be used as a store of value and as a means of payment for taxi service.

Name the other two functions of money and explain why Octopus cards cannot perform these two functions. (4 marks)

2000/CE/Y/5
Barbarian A: T want to exchange some of my bananas for some of your vegetables.
Barbarian B: But what | want now is some wood.

Define money and explain how money helps to solve the problem of exchange in this case. (4 marks)

2001/CE/1/5
Explain why banknotes would be more generally-accepted as a medium of exchange than diamonds. (4 marks)

2002/CE//11(c}
Students in the tutorial school with good academic achievements are awarded coupons. These coupons can be used to
purchase books in some specified bookstores. Explain whether these coupons are ‘money’. (3 marks)

2003/CE/N/7
In some Asian countries, the prices of goods and services in tourist areas are expressed in US dollars. Suppose tourists pay
cash in US dollars for their purchases.

(a) Name TWO functions of money performed by the US dollar as illustrated in the above situation. (2 marks)
(b) Name and explain the other TWO functions of money. (4 marks)
2004/CE/1/9(b)

Which function of money does cash perform better in times of deflation than in times of inflation? Explain. (3 marks)

2004/CEM/ 1(c)(ii)
A famous chain of fashion stores opens a new branch.

To celebrate the new opening, the chain stores issue cash coupons to their customers who can use them as cash in these

stores Explain why the cash coupons are not money. (2 marks)
2005/CE/1/4
State and explain TWO functions of money. (4 marks)
2006/CE/1/7

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 (RMBY) in each case.

The function of money
performed by RMB

Case | : The prices of goods and services in some
shops in Hong Kong are expressed in RMB.

Case 2 : Some shops in Hong Kong accept cash
payment in RMB.

Case 3 : Some banks in Hong Kong accept RMB
savings deposits.

(3 marks)
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Many shops in Macau accept payment in Hong Kong dollars. Banks in Macau also accept Hong Kong dollar deposits.

Name TWO functions of money performed by the Hong Kong dollar as illustrated in the above sitvation. Explain these

functions.

2009/CE/1/9(d)

Some bookstores issue book coupons which the holders can use to pay for their purchases in these bookstores.
(i) Apart from ‘store of value’ and ‘standard of deferred payment’, name TWO other functions of money.

(ii) Book coupons cannot perform the two functions of money mentioned in the answer to (d)(i). Explain.

2010/CE/1/5
{a) Money is definedas ...

(b) Explain with TWO reasons why pearls are not a good form of money.

2012/DSE/N/T

#9999 gold is preferred to cigarettes when used as money.” Give TWO reasons to explain this argument.

2017/DSE//5

(4 marks)

(2 marks)

(2 marks)

(2 marks)

(4 marks)

(4 marks)

Duc to political instability, the currency of a country depreciates sharply and becomes highly volatile. Which TWO
functions of money may be weakened? Explain.

2018/DSE//12(b)

Source 1: search resuit from a hotel booking website

Hotel A ¥ Y Ve vy Book now!
Tsim Sha Tsui East, Free cancellation HK$2 100
4 30 square metres OR
j<SNloon 2 Twin Beds RVESIS0
Hotel B i3388- 8+ E]uzgzngzg!
Tsim Sha Tsui East, 32 square metres Non- retfundable
Kowloon 2 Twin Beds 0{{
Free WIFI RMB¥1700

Which TWO functions of money does the Renminbi perform in Source 1?7 Explain.

2020/DSEM/5h

(b)  Peter owes Mary $100 and he has vo cash in his walles. He suggests repaying Mary by a cash
coupon (with a face value of 3100) issued by a supermarket chain. Give TWO economic reasons 1o
explain why Mary would refuse to accept the cash conpon as a repayment of Peter's debt. (4 marks)
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(4 marks)

(4 marks)

2021/ DSEM/7

in & country, most of the prisoners in a correctional institution (B3 ) use cigareltes as a medium of
sxchange, but citizens in spefety refuse to settle payment by using cigarertes. Apars from not being generally
acceptable, explain with TWO reasons why cigarettes are NOT a good form of money in society.

{4 marks)
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MARKING SCHEME 1995/CE/10(b))
Medium of exchange (2)
1990/CE/129 1993/CE/T/31 1996/CE/I/38 2004/CE/35 2008/CE/AN36 Means of payment ()
A C ¢ A(75%) D (30%)
1990/CE/30 1993/CE/1/58 1997/CENE32 2004/CE/11/36 2006/CE/L/35 1996/CE/1/8
€ (G B B (87%}) C{72%) Store of value - less purchasing power of the same amount of money
Standard of deferred payment - the real value of money decrease / creditors prefer immediate cash to post-dated cheques
1990/CE/N/40 1994/CE/1/41 1997/CE/1/38 2004/CE/1/40 2009/CE/NI/36 Medium of exchange - the real value of money decreases / the general acceptability of money is adversely affected (in times
D B B (deleted) B (49%) C (74%) of a hyperintlation) (2(@, max : 4)
[Mark the FIRST TWO poiats only. |
1990/CE/N1/41 1994/CE/11/44 L997/CE/N/39 2005/CE/11/35 2010/CE/11/34
(G C D C (79%) B (85%)
1097/CE/1/4
1990/CE/11/58 1995/CENE/38 1998/CE/11/32 2006/CE/11/33 2010/CEA1/37 () (Disagree)
A 1b] D B(67%) D (67%:) Salt is used as money, because (1)
it is generally accepted as the medium of exchange.(2) {max : 2}
1991/CE/MI29 1995/CE/I/39 199%/CE/M/35 2006/CE/1/34 2015/DSE//35 (Remark: Mere mention of the definition of money without saying disagree or giving any other elaboration - No mark.)
A A D A (60%) C (78%)
(h) - uneasy to maintain a stable quality (Joss in value, storage cost)
1995/CE/11/40 2001/CE/TI/48 2007/CEM/3S 2016/DSE/N/30 - may be bulky to camy around a large amount of salt
B D B (83%) C (74%) - may not be scarce enough (cannot control the money supply)
- different kinds of salt may not have uniform quality (2@, max : 4)
1995/CEA/50 2002/CE/N/34 2008/CEM/34 2019/DSE/N/30 [Mark the FIRST TWO points only.]
C C (82%) C (84%) D
1996/C 1117 2003/CEANS0 B35 2021/DSEN/30 1998/CE/NG
C C (43%) B (96%) A Wiong
Money still exists becanse a generally accepted medium of exchange is still needed. (3)
Note: Figures in brackets indicate the percentages of candidates choosing the correct answers. Tt may be in other forms such as electronic money. Q)]
1991/CEN/5(a) 1999/CE/N/11(d)
- a medium of exchange Unit of account ~ (n
~ a store of value it is not a unit of account because the prices of other goods are not expressed in terms of Octopus cards. e
- a standard of deferred payment
- a unit of account (1@, max: 3) Standard of deferred pavment ~ (1)
[Mark the FIRST THREE functions only.] it is not a standard of deferred payment because future payment is not denominated in terms of Qctopus cards. (1)
1993/CE/N/3(d)(i1) 2000/CE//5
(1)} Mtis not (generally) accepted in exchange. (2) Money is a generally accepted medium of exchange 2)
(1) 1t cannot provide (or store up the) purchasing power for future use.
OR (The problem of exchange 1 the case is the need to search for double coincidence of wants / the act of buying and the act of
Tt cabnot be readily converted into money. 2) selling cannot be separated.)

If money is used as a medivm of exchange, A can pay money to buy B’s vegetables without selling his bananas to B. B can
also pay money to buy wood from someonc other than A. With money, exchange can take place even if there is no double

It is NOT a standard of deferred payment, because it is (2) coincidence of wants / act of buying and the act of selling can be separated. )
not a commonly aceepted mediom of exchange (2
not of homogeneous quality (2)
OR
It is NOT a store of value, because it 1s (2)
not a commonly accepted medium of exchange (2
not durable / unstable vatue (2)
OR
It 1s NOT a unit of account, because it is (2)
not a commonly accepted medium of exchange )
exchange ratio arbitrary (2)
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4. Money & Barking (I}

2001/CE//5

(On divisibility}

Banknotes can be divided into different denominations without a change in value.
Diamond if divided into smaller units will have a fall in total value.

(On homogeneity)

Banknotes with the same face value issued by the same bank share uniform physical characteristics = homogeneous in
value

Diamonds do not have uniform physical characteristics => heterogeneous n value

(On homogencity)
The value of a banknote is more easily recognized (because of uniform physical characteristics).
The value of a diamond is not casily recognized (because diamonds do not have uniform physical characteristics).
(2@, max : 4)

2002/CEA/N(e)

No because [43]
they are not generally accepted as a medium of exchange. 48]
not generally accepted because they cannot be used 1o buy other goods and services. [{3]

2003/CE/N/7

{a) Medium of exchange [¢8]

Unit of account (¢}

{Mark the FIRST TWO points only.]

by Store of value ~ [
people can store up the purchasing power for future spending on goods and services, [€)]
Standard of deferred payment - (€]
future payment is denominated in terms of money. [4)]

[Mark the FIRST TWO points only.]

2004/CE/N/9(b)

Stare of value / store of wealth, because )
the purchasing power / real value of cash continues to decrease in times of inflation (but continues to increase in times of
deflation) [8e3]

2004/CEN/1 H{e)(i)
Not generally accepted, because (45]
these coupons cannot be used to buy things tn other shops. ()]

2005/CE/1/4
Medium of exchange -

money serves as a medium to facilitate people's buying and selling ol goods and services.
Unit of account -

money is used to express the prices and vaiue of goods and services.
Store of value ~

people can store up the purchasing power for future spending on goods and services.
Standard of deferred payment -

future payment is expressed in terms of money.

[Mark the FIRST TWO points only.] [(1 + 1)@, max: 4]
2006/CE/7

(1) unit of account (1)
(2) medium of exchange / means of payment (n
(3) store of value (1
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2007/CE/1/6
- Accept payment: medium of exchange / means of payment (1)
- HKS$ deposit: store of value / store of wealth %]

[Mark the FIRST TWO points only]

Medium of exchange:
the Hong Kong dollar serves as a medium to facilitate people’s buying and selling of goods and services in these shops in
Macau. 4D
Store of value:
Hong Kong dollar deposits enable people to store up the purchasing power for future spending on goods and services. (1)

2009/CE/N/9(d)
(1) Medium of exchange (1)
Unit of account (1)

[Mark the FIRST TWO points only]

(1) Not a medium of exchange because

these book coupons are not generally accepted by other shops in buying goods and services (h
Not a unit of account because
the prices of other goods are not expressed in terms of these book coupons (1)
2010/CE/l/5
(a) Money is defined as a generallv accepted medium of exchance. (2)

(b) (Not generally acceptable)
Pearls ure not generally acceptable as a medium ol exchange in trading of goods and services.
(Not divisible)
Pearls if divided into smaller units will bave a fall in total value.
(Not homogeneous)

Pearls do not have uniform physical characteristics = Heterogeneous in value / The value of a pear! is not casily
recognized. (2@, max: 4)
2012/DSE/NL/T

- Gold is more durable while cigareties may lose their value during transaction,

- Gold is more generally accepted as medium of exchange than cigareltes.

- Gold is more homogenous while cigarcties have different qualitics. 2, max: 4)
[Mark the FIRST TWO points only.}

201 7MSE/NES
Store of value:
As the value of the local currency drops in terms of forcign currency, its purchasing power in terms of the quantity of
forcign goods and services would also fall.
Standard of deferred payment:
As the value of the currency becomes highly volatile, the contracting cost of specifying future payments in terms of this
currency would increase.
Madium of exchange:
Some multinational firms may refuse to accept the cusrency if its value fluctuates too much. 2(@, max: 4)
{Mark the FIRST TWO functions only.]

2018/DSE//12(b)
Unit of account: The price of the hotel accommodation service is expressed in terms of RMB. )
Medium of exchange: RMB serves as a medium to facilitate people’s buying and seliing of services in the website. 2)

[Mark the FIRST TWO points only.)

2020/DSE/I1/5b

b) During nflation , the real value / purchasing power will decrease of the coupon.
Or 167
The coupon is not generally acceptable as medium of exchange.
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2021/DSENY7

Reasons:

~ It has low durability as cigaretic may wear out easily.
- [Ithas low divisibility as total value will decrease when cigarettes are divided into small

denominations.
- Any other relevant point
{Mark the FIRST TWO poinis only.]

-

Macroeconormics by Topie

4 Money & Banking i
4.2 BANKING SYSTEM AND THE CENTRAL BANK

1993/CE/1/34
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/11/39

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 bank

S

(3) deposit-taking companies

A, (1)and (2) only
B. (1)and (3) only
C.  (2)and (3) only
D. (1),(2)and (3)
2000/CE/I/31

Mr Cheung has $100 000 cash in hand. He needs the money 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

vawy

(1) only

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

2001/CE/11/27
John wants to deposit $80 000 for 4 months in Hong Kong. Which of the following financial institutions can accept his

deposit?

Tows

a licensed bank

a restricted licence bank
a deposit taking company
All of the above.

2002/CE/NI/32
Which of the following financial institutions in Hong Kong can accept savings deposits?

onw>

licensed banks
restricted licence banks
deposit-taking companies

All of the above are correct.
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2003/CE/11/33
Sue wants to deposit $300 000 for 1 month. Which of the following institutions can accept her deposit?

(1) licensed banks
(2) restricted licence banks
(3) deposit-taking companies

A, (1)only

B. (1)and (3) only

C.  (2)and (3) only

D. (1), (2)and (3)
2005/CE/11/36

Mr Chan plans to deposit $500 000 for one month. Which of the following institutions can accept his deposit?

(1) licensed banks
(2) restricted licence banks
(3) deposit-taking companies

A.  (1yand (2) only
B. (1) and (3) only
C.  (2)and (3) only
D. (1),(2.03)
2007/CE/11/38

If an individual plans to deposit HK$200 000 in a financial institution in Hong Kong for three 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
€. (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?

gawy>

(1) licensed banks
(2) restricted licence banks
(3) deposit-taking companies

(1) and (2} only
(1) and (3) only
(2) and (3) only
1,,0)
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2014/DSE/1/31

Maggie plans to deposit $500 000 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, ([)and (2) only
B. (1)and(3)only
C.  (2)and (3) only
D. (),@.03)
2018/DSE//31

Brian wants to deposit $80 000 for two months in an authorised institution in Hong Kong in the form of a negotiable
certificate of deposit. Which of the lollowing statements is correct?

A As the term of maturity is longer than one month, a deposit-taking company can accept his deposit.

B.  As the term of maturity is shorter than three months, a restricted licence bank can accept his deposit.

C.  As the 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/CE/11/59

Which of the following is NOT a function performed by the Exchange Fund?

A, to issue certificates of indebtedness to the note-issuing banks
B. to manage foreign exchange reserves for the government
C. toissue Exchange Fund bills
D to determine bank deposit interest rates
1995/CE/11/41

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/11/60

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

cnws
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2000/CE/11/32
Which of the following about the central bank functions performed in Hong Kong is correct?

The Hong Kong Bank is responsible for the central clearance of the banking system.
The Exchange Fund acts as the government’s banker.

The Hong Kong Monetary Authority carries out monetary policies for the government.
The Hong Kong Association of Banks supervises banking activities.

ISRel- e

2001/CE/11/49
Which of the following is NOT a function of the Hong Kong Monetary Authority?

A.  to manage the foreign exchange reserves

B.  to carry out monetary policy

C. to act as lender of last resort

D.  to determine the best lending rate
2003/CE/11/37

Which of the following central bank functions are performed by the Hong Kong Monetary Authority?

(1) managing the foreign 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 (2) only
C. (2)und (3) anly
D. (1),(2),(3)
2007/CE/M/37

Which of the following functions are performed by the Hong Kong Monetary Authority?

(1) maintaining the stability of the linked exchange rate
(2) supervising the liquidity position of the private banking institutions
(3) determining the market interest rate in Hong Kong

A (1) and (2) only
B. (1) and (3) aniy
C. (2)and 3y only
b. (.23
2009/CE/MN/37

In the financial system of Hong Kong, the Hong Kong Monetary Authority plays the role of

(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
(1), (2). 3)

gaw>
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2012/DSE//29
Which of the following is NOT a function of the Hong Kong Monetary Authority?

determining the inter-bank offered rate in Hong Kong

supervising the liquidity position of the private banking institutions
managing and investing the Exchange Fund

maintaining the stability of the linked exchange rate

cnw»>

2018/DSE//33
Which of the following is NOT a function of the Hong Kong Monetary Authority?

to stabilise the mortgage rate

to 1ssue currency notes

to supervise the commercial banks
to manage the Exchange Fund

Saws>

Short & Structured Ouestions

1992/CEN/3(c)(i)

Name TWO central bank functions performed by The Hongkong and Shanghai Banking Corporation (HSBC).

2001/CE/1/10(a)
What is the basic economic role of commercial banks?

2002/CEN/T
List TWO functions of a central bank.

2019/DSE/1/29
Which of the following is/are the function(s) of the Hong Kong Monetary Authority?
(1) Masaging the Exchange Find

{2}  Supervising the implementation of fiscal policy
{3} Determining Hong Kong’s market interest rate

A, {(L)ouly
B.  {(2)only
C. (3)only

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

2021/DSE/N/32

Sk wasts Yo deposit SA00 000 B § months, Which of the thllawing 6
can acspl by deposir?

in Homg Kong

{1} o restrinted Hesnos haok

123 n virned baok which is classified ds @ Heended bank
33w deposif-tuking company ‘
A& (Yrand {2y only

B, (Yamd {3 only

£ 2hand 3y anly

£ G 2amd 43}
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MARKING SCHEME

1993/CE/N/34 2003/CE/M/33 2018/DSEN/31 2001/CE/H49 2018/DSEA/33

A A(57%) C(69%) D A {53%)
1094/CE/11/39 2005/CEM/36 1993/CE/M/59 2003/CEAI/37 ADSES

B A (59%) D B (46%) A
2000/CE/T1/31 2007/CE/1/38 1995/CE//41 2007/CE/MI/37 ALIMSEIR2

A B (63%) A A (56%) ¢
2001/CE/M/27 2010/CE/MI/38 1996/CE/NI/G0 2009/CE/M1/37

A B (60%) B C (42%)
2002/CEAL32 2014/DSE/N31 2000/CEMN32 2012/DSE/N/29

A(51%) A (73%) C A (64%)

Neote: Figures in brackets indi the per iges of candid: ol ing the correct answers.

1992/CE/N3(e)(1)
-~ note issuing 2)
- government's banker (2)
2001/CE/1/10(a)
Financial intermediaries / to channe! people’s savings to investments 2)

2002/CEN/T

- to issue currency

- to act as the hanker of the government

- to act as an advisor to the government

- to supervise / monitor the monetary sector, e.g. private banks

- to act as the lender of last resort

- to administer the clearing house

- to carry out the monetary policy

- to manage the country’s foreign exchange reserve (1@, max: 2)
[Mark the FIRST TWO points only.]
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4.3 MONEY SUPPLY DEFINITIONS: M1, M2 & M3

Multiple Choice Questions

1990/CE/NN/32
If Mr. Wong transfers HK$100 from his savings account to his current account,

the total amount of bank deposits will increase.

the total money supply as measured by M1 will decrease.
the total money supply as measured by M2 will not change.
the total money supply as measured by M3 will increase.

onw>

1991/CE/11/34
Which of the following is a component 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/CE/I/32

In Hong Kong, savings deposits with licensed banks are

A.  legal tender.

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/1/43

If an individual receives a cheque for $1 000 from his friend and deposits it in his savings account, Hong Kong’s money
supply M1 will and M2 will

A.  increase; increase

B. remain unchanged; increase

C. decrease; remain unchanged

D. remain unchanged; remain unchanged

1995/CE/I1/43
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 effect is that

M1 will increase by $100 000.
M2 will decrease by $600 000.
M2 will not change.

M3 will increase by $500 000.

SRS
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1996/CE/1/37
Mr. Chan paid $200 000 in cash to buy from Mr. Wong a certificate of deposit issued by a deposit-taking company. Mr.
Wong then deposited this $200 000 into his savings account. The immediate effects are

(1) M1 decreases by $200 0600
(2) M2 remains unchanged
(3) M3 increases by $200 000

A, (1)and (2) only
B.  (I)and (3) only
C. (2)and (3) only
D. (1),(2)and (3)
1997/CE/11/35

In Hong Kong, a demand or savings account 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  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, arepayment of HK$5000 by cheque on a bank loan in Hong Kong

B.  the lending of HK$5000 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.  awithdrawal of HK$5000 in cash from a current account with a bank in Hong Kong
1997/CE/M/37

Suppose the money supply data of Hong Kong is as follows:

$ billion
Total issue of legal tender 3
Legal tender in circulation 2
Demand deposits 7

Deposits with licensed 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 companies (other than those

held by authorised institutions) 80
The money supply M2 is
A, $9 billion.
B.  $12 billion.
C.  $13 billion.
D.  $92 billion.
175
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1998/CE/Il/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 transfer 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 will decrease.

1998/CE/11/36
Which of the following will cause an immediate change in the money supply of M1 of Hong Kong?

A, Youreceive $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.  Youbuy $10 000 warth of furniture with a cheque. The shop owner deposits it into his time deposit account.

[999/CE/1/39
Suppose in a bank in Hong Kong, Mary withdraws HK$3 000 from her saving account and changes it for US dollars in cash.
Which of the following statements about the Hong Kong dollar money supply is correct?

A, HK$M] will increase while HK$ M2 will remain unchanged
B.  HK$ M1 will remain unchanged while HK$ M3 will decrease.
C.  Both HK$ M! and HK$ M3 will remain unchanged.

D. Both HK$ M1 and HK$ M2 will decrease.

2000/CE/M/27

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 settlement of debts. Which of the following about the money
supply M1 and M3 1s correct?

A.  Both M1 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/T1/28
Suppose the money supply of Hong Kong in a certain year was as follows:
$billion|
Legal tender in circulation 10
Legal tender held by all deposit-taking institutions 2
Demand deposits with licensed banks 15
Savings and time deposits with licensed banks 60
Negotiable certificates of deposits issued by licensed banks and held
by the public 25
Deposits with restricted licence banks and negotiable certificates of
deposits issued by restricted licence banks held by the public 32

The money supply M2 (in $ billion) was

A 85
B. 110
c 112
™ 11A
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2001/CE/NI/25

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 in EPS’s service charge, some shops have stopped
accepting payment by EPS.

Which of the following would be the immediate effect of the above change on the money supply M1 and M27

Both M1 and M2 will increase.

M1 will increase and M2 will remain unchanged.
M1 will increase and M2 will decrease.

Both M1 and M2 will decrease.

Towm»>

2002 CEANGZ3
‘Currency in public circulation’ and ‘savings deposits’ are both included in Hong Kong’s money supply

(1) Ml
2) M2,
(3) M3,

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

Towm

2003/CE/11/32

Mr Chan withdraws HK$50 000 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 HK$10 000 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 HKS40 000.

B. HK$ M1 will increase by HK$ 10 000 while HK$ M2 will decrease by HK$50 000.

C.  HK$ M2 will decrease by HKS50 000 while HKS$ M3 will remain unchanged.

D. HK$ M1 will remain unchanged while HK$ M2 will decrease by HK$40 000,
2004/CE/1/37

Which of the following would decrease the money supply M2 in Hong Kong?

Mr Au repays a HK$10 000 loan in cash to a licensed bank in Hong Kong.

Mr Bean withdraws HK$20 000 from a savings account with a licensed bank in Hong Kong and holds it as cash.
Mr Chan transfers HK$30 000 from his savings account to his current account with a licensed bank in Hong
Kong.

D. Mr Ding withdraws HK$40 000 from his time deposit in a restricted licence bank in Hong Kong and remits the
money overseas.

cw>

2005/CE/11/38

Suppose Mrs Wong withdraws HK$300 000 from her savings deposit with a commercial bank. She converts HK$200 000 of
the above amount into Renminbi (A B ¥ ) and deposits it into a Renminbi savings deposit with the same bank. She keeps
the remaining HK$ 100 000 at home. The immediate effect of the above events is:

Hong Kong dollar money supply M1 would increase by $100 000.
Hong Kong dollar money supply M2 would decrease by $300 000.
Hong Kong dollar money supply M2 would remain unchanged.

Hong Kong dollar money supply M3 would increase by $100 000.

oo
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2006/CE/11/35
Mr Chan withdraws HK$20 000 from his deposit in a restricted licence bank in Hong Kong. He later puts HK$15 000 as
timie deposit in a licensed bank in Hong Kong and holds the remaining HK$5 000 as cash.

The immediate effect of the above actions on the Hong Kong dollar money supply would be:

A.  Both M2 and M3 decrease.

B. Both M1 and M2 remain unchanged.

C. M1 increases while M2 remains unchanged.

D. M1 increases while M3 remains unchanged.
2007/CE/1/39

If an individual deposits $600 000 cash into a time deposit account with a deposit-taking company, Hong Kong’s money supply
M1 will and M2 will

A. decrease ...... decrease

B. decrease ...... remain unchanged

C. remain unchanged ...... increase

D. increbse ... increase
2008/CE/11/37

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

the money supply M1,

the money supply M2.

the amount of savings deposits of banks.
the amount of time deposits of banks.

SRS

2010/CE/1/39

Grace recetves a remittance of HK$530 000 from overseas. She saves HK$500 000 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?

M1 will increase by HK$30 000 and M2 will increase by HK$530 000.
M1 will increase by HK$30 000 and M3 will increase by HK$500 000,
M2 will increase by HK$30 000 and M3 will increase by HK$500 000.
M2 Will increase by HK$30 000 and M3 will increase by HK$5 30 000.

vaw>

2012/DSE/I/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 safe at home and remits the
remainder overseas,

What will be the immediate effect of the above actions on the Hong Kong dollar 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 HK$150 000.
M2 will increase by HK$150 000 and M3 will decrease by HKS$150 G0O.
M2 will increase by HK$350 000 and M3 will decrease by HK$500 000,

ocQw>
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2013/DSE/N/25
Which of the following is included in the maney supply M2?

(1) legal tender held by licensed banks

(2) demand deposits with licensed banks

(3) time deposits with restricted licence banks

(4) negotiable certificates of deposit issued by licensed banks held by the non-bank public

A, (2)and (3) only

B, (2)and (4) only

C. (1), (2) and (4) only

D. (1), (3) and (4) only
2015/DSE/I/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.

Mr Lee transfers $200 000 from his current account to his savings account in a licensed bank.

Mr Man deposits $100 000 cash into his savings account in a licensed bank.

Ms Chung deposits $600 000 cash into her time deposit account in a deposit-taking company.

vow

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 deposit-taking company. Which of the following shows the immediate cffeets on the money
supply of Hong Kong?

A, MU increases and M2 decreases.
B. MI increases and M3 decreases.
C. Both M1 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 issue of Jepal tender 300
Legal tender held by all authorised institutions 80
Demand deposits 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

$320 billion

$3 180 billion
$3 220 billion
$3 300 billion

Tgawm>
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2019/DSE//3]

When a Hong Kong sifizen transfers $500 000 from her time deposit account with a restricted licence bank to

her savings account with a iicensed bank,

(1) money supply (M1) will lcrease,
(2) money supply (M2) will increase.
(3) monsy supply (M3) will increase.

A (1) only
B. Qonly
C. (@yomly

D, (2yead (3) only

2020/DSE/29

The legal tender in Hong Kong held by licensed banks is inchided in

(1) monetary hase
{2) money supply M2
{3} money supply M3

A, (1yonly

B, (Donly

C. (2ond{(3)only
D, (1},(2)and (3)

* 2
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Masoeconomics by Topic
4.Money & Banking [}

Short & Structured Questions

1991/CE/1/5(c)

(i) Name THREE types of Hong Kong dollar deposits that a hicensed bank in Hong Kong can accept. (3 marks)

(i1) A person has a sum of money and is considering depositing it in a bank. Explain TWO factors that would affect his
choice among the three types of Hong Kong dollar deposits. (6 marks)

1992/CE/1/3

(a) (1) Which of the following components is/are included in the money supply M1 in Hong Kong? (2 marks)

Cash held by the non-bank public

Savings deposits
Denand deposits
Time deposits

(1) 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 Banking Corporation Limited (HSBC)

as a demand deposits.

(i} What would be the immediate effect on M1? Explain (3 marks)

1993/CE//5(c)(i)

Suppose Mr. Chan sells his flat to a 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.

Explain the immediate effect on Hong Kong’s money supply M; and Ma. (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 shap’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/1/7
The following are the consolidated balance sheets of all commercial banks for January and February in a certain year:
Janu
Assets ($mn) Liabilities ($mn)
Cash Reserve 40 | Demand Deposits 20
Loans 60 | Savings Deposits 40
Time Deposits 40
February:

Assets (Smn)

Liabilities ($mn)

Cash Reserve 50 | Demand Deposits 30
Loans 50 | Savings Deposits 40
Time Deposits 30

According to the above consolidated batance sheets, what are the changes in M1 and M2 from January to February? Show

your calculation.

(4 marks)
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Macroeconorﬁici by Yo
4. Money & Banking {l}
1999/CE/N/5
Define money supply M1 and M2 (4 marks)
2002/CE//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 M1 and M37? Explain your answer.

(6 marks)
2008/CE/I/6
In Hong Kong, the money supply M2 consists of five components. One is given in the following figurc. Fill in the other four
components in the appropriate blanks. (4 marks)
M2 = i =
,/ e \ <+ Time deposits placed with banks
/ M1 = N\
/[ > + 3
/ g - 0
placed with banks
@
+
() <.
/ .
placed with banks / issued by banks held
\\» i outside the banking sector
\\_< e
2020/DSE/I/8

Study the following balance sheet of the banking system in Country A.
Ansetz (Smillion) Liabilities ($million)

Reserves 1000 | Deposits 4000

Loans 3000

Suppose the public always hold $800 milfion cash and the banking system does not hold excess reserves,
(a) Find the monetary base and money supply in Countey A. {2 marks)

(b)  Suppose firms withdraw $700 million from the banking system and remit the whole amount

OVETSeRs.
1) Find the change in monetary base in Country A. {1 mark)
(i)  Calculate the maximum possible change in money supply in Country A, Show your
workings. (3 marks)
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Sacroscnnomics by Toplc
©)  Instead of obtaining bank loans to finance the infrasiructiure development, it is suggested that Ocean + Money & Banking {i}
Park can be listed in the stock market and issuc shares to raise capital, State TWO advantages of MARKING SCHEME
issuing shares over obtaining loans from banks for raising capital. (2 muarks)
1990/CE/NI32 1997/CE/M/35 2000/CEAL2T 2005/CE/1/38 2013/DSE//25
C A C A(53%) B (41%)
1991/CEA/34 1997/CE//36 2000/CEA1/28 2006/CE/LL/35 2015/DSEN/30
A B B D (61%) A(70%)
1992/CE/1/32 [997/CEM/3T 2001/C1AIV25 2007/CE/11/39 2016/D8E/1/32
c B B A (49%) A(76%)
1994/CE/11/43 1998/CE//35 2002/CE/IL/33 2008/CE//37 2017/DSE/1/33
C D D (52%) A (66%) C (43%)
1995/CE/1/43 1998/CE/N1/36 2003/CE/11/32 2010/CE/11/39 2019/DSE/L31
A D A (43%) D (48%) B
1996/CE/MII37 1999/CENT/39 2004/CE//37 2012/DSEN28 gl
A B A (23%) B (69%) A
Note: Figures in brackets indicate the per ges of candid hoosing the correct answers.
199 1/CE/N/5(c)
(1} - demand deposit
- savings deposit
- fixed deposit
- certificates of deposit (1@, max: 3)
[Mark the FIRST THREE points only.]
(1) - Liquidity:
Is it casily convertible into cash? {Demand deposit is the most liquid.]
- Returns in terms of interest:
How much returns does it yield? [Certificates of deposit offer the highest inlerest rate.]
- Certainty in interest earned:
Does it involve any risk? [The interest on fixed deposit is certain, and the deposit itsell' is also protected by the
Deposit Protection Scheme in Hong Kong (, whereas a CD is not).] (3@, max: 6)
[Mark the FIRST TWO points only.]
1992/CE/1/3
(a) (i) Cash held by non-bank public (1)
Demand deposits (1)
[Each incorrect component mentioned - deduct 1 mark]
(11) It cannot fulfill the function of money as a medium of exchange. (3)
(b) (1) M1 unchanged, because (1)
cash held by the public decreased by $1 000
demand deposits increased by $1 000
OR
they counteract each other (2)
1993/CEA/S(e) (1)
M;: no change; )
Ma: increased (by $3 million), because (1
savings deposits are included in M; but not in M, (2)
182
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Macreesconomics by Teplc

4. Money & Bankirig (] C) Do not have interest obligation
1995/CE/N0(b)(ii) Do not have redemplion pressure
Not affected, because (H (2 marks)

both the customer’s bank deposit and the shop’s bank deposit are included in M2. ([}

{996/CE/
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 (2)

AMZ2 = AM1 + change in the time and saving s deposits with licensed banks + change in the negotiable certificates of deposit
issued by hcensed banks and held by the non-bank public

=)+ $[(40 + 30) - (40 + 40)] mn.

=-$10 mn. 2)

M1 = currency in the hands of the non-bank public + demand deposits )

M2 =M1 + saving deposits + time deposits held with banks + negoliable certificates of deposit issued by banks held outside

the monetary sector. (2)

2002/CEN/G

M ncreased (1)
by $90 000, because (1
the legal tender notes and coins held by the public increased. (1)

M decreased (1)
by $60 000, because (@)
this amount was no longer included in the cash in public circulation in HK or in the deposits with the monetary sector of
HK. m

[Remark: Mere mentioning of the definition of M| and/or M3 - NO marks]

2008/CENG

(1] legal tender notes and coins held by the non-bank public (R3]
(2) demand deposits (1
(3)  savings deposits [43]
(4) negotiable certificates of deposit (3]

202/DSE/NR
8a ) Monetary hase = Cash held by public + Reserve of commercial bank = 800 + 1000 = 1800 ( 1 mark )
Money Supply = Cash held by public + Total deposit = 800 + 4000 = 4800 ( 1 mark )
b) Change of monetary base = change of cash held by public + change of reserve
=0+ (-700)
=700 { Lmark)
¢} New Maximum deposit after the withdrawat = ( 1000 — 700 } x maximum banking multiplier = 300 x 4 = 1200
Change of deposit = 1200 — 4000 = - 2800 ( [ mark )
Change of money supply = change of cash held by public + change of deposit

=0 -2800
= -2800 (2 marks)
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Money & Banking (i
44 DEPOSIT CREATION

Multiple Chosce CGuestions

1990/CEN/4S
Which of the following will increase the money supply in an economy?

A, Acitizen withdraws cash from a bank and keeps it in a safe.

B. A manufacturer repays a bank loan,

C. Abank grants a loan to a real estate developer.

D. A bank increases the amount of excess reserves it holds.
1991/CE/N/31

The withdrawal of money from banks causes

A, adecrease in the value of the maximum possible banking multiplier.
B. adecrease in the cash reserves held by banks.
C. an increase in the deposits created.
D.  adecrease in the minimum legal reserve ratio,
1991/CE/T/32

Bank A has total deposits of $ 1 000 million. Its reserves are $ 240 million. Suppose the reserve ratio required by the

government is 25 %. Which of the following will help Bank A fulfil reserve requirement?

A.  Bank A increases its lending to customers by $ 40 million.

B. Bank A borrows $ 10 million from the inter-bank market.

C.  Customers increase deposits with Bank A by $ 10 million.

D.  Customers withdraw deposits from Bank A by $ 40 million
1992/CE/11/34

Assuming that a 20% reserve ratio is required by law, when the hanking system has excess reserves of $20 000, it can at

most increase its deposits by

A, $80000.
B.  $100000.
C. the amount of its total reserves.
D.  the amount of its excess reserves.
1992/CE/11/35
The table below shows the total reserves, loans, and deposits of a bank:
Assets ($) Liabilities ($)
Reserves 200 | Deposits 500
Loans 300

From the table, we can say that

the Jegal minimum reserves are $200.
the bank holds excess reserves of $100.
the actual banking multiplier is 4.

the actual reserve ratio is 40%.

onw >
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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 ($) Liabilities ($)
Reserves 150 | Deposits 1 000
Loans 850
Total 1000 1000

Which of the following statements about the banking system is correct?

A. It has excess reserves.

B. It hasto increase its reserves by $100.

C. It has to 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?

Macroeconomics by Jopie
4. Morey & Banking (]

A.  The money supply will not change if banks accept deposits from the public.
B. The total amount of bank loans must be equal to the total amount of deposits.
C.  Banks have no chance to make profits.
D. The banking multiplier is zero.
1994/CE/11/42
Suppose the required minimum reserve ratio for banks is 25%. The table below shows the balance sheet of a certain bank.
Assets [$) Liabilities ($)
Reserves 600 | Deposits 1500
Loans 900

Which of the following statements is correct?

A, The actual reserve ratio of the bank is 45%.

B. The excess reserves of the bank is $300.

C.  The banking multiplier is 5.

D. The banking system can expand its loan to customers by a maximum of $900.

1995/CE/11/42
Suppose the legal reserve ratio is 100%. If a person deposits $500 cash into his current account,

(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.

A.  (1)and (2) only
B. (1)and (4)only
C. (2)and (3) only
D. (3)and (4) only
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Macgreconomics by Topk:
4. Money & Banking (i}

For Questions 35 and 36, refer to the following balance sheet of the banking system

Assets ($) Liabilities ($)
Cash reserve 250 | Deposits 1000
Loans 750

Assume that legal minimum reserve ratio is 25 % and a person withdraws § 40 from a bank.

1996/CE/1/35
How much would the cash reserve in the banking system fall short of the legal requirement?
A $10
B. $20
C. $30
D. $40
1996/CE/11/36
What would be the maximum amount of deposits that the banking system can hold after the withdrawal?
A $750
B. $840
C. $880
D.  $960
1997/CE/11/33

Suppose the legal reserve ratio is 25%. If a person deposits $200 cash into his savings account, the maximum possible
change in

A, bank loans is an increase of $800.

B. bank reserves is an increase of $200.

C. M1 is adecrease of $50.

D. M2 is an increase of $800.
1997/CE/M/34

If a $100 deposit of newly-printed money into a bank results in a $400 increase in the total deposit of the banking system, we
can conclude that

A.  the banking multiplier of the above deposit creation is 4.
B. the legal reserve ratio is 0.25.
C.  the money supply increases by $500.
D. there is no cash leakage.
1998/CE/11/33

Study the following balance sheet of Bank B.

Assets ($) Liabilities ($)
Reserves 1 000 | Deposits 3000
Loans 2 000

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 $150
B. $250
C. $400
D. %600
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4. Money & Bankog ()
1998/CE/N1/34

Suppose the required reserve ratio for banks i1s 20%. The table below shows the balance sheet of the banking system.

Assets ($) Liabilities ($)
Reserves 500 | Deposits 1 000
Loans 500

Which of the following statements is correct?

A, The excess reserves of the banking system is $200.

B. The actual banking multiplier of the banking system is 5.

C.  The banking system can expand its total deposits to $5 000.

D.  The maximum amount of loans the banking system can make is $2 000
1998/CE/11/52

An amount of cash deposited into a bank will NOT lead to

an increase in bank loan made to the public

an increase in the total deposits of the banks.

an increase in the value of the maximum banking multiplier,
an increase in the cash reserves held by banks.

gowy

1999/CE/11/36
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 banks is and the amount of loans
will merease by

A, less than $100 ... more than $100

B. equal to $100 ...... $100

C.  equal to $100 ...... more than $100

D. more than $100 ...... less than $100
1999/CE/11/38

Which of the following would reduce the amount of deposits created in the process of multiple credit creation?

A.  Anincrease in the holding of cash by the public

B.  Anincrease in the use of cheques by the public

C.  An increase in the use of electronic money by the public

D. Anincrease in the bank loans made to the public
2000/CE/11/29

A bank accepts a deposit of $1 000 from a foreign country. Through the credit creation process, the amount of deposit of the
whole banking system increases by $4 000.
Base on the above information, we can conclude that

The legal reserve ratio is 25%

Banks do not keep excess reserves.

The total money supply has increased by at least $4 000.
There is a cash leakage in the credit creation process.
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4'Money & Banking I}

2000/CE/N1/30

As the use of the Octopus card (/\ # 3 ) for public transport becomes much more popular,

A. The money supply will increase because the card can perform the functions of money.
B.  The volume of the legal tender in circulation will drop.
C.  The value of money will drop because the demand for cash will be smaller.
D.  The maximum amount of deposits created by the banking system will decrease.
2001/CE/11/26
The following is the balance sheet of banking system.
Assets ($) Liabilities ($)
Reserves 200 | Deposits 600
Loans 400

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 380
B. $160
C. %400
D $1000

Answer Questions 35 and 36 by referring to thé following balance sheet of a banking system which has an excess reserve of
$200.

Assets ($) Liabilities ($)
Reserves 500 | Deposits 1200
Loans 700

2002/CE/11/35
The required reserve ratio is

A 15%
B. 20%
C. 25%
D. 30%
2002/CEM/36

Suppose someone has withdrawn $250 from the banking system. As a result, what would the maximum possible amount of
bank deposits be?

A, $200
B.  $600
C.  $800
D.  $1000
2002/CE/M/37

Which of the following will reduce the deposit creation ability of the banking system?

(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
(N A2 and (N

Jow»
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Macroenanamics by Jopic
4. Money & Banking {§
2002/CE/11/38
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 loans made by the banks to the public will fall by at most $400,

B. money supply will fall by at least $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 $80.
2003/CE/I1/34

If the actual reserve is larger than the required reserve in a banking system, it follows that

there is cash leakage in the banking system.
some banks decide to hold excess reserves.
the demand for loans is insufficient.

the banking system can create more deposits.

onw>

Answer Questions 35 and 36 by referring to the following balance sheet of a banking system. Suppose the required reserve
ratio is 20%.

Assets ($) Liabilities ($)
Reserves 500 | Deposits 2000
Loans 1500

2003/CE/11/35
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/CE/11/36

If the government increases the required reserve ratio to 40%, which of the following statements about the above banking
system is correct?

The amount of reserves will increase to $800.
The amount of deposits will not change.

The maximum amount of loans will be $750.

The maximum amount of deposits will be $1 600.

oowr

2004/CE/11/38
The following table shows the balance sheet of a bank in an economy:

Assets ($) Liabilities ($)
Cashi reserves 500 | Deposits 1 250
Loans and investments 750

Suppose its customers withdraw $50 cash from the bank. Immediately after the withdrawal, the cash reserves and the
depaosits would be and respectively.

A, $450 ... $1 200
B. $450 ... $1250
C. $500 $1200
D. $500 ...8%1250
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4Money & Banking (I}
2004/CE/M/39
Refer to the following balance sheet of a banking system which has an excess reserve of $200.
Assets ($) Liabilities ($)
Reserves 500 | Deposits 1500
Loans 1 000

Suppose $300 worth of deposits 1s withdrawn from the banking system, What will the maximum possible amount of bank
deposits be?

A, $500
B. $1000
C. %1200
D. $6000
2005/CE/NI/37
Below is the balance sheet of a banking system.
Assets ($) Liabilities ($)
Cash reserves 500 | Deposits 2000
Loans 1500

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/11/50

The central bank of Country B increases the legal reserve ratio in order to discourage the overheating activities of lending
and borrowing in the econoniy. 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. the amount of reserves of the banking system.
C.  the banking multiplier.
D. the money supply.
2006/CE/I1/36
The table below shows the balance sheet of a banking system. The amount of its excess reserves is $800.
Assets ($) Liabilities ($)
Reserves 1000 | Deposits 2 000
Loans 1000

Which of the following statements about the banking system is correct?

The required reserve ratio is 50%

The maximum amount of deposits is $8 000
The maximum banking multiplier is 5.

The actual banking multiplier is 2.

onwp>

190

Marmeconomes Y Tapic
4. Money & Banking-{i]
2006/CE/11/37
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 following 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. The amount of bank loans made to the public decreases.

D.  The money supply of Hong Kong decreases.

2000/CE/1/38
Which of the following may reduce the size of the actual banking multiplier of a banking system?

A.  anincrease in the use of cheques by the public
B. an increase in the demand for bank loans
C.  anincrease in the risk of non-repayment of bank loans
D. areduction in the required reserve ratio
2007/CE/11/36
The table below shows the balance sheet of a banking system, which has an excess reserve of $50.
Assets ($) Liabilities ($)
Reserves 250 | Deposits 1 000
Loans 750

Which of the following is correct?

A.  The required reserve ratio is 25%.
B.  The actual reserve ratio is 20%.
C.  If $100 cash is deposited into the banking system, the total amount of deposits will be $1500.
D.  1£$100 is withdrawn from the banking system, the maximum possible total deposits will be $750.
2008/CE/T1/38 :
Study the following balance sheet of a banking system which never holds excess reserves.
Assets ($) Liabilities ($)
Reserves 600 | Deposits 3 000
Loans 2 400

Suppose the public in this economy always holds the same amount of cash. [f $200 is withdrawn from the bank deposits, the
maximum possible amount of Joans of the banking system would become

A, $1200
B. $1600
C. $2000
D.  $2200

2008/CEAI3%
Which of the following will increase the maximum banking multiplier?

Octopus cards are widely used.

The economy 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 out.

vnw>
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2009/CE/I1/38

Suppose the actual banking multiplier is smaller than the maximum banking multiplier in a certain banking system. Which of
the following would be a possible reason for this?

A.  There is insufficient demand for bank loans.
B.  The banking system is facing a reserve shortage.
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 (§) Liabilities ($)
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 and the amount
of loans would be

A, $300. . $1400
B. $300 $1100
C. $350 ... %1400
D. $350.. %1050

2010/CE/1/35
The maximum banking multiplier of a banking system will decrease when

A. the amount of excess reserves held by banks increases,

B. the required 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

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 eventually after the process of deposit contraction is completed?

A.  Bank deposits will fall by $5 000.

B. Bank loans will fall by $2 500.

C.  The money supply will fall by $1 500.
D. Both B and C are correct.
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2012/DSE/N/27
The table below shows the balance sheet of a banking system
Assets ($ million) Liabilities {$ million)
Reserves 400 | Deposits 1000
Loans 600

Suppose the required reserve ratio for the banking system is 25%. Which of the following statements is correct?

A.  The excess reserves of the banking system are $200 million.

B.  The actual banking multiplier of the banking system is 4.

€. The banking system can expand its total deposits to $1 600 million.

D. The maximum amount of loans the banking system can make is $1 000 million,

2013/DSE/N/26
Initially, a banking system has an excess reserve of$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, $1 500 miltion
B.  $1 700 million
C.  $1 800 miltion
D.  $2300 milhon
2014/DSEN/30
Refer to the following balance sheet of a banking system
Assets ($ 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 loans will be the same as the maximum possible increase in deposits.
2016/DSE//31
Refer to the fotlowing balance sheet of a banking system. Its excess reserve is $125 million.
Assets ($ million) Liabilities ($ million)
Reserves 250 | Deposits 500
Loans 250

Which of the following statements is INCORRECT?

A.  The required reserve ratio is 25%.
B.  The maximum amount of loans is $750 million.
C. The banking system can expand its total deposit to $1 000 million.
D The actial hanking multiplier is 4.
193

' Provided by-dsettife




Macroeconomics by Topk:

4/Money & Banking (I

2016/DSE//33

In 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

the popularity of electronic payment increases

the central bank tightens the restrictions imposed on mortgage loans from banks.
the central bank buys bonds from the public.

the central bank reduces the legal reserve ratio for banks.

vaws

2017/DSE/1/31
The following tablc 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
loans in the banking system is $750. Which of the following statements about the banking system is correct?

A. The money supply increases by $300,
B. The actual banking multiplier is 3.5.
C.  The deposits increase by $600.

D. Bank reserves are $450

2019/DSEN/28

The following table shows the balance sheet of Country A's banklog system. The money supply in
Country A s $2 200 and sll banks do not hold excess resevves.

Assets (5) Lisbilities ($)
Reserves 500 | Deposits 2500
Loans 2000 )

Supposa the public deposits $200 cash into the banking system. Which of the following statements about the
bauking sysmm is cosrect after tha deposit creation process is complated?

The deposits would increase by £3 500,

The money supply would intresse by $1000.
The monetary base would intrease by $200.
The koans will increase by $800.

vomp

2020/DSEN33

Which of the following will increase the actual banking multiplier?

The public tends to hold more cash.

The use of credit card becomes more popular.

The central bank increases the required reserve ratio.
The interest rate of bank deposit decreases.

Sow>
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Short & Structured Questions

1990/CE/2/(d)(ii)
Suppose the banks in Hong Kong do not hold excess reserves and the legal minimum reserve ratio is 25%. Mr Chan
withdraws HK$10 000 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 shost of the legal requirement. Suggest ONE possible way
that Bank A can satisfy the reserve requirement again. (5 marks)

(1) Calculate the maximum possible change in the total deposits of the banking sector. (3 marks)
1991/CE/N/5(b)

Suppose there are only two banks, A and B, in an economy. 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 600
(i)  Calculate the required cash reserve ratio in the economy. (2 marks)
(if) Calculate the amount of excess cash reserves of Bank A. (2 marks)

(i) Now assume Bank A chooses not to hold excess cash reserves. Calculate the maximum possible increase in the deposits
created by the whale banking system. (3 marks)

State TWO assumptions, other than those mentioned above, in arriving at your answer. (4 marks)
1992/CE/I/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 $1 000 deposit will not lead to a further increase in deposits. (6 marks)
1993/CE/I/5(c)(ii)
Suppose Mr. Chan sells his flat to a 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)
1994/CE/1/5
Suppose in a certain economy all the banks keep no excess reserves, and their balance sheet is as follows:
Assets ($) Liabilities ($)

Reserves 240 | Deposits 1200

Loans 960
Suppose someone deposits $100 cash into his bank. What will be the maximum amount of deposits (including the initial
$100) the banking system can create? Show your working. (4 marks)
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1995/CE/I/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 banks in the US after the withdrawal and donation to Rwanda? Explain briefly the changing process.
(8 marks)

1996/CE/1/11(c)

Suppose a newspaper publisher raises $5 million capital by issuing shares and deposits the full amount into the banks in
Hong Kong. Assume that the required reserve ratio of the banks in Hong Kong is 25 % that they do not hold excess reserves
and that there is no cash leakage.

Explain what would happen to the 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 people who withdraw deposits from their banks in Hong Kong. (3 marks)

(i1)  all the shares are purchased by foreigners who remit the money required from overseas to settle the purchase. (4 marks)

1997/CE/1/9(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 new 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 received a remittance of HK$1 million from abroad and deposited the entire sum in a bank in Hong Kong. Later he
used part of the money to buy shares and the rest to set up a restaurant.

Suppose the required reserve ratio of the banks in Hong Kong is 25% and the banks have no cash leakage and do not keep
excess reserves.

Explain briefly the process of deposit creation of the local banking system caused by the injection of $1 million. Calculate
the total amount of depasits 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 econoniy (4 marks)

2000/CE/1/10(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 mn cash in hand.

Assets ($ mn) Liabilities ($ mn)
Cash reserves 200 | Deposits 1000
Loans 800

Suppose the public now withdraws $10 million cash from the banks.
(i) Calculate the change in the total deposits of the banking system. (3 marks)

(ii) Calculate with explanation the change in the money supply. (4 marks)
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2001/CE//10(b)

The balance sheet of a banking system is as follows

Assets ($m)

Liabilities ($m)

Reserves
Loans

250
750

Deposits

1 000

M-\rnx'.aﬂrnan Uy Tope

4. Money & Barbing {if

(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)

(i) A depositor withdraws $40 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 deposits in the banking system? Explain your

answer,

2002/CE/1/10(a)

The balance sheet of a banking system is as follows:

Assets ($mn)

Liabilities ($mn)

Reserves
Loans

20
80

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/1/11

(4 marks)

(b) (ii) Using the process of deposit creation, explain how a decrease in demand for loans could affect the deposit
creation ability of the banking system.

(c) Suppose the banking system has an excess reserve of $50 million and its balance sheet is as follows:

Assets ($m)

Liabilities ($m)

Reserves
Loans

250
750

Deposits

1 000

(4 marks)

What is the maximum possible amount of total deposits in the banking system if no banks hold excess reserves? Show

your workings.

2004/CE/1/6(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

Assets ($mn)

Liabilities ($mn)

Reserves
Loans

500
1500

Deposits

2 000

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.
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2005/CE//5 2008/CE/N/10
Study the following balance sheet of a banking system The government may reduce the money supply to cool down the overheated economy. The balance sheet of the banking
system is as follows:
Assets ($mn) Liabilities ($mn)
Reserves 120 | Deposits 1000 Assets ($ million) Liabilities ($ million)
Loans 880 Reserves 1000 | Deposits 5000
Loans 4 000

Suppose the legal reserve ratio is 10%
Suppose the public in this economy always holds the same amount of cash and the banking system never holds excess

(a) Calculate the amount of excess reserve of the banking system. (2 marks) reserves. The central bank increases the minimum reserve ratio of the banks by 5%.
(b) Suppose all banks lend out all their excess reserves. Calculate the maximum possible amount of total deposits in the (a) Explain bricfly the process of depasit contraction resulting from the above change in. the reserve ratio. (4 marks)
banking system. (2 marks)
(b) Calculate and explain the change in money supply in the economy resulting [rom the above deposit contraction.
(5 marks)
2006/CE/l/6
The following is the balance sheet of a banking system
2009/CE/1/6
Assets (§) Liabilities ($) Study the following balance sheet of a banking system:
Reserves 500 | Deposits 1500
Loans 1 000 Assets ($) Liabilities ($)
Reserves 300|Deposits 1 000
(a) Suppose the excess reserve of the banks is $350. What is the required reserve ratio? Loans 700!
The required reserveratiols ____%. (1 mark) Suppose the legal reserve ratio is 20%.
{b) Suppose there is a cash withdrawal of $350 from the banks. Explain whether the banks still have excess reserves (a) Calculate the excess reserve of the banking system. (2 marks)
immediately after the withdrawal (3 marks)
(b) Suppose all the excess reserve is loaned out. Calculate the maximum possible amount of total deposits in the banking
system. (2 marks)
2007/CE//7
Study the following balance sheet of a banking system:
2010/CE/I/11(b)
Assets ($) Liabilities ($) The 2008 financial tsunami had a huge impact on Economy A.
Reserves 1 700|Deposits 7500
Loans 5800 Suppose the balance sheet of the banking system was as follows
Suppose the legal reserve ratio is 20%. Assets ($ mitlion) Liabilities ($ million)
Reserves 2000 | Deposits 8000
(a) The excess reserve of the banking system is § (1 mark) Loans 6 000
(b) Suppose Mr Chan withdraws $100 from the banking system, of which 70 % is held as cash and the rest is remitted During the credit crisis, the banks increased the reserve ratio to 40% for safety purposes. This resulted in a change in the
overseas. bank deposits.
(1) The immediate change i total deposits of the banking system |5 (1 mark) (i) Calculate the maximum possible change in the bank deposits. (3 marks)
(i) Therefore, the immediate change in the overall amount of the money supply is (2 marks) (ii) Explain briefly the process of deposit contraction resulting from the above change in the reserve ratio. (4 marks)
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(Note: Although the topic of deposit creation was included in the HKAL syllabus, most questions are out of the current
DSE syllabus, and the focus of the rest was mainly on the concepts of monetary buse and monetary policy.)

1997/AL/TI/9

Consider the following balance sheet of a banking system.

Assets ($)

Liabilities ($)

Reserves
Loans

1 000
3000

Deposits

4 000

Assumes that the public does not hold any cash.

(a)  Suppose banks arc fully loancd 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 loan of $1 500. If the government changes the required ratio to 10%, what will be the money

supply? Explain your answer,

(c) Based on your answer in (b), comment on whether a government can completely control the money supply.

1998/AL/M1/9

Consider the following balance sheet of a banking system.

(5 marks)

(4 marks)

Assets ($)

Liabilities ($)

Reserves
Loans

1 000

3 000

Deposits

4000

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 cxcess 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 cach of the

following two situations.

(i)  Banks cannot lcad out any amount of the cxcess reserves.

(if) Banks can lead oul all the excess reserves.

(3 marks)

(3 marks)

(¢)  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.

2017/DSE/1I/8

(2 marks)

The following table shows the balance sheet of a banking system which has excess reserves of $250.

Assets ($ million)

Liabilities ($ million)

Loans

Reserves

1 0600
2 000

Deposits

3000

(a) Find the required reserve ratio.

(1 mark)

2019/DSE/N/7

The following is the balance sheet of a banking system.

Assets (Smillion) Liabilities ($million)
Reserves 300 | Deposite 1600
Loans 700

Suppose the legal reserve ratio is 20% and the public holds $200 million cash, _

(@)
1G]

Calculate the excess reserves of the banking system.

(1 mark)

Suppose the public no Jonger holds cash and alf banks lend out all excess reserves. Calculate the

2021/DSE/M/6

maximum possible change in money supply. Show your workings.

The following table shows the balance sheet of a banking system.

Assets (8 million)

Linbilities ($ million)

Loans

Reserves 600

1200

Deposits

1560

(4 marks)

Initially the banks hold excess reserves of $300 mittion and the public always holds $100 mitlion cash.

(&)
(b}

Find the required reserve ratio.

Suppose the réquimd reserve ratio is reduced by 5% and banks lend out all exeess eserves, Calenlate
the new money supply after the credit creation/contraction. Show your workings.

(1 mark)

(3 marks)

(b)  Supposc the banks lend out all excess reserves and the public does not hold cash, Calculate the change in deposits afier
credit creation, Show your working, (2 marks)
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MARKING SCHEME
1990/CE/1/45 1996/CENI/36 2001/CE/MI/26
o B C
1991/CE/T/31 1997/CEAI/33 2002/CEN/35
B B C (84%)
1991/CE/1/32 1997/CE/I/34 2002/CE/MI/36
B A D (56%)
1092/CE/I34 1998/CE/1/33 2002/CEM3T
B A C (59%)
1992/CEAL3S 1998/CE/I/34 2002/CE//38
D D A(25%)
1992/CE/I1/32 1998/CE/11/52 2003/CE/11/34
c C D (17%)
1994/CE/TIA0 1999/CE/1/36 2003/CE/I/35
A B B (24%)
1994/CE/T1/42 1999/CEAI/38 2003/CE/I/36
D A C (16%)
1995/CE/T1/42 2000/CEA9 2004/CE/T1/38
B C A(T3%)

1990/CE/2/(d)(11)

2000/CEN A0
B

Note: Figuares in brackets indicate the per

(1) $10000 % (1 -25%)

=$§7 500

2004/CE/1/39
B (34%)

Possible way: to recall loans / sell investment assets

(1) $10000 = (1/25%)

= $40 000

1991/CE

/5(b)

2005/CE/M/37
A(57%)

2005/CENY/50
B (46%)

2006/CE//36
D (61%)

2006/CE/M/37
B (57%)

2006/CE/1/38
C(37%)

2007/CE//36
D (49%)

2008/CE/1/38
B (39%)

2008/CE/11/39
D (60%)

2009/CE/N1/38
A (44%)

2009/CE/TI/39
D (37%)

-4

Macroeconormics by Topk:
4. Money & Banking {1}

2010/CEN1/35
B (68%)

2010/CE/N/36
C(43%)

2012/DSEA/27
C(1%)

2013/DSEAR6
C (58%)

2014/DSEN/30
D (56%)

2016/DSE/N/31
D (65%)

2016/DSL/1/33
A (deleted)

2017/DSE31
B (36%

2019/DSEA/2S
D

2520/ PSEN
B

(i)  $200/$800 = 25%

(i1} Actual reserves — (Deposits # Required reserve ratio)
$50 - ($100 # 25%) = $25

(iif) Excess reserves ¥ Banking multiplier
$25 = (14 25%) = $100

Assumptions:

- no cash drain
- people are willing o borrow
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1992/CE/I/3(b)(ii)

- 100% reserves required by the government

- the bank keeps all the $1000 as reserves

- no one botrows from the bank

- any cash that leaks oul of the bank is not redeposited with the banking system
(Mere listing of points without elaboration - max. 2 marks.)

[Mark the FIRSY TWO points only.]

(3@, max' 6)

1993/CE//5(c)(in)

$3 million x (1/25%) (2)
= $12 miltion N
1994/CE/1/5

Maximum amount of deposits to be created = $100 ~ (1 /20%) (3)
= $500 (1

1995/CE//10/(a)(in)
Brief description of the changing process in a correct sequence:

Initial withdrawal of $M =

(Step 1:)  Banks lose reserves (Lo, actual reserves < required reserves) )
(Step 2.) Banks call back loans / sell bank assets to the public (2
(Step 3:) Further withdrawal of bank deposits to repay the loans / to buy bank assets ()
The process of bank deposit contraction goes on and on QD]

(Step 4) Ultimately, total bank deposits contract (N
by $M X (1 /20%) = $5M )

(max: 8)

1996/CEN/ L1 (c}

(i) No change 1 total bank deposits, because {1)
it is only a switch from one’s bank deposit to another’s.
OR
there may be some deposit contraction at first, but then it would be offsct by the deposit expansion later on 2)
(11) Banks gain excess reserves N
= increase 1n total bank deposits h
by an amount of $5mn x (] / 25%) = $§20mn )
1997/CEA/(c)
(A logical sequence of the following is required.)
An injection of new money (¢.g. the mitial $10 b.) to the local banks [43]
= banks gain excess reserves ($R) (1
and will loan out the excess reserves (hH
= the loan will be redeposited into the banking system [43]

But due to the following factor(s). the redeposit amount is smaller than $R:
- initially not all the new money (the $10b ) are deposited to the local banks

- lacal banks hold excess reserves
- insufficient demand for loan
- cash drain

(2@, max: 4)

Elaboration on how any one of the above factors would Jead to a total bank deposit amount smaller than the maximum

amount
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F998/CE/9(a) 2003/CE/VN
(Step 1) After the bank accepts Mr Wong’s $1 m deposit, it will lend ounl / invest 75% or $0.75 m in the first round 2) (b) (i) Some banks cannot lend out their excess reserve as the demand for bank loans |
{Step 2:) The $0.75 m loan / investment will be redeposited into the banking system 2) Step 1: loans that can be made by banks would decrease (1)
The process of (Step 1 - Step 2 - Step 1...) will go on and on unti! ) Step 2: money re-deposited into the banking system would decrease (1)
finally the total deposit created = initial deposit x (1 / reserve ratio) Correct sequence : Step | — Step 2 (1)
=81 % (1/25%) =54 m 2) Therefore, deposit creation ability | 8]
(¢} Legal reserve ratio = (.2 {1
1999/CE//6(a) Max. deposit = $250 m x {1 /20%) QD]
$10 000 + [$10 000 = (1 - 25%)] @) =$1250m @)
= $17 500 @

2004/CE1/6(b)

2000/CEMX10(a) Irutial withdrawal of deposits,

Answer 1 = banks lose reserves / insutficient reserves / actual reserves smaller than required reserves H
(Assume that the public does not use the $50 mn cash in hand to repay bank loans when the banks call back loans due to the => banks have io call back loans / sell assets to the public 43}
withdrawals) = further withdrawals of deposits (1)
(1Y -$10mn x [1-(200/ 1 000)] (2 The process goes on and on. (1)
= -$50 mn h
(it} Change in money supply 2005/CEN/S
= Change in cash in hand + Change in bank deposits (y (a) The amount of excess reserve
= (+$10 mn) + (-$50 mn) 2 = $[120 - (1 000 x 10%)] m =$20m (+1
=540 mn / a contraction of $40 mn (D]
(b)  Maximum possible amount of bank deposits
=35120m * (1 /10%) = $1 200 m (1+1)
Answer 2
(Assume that the public considers to make use of the $50 mn cash in hand to repay bank loans when the banks call back
loans due to the withdrawals) 2006/CEN/G
(a) 10% m
(i} The max, change is the same as the one in Answer I. However, the actual change depends on how much of the $50 mn
cash i band is used to repay the bank loans. The min. change is -$10 mn. (Max: 3} (b)  Yes because m

when total deposits reduce to $1 150 (= $1 500 - $350),

(i) Use the same formula in Answer 1. The change in bank deposits varies from a max. decrease of $50 mn to a min it only needs a reserve of $115 (= $1 150 x 10%) to back up the deposits.

decrease of $10 mn, depending on how much of the $50 mn cash in hand is used to repay the bank loans. The change in Since the reserve assets only reduce to $150 (= $500 - $350), there is still an excess reserve of $35. (2)
cash in band varies from a max. to +$10 mn to a min. of +$2 mn. Therefore, the final numerical answer varies from
-$40 mn to -$8 mn. (Max: 4)
2007/CEANT
(a) $200 Q]
2001/CEA0(b)
(i} Actual reserve ratio = 250/ 1 000 (1) by (@) -$100 (N
=025 )]
Excess reserve = (0,25 - 0.2) x $1 000 mn M (i) -$30 (2)
=$50 mn {n
(1) The withdrawal reduces the amount of reserves to $210 mn. [¢3) 2008/CE//10
The new amount of reserves can back up $210 mn x (1 /20%) 2) (a)  Anincrease in the reserve ratio
= §1 050 mn of deposits 1) = insufficient reserves / actual reserves smaller than required reserves (1)
= banks bave to call back loans / sell assets to the public (1)
= withdrawals of deposits (M
2002/CE/1/10(a) o The process will go on and on (until the actual reserve is equal to the required reserve).® (1)
(i) The required reserve ratio = (20 / 100) = 0.2 or multiplier = 3 M [*Remark: This point deserves one mark only when the sequence of the above steps is correct]
Max. amount of deposits created = $10 m # 5 = §50m M
Max. amount of money supply created = Max. amount of deposits created = decrease in cash in public circulation (1)

= ($50m ~ $10m) = $40 m @)
(i) - there is cash Jeakage
- the banks decide to hold excess reserves

- insufficient demand for loans (2@. max: 4)
[Mark the FIRST TWO points only |
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(b) New required reserve ratio = 0.2+ 0.05=0.25

Amount of bank deposits that $1 000 million reserve can back up = $1 000 million x (1 /25%) (h
= $4 000 million Q)]
OR
Change of bank deposits = -5250 million % (1 /25%) [@D)]
= -§1 D00 million [¢3)
Change in MS = Change in C'p + change 1n Dd / No change in Cp/ MS = Cp + Dd (H
Change in MS = -$1 000 million (1)

(MS = money supply,
Cp = cash in the hands of the non-bank public, and
Dd = bank deposits.}

2009/CE//S

(a) The minimum required reserve is §1 000 x 20% = $200 [43]
Excess reserve = $100 (h
(by Total amount of deposits at maximum = $300 = (1 / 20%) (1)
=$1 500 (n

OR
Amount of extra deposits created = $100 x (1 /20%) (1)
Therefore, total amount of deposits at maximum = $1 000 + $300 = $1 500 (n

2010/CEA/ 1(b)
(1) Banking muluplier=|/40% =235 (1}
The max. amount of deposits that can be supported by $2 000 million reserve at 40% reserve ratio
=$2 000 mn, x (1/0.4)
= $5 000 mn. (n
Therefore, the max. change in bank deposits = $35 600 mn.- $8 000 mm. = -§3 060 mn (1)

(ii) An increase in the reserve ratio

= the actual reserve is smaller than the desired reserve Q)]
=> banks have to call back loans / sell assets to the public 1)
= withdrawals of deposits )
The process will go on and on (until the actial reserve is equal to 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 deposiis”, then award only a maximum of 2 marks})

1997/AL/LS
(a) reserve ratio =025

(b)

Assets ($) Liabilities ($)
Reserves 1 000| Deposits 5 500
Loans 4 500

When the required reserve ratio is 10%, the maximum loan the banking system can extend is $9 000. Since the
maximum demand for loan is $4 500, the loan extended will be $4 500. Money supply is $5 500.

(¢c) A government can restrict the maximum amount a banking system can lend, or the maximum money supply. But the
actual amount of Iending or the actual moncy supply is also affected by the demand for loan.
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1998/AL/1/9

(a) Money supply = Deposits + amount of currency held by the public
= $4 000 + $500 = $4 500

by ()
Assets ($) Liabilitics ($)
Reserves 1 10({ Deposits 4 1000
Loans 3 000
Money supply = $4 100 + §400 = $4 500
(i1)
Assets ($) Liabilities ($)
Reserves 1100 Deposits 4 400
Loans 3300

Money supply = $4 400 + $400 = $4 800

(¢) Tt will increase the money supply only if the banks can lend out some or all of their excess reserves.

2017/DSEA/S
(a) RRR =($1 000 - §250)/$3 000 = 0.25 0

(b) The change in deposits = $250 x (1 /0.25) = $1 000 (2)

2019/DSEANT

(8) Excessroserves= $300 million — $1000 million x 20% = $100 million n
(b) Old money supply = $1000 million + $200 million B 4)
=$1200 million
New money supply = ($300 million + $200 million) x 1/20% + $0 million
) = $2500 tnillion -
Maximum possible change in the money supply = $2500 million — $1200 million
= $1300 million
2021/DSEALG

(a) Required reserve ratio = {600 - 3001500 = 0.2

{h) New required reservetatio = 0.2 < 0.05 = 0.15
Maximum amount of depasits = 600/0.15 = §4000 million
New money supply = 4000 + 100 = $4100 million
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33. The diagram below shows the money demand and money supply curves of an economy. The original
equilibrium point is at E.
Nominal interest rate
F'y
Ms2 Ms) Ms;

’\\\ Mas
e

/]
/

» Quantity of money

0

Suppose most of the employers in the economy change the payment of salaries from mon_tlllly‘to bi—vyeek]y.
At the same time, the commercial banks tend to hold more excess reserves.  The new equilibrium point will

be at
A. A
B. B
C. C
D. D
6. {a) ‘Deflation will occur il the amount of goods and services produced is growing faster than moncy
supply.” Explain this stalcment in lerms of the quamltity theory of moncy, (4 marks)
{b) ‘Il defation is expected. the real interest rale will be higher than the nominal interest rate.” Why?
{2 marks)

34.

35.

The following table shows the monetary base and money supply of a country.

Date Monetary base (§ billion) Money supply (8§ billion)
1 January 2020 150 500
1 January 2021 150 800

Which of the following could explain the above data?

(1) The central bank bought bonds from the public in 2020.
(2) The central bank increased the discount rate in 2020.
(3) The central bank lowered the required reserve ratio in 2020.

A.  (3)only

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

The nominal interest rate on a one-year deposit is 1% and the inflation rate is 3%. The cost of holding cash

is and the real rate of return of holding cash is
A 1%... -3%
B. 1%..... 2%
C. 3% -3%
D: 3% 2%

The following table shows the balance sheet of a banking sy stem

Asscls (§ million) Liabilitics ($ million)

Loans

Reserves 1000 | Deposits

3000

4000

The public initially holds $1 000 million cash and the banks are [ully loaned up.

(1) Caleulale (he required resenve milio,

(1 mark]

./

(h) Supposc the public only wanls o hold $400 million cash and deposits the remaining cash into Uk
banks, Calculate the maximum change in money supply, Show your workings, (3 marks
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SECTION 5: MONEY AND BANKING (Il)
5.1 MONETARY BASE (M0y AND MONETARY POLICY

Multiple Choice Questions

1994/AL/I/18
When the central 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

mereased by

mereased by a portion of
decreased by

decreased by a multiple of

TnwWs

Study the following balance sheet of a banking system and answer questions 16 and 17

Assets ($) Liabilities ($)
Reserves 4 000|Demand Deposits 8 000
Loans 3 000
Investment 1 800

1995/AL/I/16
Suppose the banking system has $2 000 excess reserves. When the central bank buys $2 000 worth of government bonds
from the non-bank public, the excess reserves of the banking system would increase by

A %0

B.  $1000.
C.  $1500.
D, $2000.

1995/AL/MI/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. (1) and (2) only
B. (1)and (3) only
C.  (2)and (3) only
D.  All of the above
1995/AL/1/28

Which of the following 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 depositors.
The bank purchases a government bond from another commercial bank.

The bank borrows from the central bank

oo
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1996/AL/11/19

The total amount of currency issued is $100 biltion. 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

A, $60 billion.

B.  $100 billion.
C.  $250 billion.
D.  $300 billion,

For Question 15, consider the following balance sheet of a banking system.

Assets ($) Liabilities ($)
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/I/S
Suppose the central bank sells $500 worth of government bonds to the commercial banks, the money supply in the economy
will

decrease by $500.
decrease by $2 500.
remain unchanged.
increase by $500.

Tnw»

2001/AL/TI/13
When the central bank purchases government bonds from the commercial 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/AL/IT/21
Study the following balance sheet of a banking system and answer question 21. Suppose the required reserve ratio is 25%.
Assets ($) Liabilities ($)
Reserves 3 000|Deposits 8 000
Loans 5000

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, 3800
B, $950
C. $1000
D, $1600
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Study the following balance sheet of a banking system and answer Questions 19 and 20

Assets ($) Liabilities ($)
Reserves 2 000|Deposits 10 000!
Loans 7000
Investment 1 000!

2005/ALN119
Suppose the banking system does not hold any excess reserve. The immediate effect(s) of a withdrawal of $500 cash from
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.  (l)and (3) only

C. (2)and (3) only

D, (1),(2)and (3)
2005/AL/M1/20

After the credit contraction process is completed, the money supply will decrease by

cows

$1 500 decrease by $500
$1 500 remain unchanged

$2000 ... . decrease by $500
$2 000 ... . remain unchanged
2007/AL/NYT

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. Al of the above.
201 1/AL/11/20

Which of the following will lead to a fall in monetary base?

caws

a fall in the velocity of circulation of money.

an increase in the required reserve ratio

an open market sale of gavernment bonds by the central bank.
All of the above
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2014/DSEN/33
Study the following information about an economy.

Monetary base

$500 billion

The coins and notes circulated in the public

$300 billion

Required reserve ratio

20%

If all the hanks are fully loaned up, the amount of deposits will be

A, $1 000 billion
B.  $1 300 billion
C. $2 500 billion
D.  $4 000 billion

2015/DSE/N/29

Study the following balance sheet of a banking system. The required reserve ratio is 20%.

Assets ($ million)

Liabilities ($ million)

Reserves 300 | Deposits
Loans 700

1 000

If the central bank issues newly printed banknotes worth $200 million, the cash held by the non-bank public will increase by
$100 mitllion and the money supply will increase by $500 million. The total amount of excess reserves in the banking system

will then be

A $100 million
B.  $120 million
C. $280 million
D.  $400 million
2015/DSE/N/32

The monetary base increases when

A, the commercial banks hold less excess reserves.
B. the commercial banks buy government bonds from the public.
C. the central bank buys government bonds from the public.
D. the central bank increases the discount rate.
2018/DSE/N/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 loans are

re-deposited into the banking system,

the monetary base of the economy will be $16 600.
the maximum possible amount of loans will be $23 000,
the maximum banking multiplier will be 4.

oaow>
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the maximum possible amount of money supply will be $28 750.
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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/1/04

Which of the following are 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/MI/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 creation power of the commercial banks.

(2) raise the market rate of interest.

(3) increase the amount ol 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/11/04

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 ratc.
B.  buying bonds in the open market.
C.  raising the legal minimum reserve ratio.
D. None of the above.
1993/AL/TI/16

Which of the following has a contractionary effect on the money supply?

There is an increasc in the cash drain ratio.
There is a decrease in the rediscount rate,

There is a decreasc in the legal reserve ratio.
The government buys bonds in the open market.

Uawp

211

MaGodooriomics by Topic

5Money & Banking (1)

1996/AL/II/18

Which of the following are examples of conlractionary policy?

(1) anincrease in the tax rate
(2) areduction in the discount rate
(3) asale of government bonds by the central bank

A, (1)and (2) only
B.  (1)and (3) only
C.  (2)and (3) only
D. All ofthe nbove,
1997/AL/TI/08

Assuming banks are fully loaned up, the money supply will decrease when the government
the reserve ratio.

A, sclls ... increases
B. . Increases
(8 .. reduees
D. buys... reduces
1998/AL/NI/1T

R

bonds and

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) afall in the required reserve ratio
(3) an open market sale ol government bonds

A. (1) and (2) only
B.  (1)and (3) only
C.  (2)and (3) only
D. (1),(2)and (3)
2000/AL/1/08

Suppose banks are fully loaned up. Which of the following will lead to a decrease in money supply?

(1) an incrcase in reserve 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.  (1)and (2) only
B. (1}and (3) only
C. (2)and (3) only
D. (1), (2)und (3)
2003/AL/1/12

A central bank can increase the money supply through

(1) an open market purchase of government bonds
(2) areduction in the discount rate
(3) adrop in the required reserve ratio

A. () only

B. (1) and (2) only
C.  (2)and (3) only
D. All of the above.
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2004/AL/11/04
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/ALN1/17

A rise tn the discount rate will

A. reduce the money supply because il increases the cash held by the public.
B, reduee the money supply beeiuse il reduces the reserves borfowed by commercinl banks from the central bapk,
C. inerense the money supply because it raises the ability of commercial banks to create loans.
D. increase the money supply beeause it reduces the reserves held by commercial banks.
2006/ALAL/07

Which of the following may cause an increase in the money supply?

(1) Banks loan 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. (l)and (3) only
C. (2)and (3) only
D. (1), (2)and (3)
2007/AL/MI/10

Which of the following are examples of a contractionary monetary policy?

(1) an open market sale of bonds by the central bank
(2) an increasc in the discount rate
(3) adevaluation of domestic currency

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

onw

2010/AL//18

When the central bank sells government bonds to the public, will increase,
A.  the general price level
B. the interest rate
C.  moncy supply
D. money demand
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2012/AL/M/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/N/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 interest rate?

(1) an increase in discount rate
(2) anincrease in required reserve ratio
(3) an open market purchase of government bonds

A, (I)and (2) only
B. (1)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 Ministry of Finance (4 34 5 ) provides cash subsidies to agricultural workers.
(2) the People's Bank of China ('{' B A [T §R 17 ) 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, ()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 cquilibrium point is at E.

Nominal interest rate
N

W
R

My

d,

dy
My

> Quantity of monoy

Suppose the risk of holding interest bearing assets (such as bonds) increases and the central bank reduces the discount rate.
The new cquilibrium point will be at

A
B.
(C3
D

A
B
€
D
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2017/DSE//37
Which of the following policies would most likely lead to a drop in aggregate output?

5, Money & Banking {li]

The government bought bonds from the public and raised the tax allowance at the same time.
The government sold bonds to the public and reduced transler 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.

2021/DSE/134

Suppese the octual inflation rate und the noming] jrierest rate are <% and 3% respectively. Whish of the

following statements are correet?

{1y The cost of holding cush is 3%,
£33 The expected real beeesst rate i bigher than the nominal interest rie,
€33 The actuad real rute of retuem on holding eadh B 145,

oaw

The government increased the discount rate and lowered profits tax rate at the same time.

2019/DSE/l/41

Study the following abie,
Policy I Policy 11 Policy N
® an open matket purchass of | @ an open market purchase of ® arise in the salaries tax.
government bonds govermment bonds allowance
® arise fn the discount rate ® arise in the salaries tax @ arise in the discotint rate
allowance

Which of the policies in the sbove table is/are expansionary?

A.  Policy I only

B.  Policy TLonly

C.  Policy NI omly

. ” Policy I and Policy HI only

2020/DSE/1/30
Refer to the following inforniation about an economy. Suppose all banks do not Liold any excess reserves.
& million
Currency in public circulation 10
Monetary base 3¢
Money supply 110

If the public deposits all the cash into the banking system,

the actual banking muitiplier will be 4.

the maximum amoutit of loans will be $120 million.
the maximum amount of deposits will be $140 million,
the new money supply will be $160 milkion,

oo

2020/DSENA2

Which of the following is a contractionary monetary policy?

an increase i the discount rate

art increase in the salaries tax raie

a decrease in the required regerve ratio
a decrease in the quota for migration.

PoEe
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2021/D8E//35

Which of the following would offset the effect on aggregate output of an expansionary fiscal policy?

oW

The public held more cash,

The use of electronic wallets became mere popular.

The interbank rate decreased.

The government increased quota on the imporiation of foreigs domestic helpers,
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Short & Struetured Questiong

1994/ALN1/3
(a) Explain briefly how purchases of government bonds by the central bank would affect the money supply.

(3 marks)

(b) [f the reserve ratio is 0.2, what is the impact on the money supply if the central bank purchases bonds worth 1 million

dollars? List TWO of the assumptions you have made in your calculation.

1996/AL//5(a)
Explain how the sale of government bonds by the central bank to the public affects the money supply.

2004/AL/1/1(c)
Name one similarity and one difference between each pair of the following terms.
monetary base (or high-powered money); money supply.

2007/ALAI/3(a)

(5 marks)

(4 marks)

(3 marks)

What is meant by the monelary base? Whal is meanl by the money supply? Why is money supply oflen a multiple of base

money? When will the banking multiplicr equal unity?

2008/AL/MI/ 1(c)
Name one similarity and one difference between the following pairs of terms:
discount rate; interbank rate,

2012/DSE/I/13
The following table shows the balance sheet of the banking system of an economy.

Assets ($ million) Liabilities ($ million)
Reserves 500|Deposits 2 000
Loans 1 500!

Suppose the public does not held cash and there are $100 million excess reserves in the banking systen.
(a) Find the required reserve ratio. Show your working.

(b) Find the maximum possible amount of deposits if the banks are fully loaned up. Show your working.

(5 marks)

(3 marks)

(2 marks)

(2 marks)

(c) The central bank injects $200 million newly-printed banknotes into the banking system. If the banks lend out all of

their excess reserves, what will the amount of money supply be in the economy? Show your working.

2013/DSE/I/12
The following table shows the balance sheet of the banking system of an economy.

Assets ($ milflion) Liabilities {$ million)
Reserves 400[Deposits 2 000!
Loans 1 600

The public holds $1 000 million cash and ail banks are fully loaned up.

(a) Calculate the monctary base and the money supply in the economy. Show your workings.

(4 marks)

(4 marks)

(b) If the required reserve ratio is adjusted to 25%, calculate the new money supply in the economy. Show your workings.
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2014/DSEN/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. Bricfly discuss ONE advantage and ONE
disadvantage of this alternative policy on the US economy as opposed to the above fiscal policy. (4 marks)

2014/DSE/I/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 measurcs was stepping up the scale of the purchase of government bonds and other financial assets by the
central bank.

(a) If the Japanese central bank purchases government bonds from Japanese commercial banks, explain whether the
monctary base of Japan would be affected. (3 marks)

(b) Describe the process of deposit creation/contraction which may result from the purchase of government bonds by the

central bank. Explain whether the process would urther allect the monetary base of Japan. (5 marks)

2015/DSE/I/6
Study the following balance sheet of the banking system in Country A.

Assets (§ million) Liabilities ($ million)
Reserves 1 000 | Deposits 5000
Loans 4 000

Suppose all banks are fully loaned up and never hold excess reserves. The public always holds $150 million in cash.
(a) Calculate the following items of this banking system:

(i) legal reserve ratio (1 mark)
(ii) money supply (2 marks)

A firm in Country A has received $50 million from abroad and deposited the sum of money into a bank.

(b) Calculate the new monelary base in Country A. Show your workings. (2 marks)
(¢} Calculate the new money supply in Country A. Show your workings. (3 marks)
2016/DSE/11/8

The following is the balance sheet of a banking system.

Assets ($ million) Liabilities ($ million)
Reserves 1000 | Deposits 4 000
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 reserve ratio to 50%.

(b) Calculate the change in monetary base and the change in money supply. Show your working. (4 marks)

(c) (i) Why is moncy supply often a few times more than monctary basc? (3 marks)

(i) Under what situation will money supply be equal to monetary base? (1 mark)
217
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2018/DSEN1/7(2) - MARKING SCHEME
The following is the balance sheel of a banking systen.
Assets ($ million) Liabilities ($ million) 1994/AL/11118 2005/ALAN19 1990/AL/TI03 2000/AL/TIOE 2012/DSE//30
Reserves 500 | Deposits 2 000 A C(55%) A B A(51%)
Loans 1500
- . 1995/AL1/16 2005/ ALA1720 1990/AL/11/04 2003/ALMIN2 2013/DSE/28
Initially the banks held $100 million excess reserves and the public held $100 million cash. Suppose the central bank buys C D (56%) (& D B (43%)
$40 million worth of government bonds from the public.
) 1995/ALNITT7 2007/ ALMT 1991/AL/1/23 2004/AL./11/04 201 7/DSE/N32
(i)  Calculate the new monetary base. Show your workings. (2 marks) D A(30%) B B (74%) A (61%)
(i) State TWO assumptions under which the actual change in money supply would equal the maximum possible change in 1995/AL/1/28 201 I/ALAL20 1992/AL/1I1/04 2005/ALAINT 2017/DSE/N3T
money supply. (2 marks) (C C (66%) B B (77%) B (66%)
(i) Calculate the maximum possible change in money supply. Show your workings. (4 marks) 1996/AL/MILS 2014/DSE//33 1993/ALAI 16 2006/AL/1/07 2019/SE//A41
n A(T0%) A A (84%) B
1999/AL//15 2015/DSEA29 1996/AL//18 2007/AL/Y/10 2020/DERAA0
C B (43%) B A(63% 13
2001/AL/II/13 2015/DSEA/32 1997/AL//08 2010/AL/INS 2020/DSENBL
D C (64%) A B(73%) A
2002/ALA121 2018/DSENAB2 1998/AL/MINT 2012/AL/M/14 2021/DSE/N/34
C (29%) C (40%) A A (64%) B
2021/DSE//35
A

1994/ALN3
(a)  When the government purchascs bonds from the market, it increases the reserves of commercial banks, the lending
ability of the latter (through the banking multiplier) and hence the money supply.

(b)  With the reserve ratio at 0.2, 1 million dollars of additional reserves can back up a loan of 5 millions. Thus the money
supply increases by an anount of 5 million.

In the calculation, we have assumed that banks are fully Joaned up and there is no cash leakage.

1996/AL/V/5(a)
As the public buy government bonds, the reserves in the commercial banks are reduced. Assuming that the banks are fully
loaned up, their credit creation power is reduced and less loan can be made. The money supply falls.

2004/AL/ 1{c)
A Monetary aggregates, both including currency (banknotes and comns) held by the non-bank public
D: MO (currency + reserves) vs. M1/ M2/ M2 (currency + deposits).

2007/ ALM3(a)

The monetary base (o1 high-powered money) is the sum of currency held by the non-bank public (C) and reserves (R,
deposits ol commercial banks at the central bank plus vault cash).

The money supply is the sum of currency in cireulation (C) and bank deposits (D).

Money supply is often a multiple of base money because, under fractional reserve banking, commereial banks are only

required to keep a fraction of their deposits as rescrves and are thus able to use their excess reserves to generate further
deposits through their loan and portfolio investment activities.

Tha banbine muitintiar aoygals upnity when commercial banks keep 100% reserves against their deposits.
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S-Money & Banking {It) 5. Money & Banking fl}
2008/ALAT 1 (<) 2016/DSEN/E
8¢ interest rates charged on shert-term loans to commercial banks; {a) Monetary base = $500 million + $1 000 million = $1 500 million (1)
D:  rate set by the central bank at the discount window vs. rate set by the (overnight) interbank loans market. Money supply = $500 million + $4 000 miltion = $4 500 million ()
(b) Change in monetary base = $1 500 million - ${ 500 million = 0 (2)
2012/DSE/MI3
(a) Required reserve ratio = ($500 million - $100 mitlion) / $2 060 million {1 Change in money supply
=20% (¢} = New money supply - Original money supply
= [$500 million + $1 000" million x (1 /50%)] - $4 500 million = -$2 000 million (2)
(b)  Maximum possible amount of deposits = $500 million x (1 /0.2) [e))
= $2 500 million [¢)] OR
= Change in cash held by non-bank public + Change in deposits
(¢) Depasit = $700 million = (1 /0.2) = $3 500 million 2) =0+ [$1 000 mullion x (1 /50%) - $4 000 million) = -$2 000 mitlion (2)

Cash in public circulation = 0 [¢8]

Money supply = Deposit + Cash in public circulation = $3 500 miltion €3] (©) (i) Undera fractional reserve banking system, banks are required to keep only a fraction of their deposits as reserves.
They can create credit by lending out the remaining fraction in the form of loans to businesses and private
individuals, which would eventually find their way back into the banking system in the form of deposits, resulting

20i3/DSE/M2 in a multipte increase in deposits / a banking multiplier targer than unity. (3

(2) Monetary base = $400 million + $1 000 million = $1 400 million 2)

Money supply = $1 000 million -+ $2 000 milfion = $3 000 miilion {2} (ii} If the legal reserve ratio is 100% (RRR = 1), the money supply will be equal fo the monetary base.
OR
(b) New money supply = $1 000 million -+ [$4 600 x (1 /25%)] = $2 600 million (2) I alt of the banks decide not to lend out their exeess reserves even when RRR <1 (e.g. during financial crisis,
when default rates are high), the money supply will be equal to the monetary base. (1)
2014/DSENT(b)
Advantages: An increase in money supply would lower the interest rate and raise investment, leading to an increase in real 2018/DSEA/T(a)
output in the short run (given upward-sloping aggregate supply). Given idle resources in the economy, more labour (and/or (i) New Mg = $300 mitlion + $100 million + $40 million = $640 million (2)
capital) would be used 1o produce the bigger oulpul, implying an increase in employment or decrease in unemployrent.
{Contractionary fiscal policy wonld not result in an increase in GDP and cmployment.) (2} (i) Banks do nol hold excess reserves / there 1s sufficient demand for loans. h
There is no cash leakage. QD]
Disadvantages: In the fong run (with vertical aggregate supply), an increase in money sapply would not create any effect on
output and cmployment. But if the fiscal deficits grow so fast that the moncy supply has to be increased at a higher rafe that (ifiy Old Mg = $2 000 million + $100 million = $2 100 miltion
of real output, high inflation would even arise. (Contractionary fiscal policy would not result in infiation.) %) RRR = ($500 million - $100 million) / $2 000 miflion = 0.2 (1)
New Mg = $100 million + {{$500 million + $40 mitlion) = (1 / 0.2)] = $2 800 million (2)
o M increases by $700 million (= $2 800 million - $2 100 million). (1)
2014/DSEA12
(a) Monctary hasc = cash in public circulation + reserves held by commercial banks (¢ [Credits would also be awarded to those candidates who reasoned that the public’s initial cash holding of $100 million
The monetary base increases because the commercial banks have more reserves. @ might also be deposited in 1o he banking system to yield $500 miltion of additional deposits, resulting in an aggregate
increase of $1 200 million of deposits and thus a nel increase of §1 100 million of money supply. As a side note, for the
(b) Credit creation process: topic of money and banking at the DSE level. cash held by the general public should be treated as fixed (i.¢., change of
When the central bank purchases bonds from commercial banks, more cash is injected to the commercial banks as cash in public is assumed to be zero except under other changes).]
reserves and there would be excess reserves in the banking system. ()
The banks would lend out the ex: reseives. (N
And the bank loans will be re-deposited into the banking system. {1
| The process will go on and on (until the actual reserves are equal o required reserves). |
No. The monctary base will remain unchanged as the sum of cash in public cirenlation and reserves in the banking
system will not be affected by the credit creation process. )
2015/DSEAL/G
(a) (i) Legal reserve ratio = $t 000 million/ $5 000 million=10.2 (¢))]
(i) Money supply = $150 million -+ $5 000 million = $5 150 million (2)
(h)  New monelary base = $150 million + $1 050 million = $1 200 million @)
(¢) New money supply = $150 million + [§1 050 million x (1 /0.2)] = §5 400 million (3)
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& Meney & Banking (i}

52 MONEY DEMAND

Multiple Choice Questions

1990/AL/11/13

Interest rate

\k M4,

Assct demand for moroy

4]

Which of the following correctly explains the rightward shift of the asset demand function from MAg to MA,?

A. arise in the interest rate
B. arise in investment
C. an increase in the sale of government bonds
D. arise in the risk of holding bonds
1991/AL/TIN 5
Tatersar
. \
\ - o
0

Agset demand for momey
Which of the following correctly explains the shift of the asset demand for money curve from Mag to Ma,?

(1) afall in the interest rate

(2) apreference for higher liquidity

(3) awidespread use of credit 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/11/28

Which of the following about money demand is NOT true?

A, Itis positively related with the anticipated inflation rate.
B. Itis positively related with wealth.
C. Itis negatively related with the real rate of interest.
D. It is positively related with income.
222
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Macroecanomics by Topie
5. Money & Banking JIl)

1995/AL/11/14

Total 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,
toM.,?

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/NI/15
If people expect a rise in the market rate of interest, they will hold money for asset purposes as bond prices will

and they will tend to buy bonds.

A.

B. more

C. less rise ... more

D. less fall ... less

2001/AL122

Laterest rate

Total demand for money

Refer to the above diagram. Which of the following can explain the shift of the total demand for money curve from M, to
My?

(1) arise in the interest rate
(2) more shops accepting the Easy Pay System (EPS) payment method
(3) afall in the national income

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

(1), (2)and (3)
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Mattoeconomics by Topk
5. Money & Banking {H}

2005/AL/MINS
Which of the following can explain the rightward shift of the total demand for money curve?

A.  more extensive use of credit cards
B. an increase in the velocity of circulation of money
C. afall in interest rates
D.  higher risk of holding bonds
2008/AL/I1/20
Refer to the following diagram
Interest rate
4
= M
Mt
6 > Mancy

The asset demand for money will shift from Mag to Ma, when

A.  income increases.

B. the interest rate decreases.

C. the general price level increases.

D. the interest rate is expected to increase.

2009/AL/11/15
Which of the following statements about money demand is true?

(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 moncey.

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

gowy
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Macroeconorics by Topie
5. Money & Banking ()

2013/DSE/N/27
Refer to the following diagram

Nominal interest rate

D,
0 . Quantity of money

Which of the following will cause the money demand curve to shift from D to D2?

A. afall in the nominal interest rate

B.  arise in national income

C.  more widespread use ol electronic money

D.  anopen market purchase of bonds by the central bank
2015/DSE/1/28

Refer to the following diagram

Interest rate

N

The curve of asset demand for money will shift from My to Mz when

Quantity of money

the risk of investing in the stock market increases.
the interest rate decreases.

the general price level rises.

the government reduces the income tax rate.

vowm»
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5!Maney & Banking {t} 5 Money & Banking (I
2016/DSE/I/29 2018/DSE//29
Refer to the following diagram. Nominal inferest rate
N
Interest rate (%)
h
<
o
P 1
M > Quantity of money
M.j ol
> i Which of the following would result in the above change in moncy demand?
0 Quantity of money gz Y
Which of the following would lead to the above change in the asset demand for money cuirve? A.  The central bank issues larger denomination banknotes for circulation.
B.  The expected inllation rate drops.
A.  The stock market becomes less volatile. C.  Therisk of investing in stock market decreases.
B.  The general price level is expected to fall continuously. D.  Security problems have been found in the major electronic payment system.
C.  The central bank raises the discount rate.
D.  There is a fall in disposable income of houscholds. 2019/DSE/1/33
The diagran below shows the money supply aud money demand curves of an economy. The original
2017/DSE/N/30 equilibrivn point is at B.
Electronic payment systems allow customers to pay without cash. ApplePay, Visa payWave and MasterCard paypass are
some of the cxamples. Nominal iﬂm“mi Ms M Ms,

Visa

& Pay

When minre shops accepl these electronic payment systems as a method of payment,

(1) their cost of handling coins and notes will fall.
(2) the actnal banking multiplier may increase.
(3) transactions demand for money will increase.

Quantity of money

Supposa electronic payments become mors common, and the ceniral bank increases the legal reserve ratic of

A.  (I1)and (2) only A g
B. (1) and (3) only the commercial banks. The new equilibrinm point will be at 5
C. (2)and (3) only A A
D. (1), (2)and (3) g g
D. b
226 227

. | T N R O e a8 | &9 =N B O e =B PrbVI d ed bV dsellfe




2020/DSE/1/28
Magroeconomics by Topic

Which of the following policies would offset the effect of an increase in the willingness to invest on the price 5 Money & Banking (I}

level? Short & Structured Questions

(1) an increase in profits tax rate

(2) an increasc in transfer payment 199 /AL

(3)  adeerease in tax sliowance “The real interest rate is the opportunity cost of holding money.” Explain this statement. (10 marks)

A, (1) and (2) only
B. U) and (3} only 2002/AL/M/3(a)
C. {2) and 3) only

In microeconomics, we learn that the demand curve for any commeodity shows the relationship between its price and quantity
D, () (2)and (3)

demanded. In macroeconomics, however, the demand curve for money shows the relationship between the interest rate and
the quantity demanded of money.

2020/ DSEN/37
Can we interpret the interest rate as the “price’ of holding money? Why or why not? (4 marks)
An economist said, *The continwous fall in stock prices in our conntry has already sffected the conswmption
expenditare as well as the money d d. We should impl apolicy to relieve the effects on the output
level and the interestrate,” Which of the following policies can stabilise the ovtput level and the inferest rate 2003/AL/11/4
in the country at the same time in the short rn? Money is commonly believed to be the most liquid and perhaps the safest asset on Earth,
(Assume the interest rate is mainly affected by the asset demand for money in this case )
(a) What is meant by liquidity? (2 marks)
A, The govemment increases cash subsidy to the poor.
B.  The goverament gives tariff exemption to the imports of goods. (b) Explain why money is not necessarily a 100% risk-free assel. (4 marks)
C.  The central bank instructs the commercial banks 1o tighten the requiretnent of personal louus.
D, The central bank buys government bonds from the public. (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)
2020/DSE/1/31
The following diagram indicates the money supply curve (M,) and money demand curve (Mg) of a certain 2009/AL/1/2
cconomy. Suppose the initial equilibrivm point is at E. (c) How are the real rate of interest and the nominal rale of interest related to the inflation rate? Explain clearly whether the
inflation rate is expected or actual. (3 marks)
Nominal interest rate (%)
(d) Which of these two interest rates can be interpreted as the opportunity cost of holding money? Explain. (4 marks)
M,
2020/DSE/I/SA
Ocean Park and Hong Kong Disneyland are the two large theme parks in Hang Kong.
£
{2) What is the market structure of the theme park indusiry in Hong Kong? List TWO features of this
market structure. {3 marks)
My
P 4 Quantity of moncy
If the income of he public inereases and the central bank sells government bonds to the public, (he interest
rate _.and the quantity of money )
A, will decrease - will increase
B.  will increase ...... may increase or decrease
C.  may increase or decrease. ... will decrease
D.  will increase ...... will decrease
228
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5. Money & Bankird [Il)

2000/AL/I/16
According to Lhe equation of exchange, il money supply is fixed, which of the lollowing is correct?

A, Price level must be constant.

B.  Both price level and real output must be constant

C.  The velocity of circulation of money will change al the same rate as real output.
D. None of the above

2000/AL/11/22
Which of the following statements concerning money supply and inflation is 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 does not
decrease.

D. None of the above

2001/AL/1/23
According to the equation of exchange, when the money 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 rate of nominal income is the same as the growth rate of the velocity of circulation of money,
D. the inflation rate is zero.
2002/AL/1/19

According to the equation 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?

A. Nominal income B.  Nominal income

g +—————> Year § > Year

Nominal income Nominal income

O > Year 0 ———» Year
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Maggoecononmics by Topic
5. Money & Banking (1]

2003/AL/A/11
According to the equation 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/11/19
Consider the following data on an economy:
Year Money Supply GDP
($ million) ($ million, current prices)
1 45 400
2 50 600

From year 1 to year 2, which of 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/11/14

The ratio of the value of transactions in an economy during a given period to the stock of money in that period measures

A.  money demand.

B. the rate of growth of money supply.

C. the velocity of circulation of money.

D the money multiplier.
2005/AL/A1/18

Suppose the velocity ot circulation of money is held constant. According to the equation of exchange, if the growth rate of
money supply is smaller than that of the real gross national product (GNP), we can conclude that

A, there is deflation.
B. the inflation rate is falling.
C. the unemployment rate is rising.
D. the growth rate of real GNP is higher than the inflation rate.
2005/AL/M1/21
When the velocity of circulation of money is constant, an increase in the money supply will lead to
A inflation.
B. deflation.
C.  an increase in real output.
D. an increase in nominal output
2007/AL/I/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 rise 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.

vnw»
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2008/AL/M/18
Which of the following statements about the velocity of circutation of money is correct?

Macrosconormics by Topike
5. Money & Bankiricj (il

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.
€. The growth rate of velocity of circulation of money is assumed to be zero in the classical quantity theory of
money.
D.  All of the above
2009/AL/T/22

Consider the following data of an economy.

Year 1 Year 2
Money supply ($) 40 million 48 million
Velocity of circulation of money B 5.5
Real output (unit of goods) 20 million 24 million

According to the equation of exchange, what is the inflation rate of Year 27

SRR

8%
9.1%
10%
1%

201 [/AL/11/24
1f the real output is decreasing at a faster rate than the velocity 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 increase when there is inllation.

D. there will be deflation when money supply remains unchanged.
2012/AL/11/16

1f an economy attains full employment, an increase in money supply will increase

A, the nominal interest rate

B. the real interest rate

C. the level of nominal output.

D. the level of real output
2012/AL/A1/20

Which of the following statements about the equation of exchange 1s correct?

Sows

It predicts that money is neutral.

It still holds even if there is a change in institutional factors.

It predicts that a 1% increase in money supply leads to a 1% increase in the
It assumes that the technological level is constant.
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Macrosconomics by Toplc
& Mocwy & Barking (M)

2013/DSE//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 conclude that

(1) the price level is increasing.

(2) the unemployment rate is decreasing,

(3) the velocity of circulation of money is decreasing.
(4) the nominal output is increasing.

A (l)and(2) only
B. (l)and (4) only
C. (2)and (3) only
D. (3)and (4) only
2014/DSE//37

Suppose the velocity of circulation of money remains constant. If a central bank reduces money supply by 10%,

A the price level will decrease by 10%.

B. real output will decrease by 10%.

C.  nominal output may decrease by less than 10%.

D. real output may decrease by less than 10%.
2015/DSE/N/33

The quantity theory of money implies that

an increase in money supply will lead to a rise in price level when real output is falling.

the economy is always at the full employment output level.

an increase in money supply will lead to a decrease in the velocity of circulation of money when real output is
kept constant.

D. anincrease in money supply will lead to a same-proportional increase in real output.

nw >

2016/DSE/1/34
According to the classical quantity thcory of money, which of the following diagrams is correct when money supply is
growing at a constant percentage cach ycar?

A Price level B Reat ontput
n o
Year Year
C Infladlon rate E Inflation rte
0 —— =
Year Year
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5 Money & Barking (i)

MARKING SCHEME

1990/AL/M/14 1995/AL/MV/ 8 2000/AL/11/22 2005/AL/M21 2014/DSE/N37
© D D D (77%) 1 (56%)
1990/A L/ 26 1996/AL/I/ 14 2001/ALM23 2007/AT//TL 201S/DSEN/33
(% A C B (77%) A (58%)
1991/ AL/ 14 1996/ALA1/20 2002/AL/M/19 2008/A1/11/18 2016/DSE/N/34
A € C(52%) D (61%) D (34%)
T199L/ALAL 16 199T/ALAY/ 12 2002/AL/M/23 2009/AL/MY22 2017/DSE//36
A B B (73%) C(71%) C (64%)
1992/ AL/11/20 1997/AL/1I/22 2003/AL/T/ 1L 2011/AL/11/24 2018/DSE/N/37
B D D A (59%) B (72%)
1994/AL/I/ 17 1998/AL/II/1 4 2004/AL/TY 2012/ALMI16 2019/DSE/L/
D C C (44%) C(69%) A
) ) ) - 202 U/DSEN/3E
1994/AL/M22 1999/ ALY 14 2005/AL/MN4 2012/AL1/20 A =
D D C(74%) B (48%) ‘
1994/ ALAL/24 2000/ALA16 2005/AT/M/18 2013/DSEN32
B D A(56%) B (74%)
Note: Figures in brackets indicate the perce ges of candid choosing the correct answers.

1990/ ALAT/S(a)ii)

It all depends.

if'the growth rate of the money supply approximately cquals the growth rate of real oulput, then the inflationary consequence
will be minimal.

However, if the growth rate of the money supply cxceceds the growth rate of real output, inflation will oceur.

1991/ AL/
Explain MV = PY as an identity in accounting. It is only when V and Y are constant that a change in M gives rise to an equi-
proportional 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 (in the long mn) flexible relative prices
imply full employment. Y in this context refors to full employment output. The classical QTM requires the (long ron)
assumption of full employment rather than explaining full employment.

[993/ALAT/A4
According to the Quantity Theory of Money, PY = MV
where P = price level, Y = output, M = money supply and V = velocity

Assume V is constant. If the percentage change in income is 5% and the percentage change in the money supply is 10%, the
inflation ratc is (i.c. P increases by) 5% (= 10% - 5%).
(We cannot predict the rate of inflation if V is not constant.)

240

Macroeraramics by Topie
5. Money & Banking |\,
1999/AL/1/4
(a) Inflation is related to monetary factors in the sense that, other things being equal, prices must rise as money supply 1s
increased because we then have mors money to spend on the same quantity of goods. [This can also be explained in
terms of the quantity theory, assuming constant velocity and output.

(b)  The guantity equation implies that the inflation rate is equal to the negative of the output growth rate when money
supply and velocity are constant. In other words, prices can also rise when we use the same quantity of money to chase
after a smaller quantity of goods.

2000/AL//8

(a)  Using the equation of exchange, we bave MV = PY, If velocity is constant, nominal income (PY) must grow at the
same rate as the money supply. As both Y and P can change, we cannot separate the impact on P and Y. If we know how
Y grows, we can predict the impact of M on P

(b) (i) Given velocity is constant, nominal income grows at the same rate as the money supply.
Naminal income growth rate in year 2= (110 - 100) / 100 = [0%
Nominal income growth rate in year 3 = (121 - 110) /100 = 10%

(1) Intlation rate in year 2 = 10%
Inflation rate in year 10%% - 3% = 7%

(¢) M the velocity of circulation is constant and real income grows at a constant known rate, then setting the growth of money
supply at a specific rate can achieve the target rale of inflation.

2002/ALM/2(a)
True.
QM g, =g, g, -2,

2, > Oeven when g, =0 as lony as 8y &y (such as when velocity is constant and output is dectining).

2007/ALN/3(b)
The velocity of circulation of money is the number of times an avesage dolar changes hands — as a medium of exchange to
facilitate market transactions — within a cortain time period.

Using the Equation of Exchange, we can measure the velocity by the ratio of nominal GDP to money supply.

2010/AL/M/2(c)
MV represents the Lotal amount of circulating money in the economy within a given period of time. Py or GDP represents
the total money value of (final) goods and services produced in the economy within the same period. MV = Py because, in a
monetary economy, money changes hands whenever buyers use the money they hold (supplied by the central bank) to
purchase goods and services from the sellers.

The Equation of Exchange implied that:
8T8y T8 -8y

which implies in turn 2 possible sources of inflation (Quantity Theory of Money as a theory of inflation):

¢ growth in the money supply —i.e., &y > 0, given g, = g & 0 (or given g, > g, and g, = 0); and

+ outpul decline --- i.e., g, < 0, giveng =g, =0.
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Kaczoeconomics by Topic
5 Money & Banking {l)
2012/DSEAN3(d)

QTM: MV = PY, where M = money stock, V = velocity of circulation of money, ' = general price level and Y = real aulpi,
assuming V constant. (2)

An increase in M lcads to an increase in P when Y increases by a smaller proportion.
OR
An increase in M leads to an increase in P by the same percentage when Y is constant. 2)

2018/DSE/AL/T(b)
MV = PY, where M: moncy supply, V: velocity of circulation of money, P: price fevel, and Y output 2)

Assuwme V and Yare both constant. Then when M increases, P would mercase by the same praportion.
OR :
Assume V is constant. Then when the percentage increase in M is higher than that in Y, P would increase as well. (2)

2020/DSE/N1/4C

(') M= Nominal Money Supply
V = Velocity of Money

= (General price level.

= Real National Income

While both V and Y are assumed to be constant in the long run. Percentage change of Maney
supply equal to the percentage change of price level. Continuonsly expansionary monetary policy
( increase of M) will lead to persistent increase of general price level (increase of P} (4
marks )

242

Provided by dse.life




28.

29.

37

2022

Which of the following will result in a leftward shift of the short run aggregate supply curve?

The general price level falls.

The stock market becomes more volatile.
There is a decrease in birth rate.

The transportation cost of raw materials rises.

Sowpr

A country relaxed its immigration requirements to attract foreigners to work, live and study there. It is
estimated that 200 000 foreigners will be settling there this year. Which of the following statements about
the relaxation of immigration requirements is correct?

(1) The aggregate demand of the country will rise.
(2) The labour productivity of the country will rise.
(3) The short run aggregate supply of the country will rise.

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

Which of the following may lead to a rise in aggregate output and an improvement in equity in Hong Kong
at the same time?

(1) acharity fund donating HK$10 billion to set up non-governmental organisations in order to provide 9

services for the underprivileged
(2) acash payout of HK$10 000 to each permanent resident aged 18 or above by the Government
(3) a 1% reduction in the standard tax rate of salaries tax

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

38.

Study the following diagram.

Price level
. LRAS
SRAS
Po
\AD
0 Yo Y, Output level

The initial output level of the economy is Yo. Suppose scientists have invented a new oil-refining
technology. In the long run,

(1) the price level will be lower than P.
(2) the output level will be higher than Y.
(3) the aggregate demand curve will shift to the right to attain equilibrium.

vows

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

The Muinlind government introduced the Targeled Poverly Allevistion Campaign CFf 46 [ @ 155 ) in 2014,
After analysing the situations of people living in poverty, the government officials came up with tailor-made
measures. The following are (wo examples of the campaign.

Examplc |

A village in Yunnan province has beauliful natural landscape. The government of Younnan
province promoted the village to attract more travellers, Apart from farming, the villagers
also sel up hostels 1o serve travellers in order o earn more income.

() Refer to Example 1.

o

()

In which lypes of production did (he villagers engage afier (he infroduction of the campaign?
Explain, (4 marks)

Explain how labour mobility of the villagers would be affected, (3 marks)

Examplc 2

The governmenl provided Junding and inviled private finms to develop hydroclectric power
plants in six provingces (such as Hubei and Jiangxi), Such development would help improve
transportation. irrigation and flood prevention in the nural villages in these provinces.

(b) Refer 1o Example 2. With the ad of a4 diagram, explain how aggregale oufpul m these $1x provinees
would be affected in the long run, (8 marks)



2022

The Government launched the Consumption Voucher Schieme in 2021 1o relieyve the impact of COVID-19 on
1he Hong Kong cconomy.
For part (&), candidates are required to present their answers in essay form. Criteria for marking wull include

Sourcc A: Sutistical data aboul uncmploymcnt raic in Hong Kong use of sources and ceonomic theories. relevant contenl. logical presentalion and clarity of expression.
; Unemplovment rale by previous industry e Suppose the Government plans to spend another sum of money 10 cope with the pandemic. The
2 , _ [ollowing arc (wo suggeslions.
e Relail, accommodation and
[o0d services industr 2 2 3 3 S )
v ' - Scheme C | Distribute the sum of money using the same mechanisim as the existing Consumption
s« s Public administration, social Voucher Scheme.
8 .md personal services
‘ byt Scheme 11 | Spend the sum of money on building new hospitals and hiring additonal meclical
P tp Al industries stall.
4 *Public admimstralion, social
and persanal services include . i ) i =
A education. human healih and With reference 1o the above sources and vonr own knowledge in Economics. discuss which scheme
i social work activities, efc. the Government will prefer in order to achieve EACH of the following policy objectives respectively.
. Objective 11 to relieve unemplovment in an industry severely affected by the pandemic
e% e% ‘b"a e%o e%a . - , ; ;
%"b' % %, ﬁ% %b' Objective 20 1o increase average labour produclivily
9% % % 9%’ o ) ) o
N ‘%, % . Objective 3:  to increase aggregate output (in the short run and/or in the long run)

(14 marks)

|Usc a scparale parm, 1 for comparing the cliccts of the two schemes under cach policy objective. |
Somce B: An extract of information about the Consumption Voucher Scheme pi pamgmp uparing POlCy 0B

All Hong Kong permanent residents and new arrivals aged 18 or above, who comply with the “residing
in Hong Kong™ requirement. could register o receive clecronic consumption vouchers with a otal value
of $3 000 by instalments.

Source C: Information aboul the four designated stored value [acilitics to receive the 85000 consunplion
vouchers by instalments

AlipaylIK Octopus Tap & Go WeChat Pay ITK
L/
Nl
Alipayrx o BN | WeChatPays
Public MTR. bus, mimi | MTR. bus, mini Bus and mini bus None
transportation bus and ferry bus and ferry
with the above
payment [acilitics
installed
Promolions 1o 5 e-coupons First 2 million 550 awarded when c=Coupons
consumplion regisiered using virtual Tap &
voucher users customers enjoy Go Unionpay card for
$18 of stored the first transaction
value with an amount equal
10 or lareer than $30




Macroeconomics by fexgic
6. The AD-AS Modlel

SECTION 6: AGGREGATE DEMAND AND AGGREGATE SUPPLY

(Note: Despite the fuct that the AD-AS model was not explicitly required in the CE and AL syllabuses, in tuckling a
number of CE/AL questions, the AD-AS framework can still be applied.)

6.1 DEMAND- AND SUPPLY-SIDE FACTORS AFFECTING NATIONAL INCOME

Multiple Choice Questions

1990/CE/I/37
The national income of a country will tend to increase if

A.  the government increases its budget surplus.

B. the government raises the interest rates.

C. the government reduces the profits tax rates.

D. the demand for exports decreases.
1991/CE/11/4(

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 labour shortage in Hong Kong

B. to improve the infrastructure of Hong Kong

C. to control the rising inflation rate

D. to improve the occupational mobility of construction workers
1991/CE/1I/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/CE/11/49
Which of the following can help to 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. anincrease in the interest rate
1993/CENI/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

vow>
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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 loans
(4) an inflow of capital from China

A, (1)and (2) only
B.  (1)and (4) only
C.  (2)and(3) only
D. (3)and (4) only
1993/CE/M/51

An increase in exports and a decrease in imports will cause the national income to

A,  increase

B. decrease

C.  remam unchanged

D. ecither increase or decrease
1997/CE/M/22

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. net external factor income flows.

D.  consumer price index (A).
1997/CE/N/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/11/46

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 would 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

vaws>
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2000/CE/1/34
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 Konyg would be least likely affected by the above situation?

domestic consumption (C)
private investment (1)
sovernment expenditure (G)
net export (X — M}

Tow»

2000/CEAIAS
Which of the following would MOST LIKELY increase employment during an economic downturn?

A.  restructuring of private firms to improve their efficiency.

B. increasing computerization and automation of production process

C.  government’s injection of a large amount of funds to help small enterprise.
D. increasing real interest rates

2001/CE/MI/30
Which of the following changes would reduce unemployment?

A.  The government introduces a minimum wage law.

B. The profits tax rate is raised.

C. Many domestic firms try to use morc labour-saving machines.

D. The demand for the country’s exports increases.
2004/CE/M/31

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. afirework show sponsored by private firms
2005/CE/11/30

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 government develops the Western Kowloon cultural district.
D. There are more Hong Kong people traveling in foreign countries.

2006/CEM132
Which of the following would most likely raise the potential GDP (i.e., production capacity) of an economy?

an increase in the social welfare benefit

an increase in the reserve ratio of the banking system

an increase in the government expenditure on tertiary education
an increase in the demand for the economy’s exports

To®m>
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2021/DSE/N/36

2019/DSE/N/27
Due to the COVID-19 putbreak, most of the flights were cancelled, leading to 2 significant drop in the
number of tourists visiting Hong Kong. At the same time, many employees in Hong Kong were forced to

Couniry A is an ofl-importing country. Which of the following will result in a rightward shift of its short-nn
take o pay leave,

apgregate supply curve?
A, Al oil-exportiog souniries decide (o ihe dsity production of oil. : . . g .1
B B cold weather sharply aises the cousumption of ofl for heatlng in Country A, Which of the following disgrams can best desoribe the consequence of the above incidents?

C.  The government of Country A provides tax relief for research in new energy atming to lessen the
relianca on oil. A B
D.  Anecarthquake destroys an ofl refinery factory in Country A. P““j }‘Vd SRAS; P Tee }-“"' SRAS;
SRAS, SRAS,
2019/DSE//38 -~— -~—
The government carriod out the following two policivs:
Policy one: | Reduce the profits tax rete for corporations with profit less than twa million doHars.
Policy two: | Inject fifty bitlion dollars to develop innovation and technology. AD: ~—"AD:
T AD, AD,
Which of the folk?v{ing AD-AS disgrams could most likely show the effect ot aggregate ontpad caused by
theiabove fwopoicies? o — Gutput Level I * Output Level
Ao Price level B, Price lovel
- ) ] SRAS: 0y 4, . D
A Price Level Price Level
TN 4 LRAS; LRAS: $ LRAS: LRAS,
—_—
7 " N \ -—
AD: AD; \
Dy
Aggrogsto autput Aggregate output \
€. Pricelevel D price kevel N . AD \B\
3 Al Al
b M G A S S D: Nap, P2
i — Output Level 0 —* Output Level
P}m, AD;
™ap,
Aggregate oulpat Agzregate output

2020/T8E/1/27
Which of the foliowing is a reason for a lefiward shift of the short run apgregate supply curve in a country?

A, There is & continhons increase in price level.
B.  The largest market of the country’s exports suffers from an economic recession.
¢, More citizens emiprate to foreign countries.

D. The wages of labour slowly adjust do d due to institutional factors.
2020/DSE//35

Which of the following policies would offset the effect of an increase in the willingness to invest on the price
level?

(1) an increase in profits tax rate
(2) an incresse in transfer payment
{3)  adecrease in tax aliowance

A (1)and () only
B. (1) and (3} only
¢ (2)and (3) oy
D (1), (2)and(3)
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2008/CE/11/28

If the government constructs the Tuen Mun-Chek Lap Kok Link (T P9 25 7 i /1 3 %2 8% ) to link up Shenzhen and the
Hong Kong International Airport, the _of Hong Kong will increase.

(1) employment
(2) actual GDP .
(3) potential GDP

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

cow>

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 commodities
Policy B: cutting down the standlard tax rate by 3%

Explain how EACH of the above policies affects the general price level. (6 marks)
1992/CE//5(¢)

It has now been decided that a new airport will be built at Chek Lap Kok

(i) What is meant by inflation? (2 marks)
(iif) Explain briefly how the construction of the new airport might cause inflation in Hong Kong. (4 marks)
1994/CE/1/10(a)(i1)

A government borrows a large sum of money from foreign countries and spends it on infrastructure. State the benefits of 1he
increase in government spending on the local construction workers and the economy as a whole. (4 markg)
1995/CE/1/9(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.
(1)  Name any TWO demand side factors affecting national income. (2 marks)

(ii)  The holding of the World 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/1/12(c)

The government has organised a worker retraining programme for the unemployed. Explain, with ONE demand side factor
and ONE supply side factor, the effect of such a programme on Hong Kong’s GDP, (5 marks)
246
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1997/CE/N/9(d)(1)
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 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/1/11(n)

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
1. 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-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 Mainland 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 situation 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 (F 52 B #i ) between mainland China and Taiwan introduced in 2008 facilitate the trading
activities between 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 possibility, (4 marks)

2010/CE/1/9(c)

Occan 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 expecled increase in visitors.

For each of the following situations explain your answer with reference to ONE demand-side factor. Why would the above
expansion increase the gross domestic product (GDP) of 1Tong Kong

(1) during the construction period? (2 marks)
(1) after the completion of the construction? (2 marks)
247
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2019/MSETIN0

The following table shows the changes in the individual income tax systerm in China effective from October

,-——Mr'ﬁ-—

2018.
Range of monthly taxable income, in Renminbi (RMB)
Average tax rate 0ld brackets New brackets
3% Less than or equal to 1560 | Less than or equal to 3000
L 10% 1501 ~ 4500 3001 - 12000
20% 45019000 12001 ~25000
25% 9001 ~35000 25001 —35000
30% 35001 — 35000 Unchanged
35% 55001 — 80000 Unchanged
45% Greater than $§0000 Unchanged

(8)  Suppose there is a deflationary (output) gap in Chins econoray. With the aid of an AS-AD diagram,
explain how the above change of the individual mcome tax system would affect the deflationary
(output) gap in the short run. (7 marks)

(¢)  To achicve the same effoct on the deflationary (output) gap as inrpart (b), an economist suggested the
government should lower the required reserve ratio of banks instead of implementing the above
change in tax system. Discuss the suggestion by giving ONE argument FOR and ONE argument
AGAINST it (4 roarks)

2020/DISE/N1/SD
(d)  The contribution of the infrastructure development of Ocean Park to Hong Kong’s GDP in 2619

could be smaller than the total amoum invested in the two hotels and the water park. Explain why
the statement may be gorrect with TWO reasons. {4 marks})

IMaCroeconomics Ly Topic
-5 The AD-AS Mods
MARKING SCHEME
1990/CENN/37 1993/CE//38 1997/CE/11/44
C A D
1991/CE//41 1993/CE/M/43 1997/CE/11/46
B D 3]
1991/CE/M1/45 1993/CE//S1 2000/CE/MI34
B A C
1992/CE/1/49 1997/C'E/M/22 2000/CE11738
B A C
2020/DSE

B

1990/CE//3/(b)(1)
HK$ depreciate
= Export prices |
=> Export volume T
= Boom in expori secior
= Aggregate demand T = price level 1

1990/CE//05(b)(11)
7 sales tax on all commodities = prices of all goods 1
| standard rate == income after tax of the rich T
= gonsumption T = aggregate demand T = general price level 1

1992/CE/1/5(c)
(ii) a continuous rise in the general price level

(i1i) Construction of the airport
= T in aggregate demand for resources / demand for workers
= inflation cccurs when Hong Kong is near full employment

1994/CE/1/10(a)(ii)

Local construction workers:
- more job opportunities

- income T

Whale economy:

- consumption expenditure T/ more business
- GNP 1

- employment T

- social capital T

- higher economic growth

248

2001/CE/1/30
D

2004/CE/1/31

2005/CEATL30
C(73%)

2006/C T2
C (48%)
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2008/CE/I1728
D (55%)
2019/DSEN/27
A
2019/DSE//3R
c
2020DSEAL2T

c

(1)
(2)
=)
)

(max: 6)

(2)

()
(2

(L@, max: 4}
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F8OS/CENS(c)
{1} - consumption expenditure
- investrient expenditure
- government expenditure
- exports or net export
- imports or net export
(Mark the FERST TWO points only.)

(1) [Note: the answer must match with the answer 1o {¢)(i}]

Macroeconomics Djﬂ'nhic
& The ADAS Mcdel

(1@, max: 2)

Consumption expenditure $ = GDP 1 )

e.g. US residents spent more on food, hotel accommodation, traveling, souvenirs, ete. @)
OR

Investment expenditiure T = GDP 1 (@)

.. more investment in the provision of transport service, accommodation, food supplies, efc. 2)
OR

Government expenditure T = GDP 1 (1)

e.g. US government expenditure on infrastructure related to the event, expansion / maintenance of stadiuts, etc. 2)
OoR

Net exports T = GDP 1 H

e.g. more tourists’ spending on transport, accommodation, food, clothing. souvenirs, ete. (2)

(Mark the FIRST TWO points only.)

E/1/12(c)
nd-side factor:
ment expenditure (in current year) increases

- labour supply would increase because workers originally outside the labour force will be atiracted

.. GDP (both in current year and in future) would increase.
(Mark the FIRST demand-side factor and the FIRST supply-side factor only.)

OQTCEN/O(d)()
prices of most goods and services after tax 7/ cost of production 1/ supply of goods and services |
< oprice level 1

2004/CE//10

After-tax income {1.¢. “disposable income™) mcreased
Consumption cxpenditure would increase.

- GDP would increase.

2005/CEA ) (a)

Zero tariff encourages more export of goods.

Easier market entry encowrages more investment
Both measures will increase the GDP of Hong Kong.

2007/CEA/8(b) i)
- alarger labour force
- These top-quality Mamland students have a higher productivity.

{36, max: 0)

5

(1)
(1)

@
@
(1

- These top-quality Mainland students can increase the productivity of the local employees when they work together / brings

knowledge and new ideas to Hong Kong.
{Mark the FIRST TWO points only]

249
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2009/CEAN 0(a)

- net exports: more net exports (or more export of services) doe to more tourisis from mainland China

- consumption: more earnings and income will boost consumption expenditure

~ investment: more investment (local and from the Mainland), ¢.g., more hotels and trading firms,

- government expenditure: more government expenditure, &.g., mose on infrastructure to facilitate the trade (2@, max: 4)

2

2010/CEA/Y(c)
(i) - more facilities (attractions) will be constructed = increase in investment expenditure )

(i) - more tourists from mainland China and other places => increase in net exports (export of services)
OR
- more local visitors = Increase in private consumption expenditure (2)

2019/DSE//10

(b) Verbal elaboraiion: ] @
The middle income group is charged a lower avernge tax rate, their disposable
income tises, consumption and aggregate demand increass, nairowig the

deflationary gap. N

Ulusteate in the diggeam: ;

~ correct initinl deflatiopary gap (1)

- AD shift rightward ? 1)

- correct new Y with a sinaller gap (1)
Prics Jovel

ASy  SRASs
/A AD:  aggregste demand
SRAS:

short run aggregate supply
LRAS: Joug run aggregats supply
gap.  deflationary gap

|
|
|
\
|
|
\
)
I}
'
'
Il
|
'
'

-
o o
Pa
e AD,
YoV Yy Agpregate ougput

For: Pros of the monetary policy OR Cons of the fiseal policy 2
- The monetary policy increases Y vis investment which will help
enhance present/fiture productivity (while the tax policy may not have
such an effect). .
- The tax policy may worsen the fiscal balance of the government (while
the monetary policy will not have such an effecs).
- any other relovant point

Against: Pros of the fiscal policy OR Cons of the manetary policy @
- The tax policy may nastow the income gap (while the monetary policy
won’t have such an effect).
- Bank loans and money supply may not increase even if there is a fall in
the required reserve ratio (while the tax policy will not be effected by
the action of commercial banks).
- any other relevant point
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2020/ DSE/11/9T
12) The investment may include importer raw material which is not the contribution of local resident producing
unit.
The investment may include the value of inventories which are not produced in current year.
The investment may include the value of intermediate goods ( electricity and other raw materials ) which are the

contribution of other resident producing unit.

{ Mark the first 2 answers ) ( 3 marks )

Macroecanomics By Yopr
6. The AD-AS Modlel

6.2 LONG RUN AND SHORT-RUN EQUILIBRIUM

Multiple Choice Questions

1994/AL/TT/9
The existence of a deflationary gap indicates that

(1Y the equilibrium income 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 employment.
(4) the real income is smaller than the nominal income.

A, (1)and (3) only
B. (1)and (4) onty
C. (2)and (3) only
D. (2)and (4) only
1997/AL//21

Which of the fotlowing policies can be used to offset the effect of an increase in the saving of the households on the national
inconie of an economy?

A, an increase in the tax rate.

B. adecrease in money supply.

C.  sales of government bonds by the central bank.

D. acuton the required reserve ratio of the banking sector
1999/AL/TI/4

The existence of an inflationary gap indicates that

there is a gap between the actual inflation rate and the expected inflation rate.

there is a gap between real income and nominal income, and the gap is caused by inflation.

there is excess demand for aggregate output at the full employment level of income, which therefore falls short of
the equilibrium level of income.

D.  All of the above.

ow>

2000/AL/NT/20
Which of the following can ratse the employment level of an economy?

(1) export promotion
(2) increase in foreign 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)

SN RS

251

Provided by dse.life




I SNSRI 7o WY
e =

Mactosioromics by Topic
& The AD-AS Madet
2001/AL/TY/ 14

Suppose country A and country B trade with each 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/AL/11/30

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 achieve 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 aggregate demand?

arise in private saving

arise in investment expenditure

a fall in imports

a fall in the progressivity of income tax

vow

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.

Prige Level LRAS
SRAS,
SRAS,
E
AD,
ADy

Qutput

When there is an cconomic recovery in the country's major trading partner,
in the long run.

in the short run and

AD, will shift to AD: ...... SRAS; will shift to SRAS,
ADy will shift to ADs ...... AD; will shift back to AD,
SRAS, will shift to SRAS, ... AD; will shift to AD;
SRAS) will shift to SRAS; ...... SRAS; will shift back to SRAS;

sowm»
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2012/DSE//34
Suppose the government 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 output in the long 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 in income tax rate on aggregate demand?

A adecrease in the asset demand for money

B. adecrease in the desire to import

C.  an merease n the desire to invest

D. an increase in the required reserve ratio
2013/DSE/1/23

The aggregate demand curve will shift to the right if

there is a fall in the price level

there is an improvement in technology

the government reduces the import tariff
the government reduces the salaries tax rate

cam»

2013/DSE//24
The diagram below shows the aggregate demand (AD) curves, the short run aggregate supply (SRAS) curve and the long run
aggregate supply (LRAS) curve of an economy.

Price level LRAS
SRAS

\ &
!

/ i AD
!
i
i
|
|

0 Qutput
Suppose initially the economy operates at Eg, There is a/an and can help restore the

long run equilibrium.

A, inflationary (output) gap arise in transfer payments to the poor
B. inflationary (output) gap arise in the discount rate
C.  deflationary (output) gap a rise in transfer payments to the poor
D. deflationary (output) gap ...... a rise in the discount rate
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4. The AD-AS Model

2013/DSE/N/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,
Priee lavel Price level
LRAS| LRAS; LRAS; LRAS,
e \\ -—
T NAD, o OVAD,
D AD,
A ADy Outpit o . Ootpit
s D
Price fovel Price levol LRAS, LRAS:
SRAS SRAS,
L q//—*ms.
ADy
AD AD
" % Output o Output
2013/DSE//30
If there is a decrease in the desire to consume, the net exports of an economy will and the amount of money held

for transaction purposes will

A, deerease decrease

B.  decrrease remuin consiunt
C. Inerense nerense

D.  incresse decrease

2014/DSE//27

Price level

0 Aggregate oniput

Refer Lo the above diagram. Which of the following would most likely lcad to the shift of the short run aggregate supply
cusve from SRAS, to SRAS?

to relax the quota for foreign domestic helpers

to reduce the subsidy in research and development
to increase the profits tax rate

to increase the number of places in tertiary education

onw>
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2014/DSE/1/28
0l1d Age Living Allowance (f& & 4 §% #! Il ) introduced by the Hong Kong government increases the
in GDP and results in a shift of the aggregate demand curve
A.  government consumption expenditure ... rightward
B.  govemment consumption expenditure ... leftward
C.  private consumption expenditure ...... rightward
D.  private consumption expenditure ... leftward

2014/DSE/1/29
[f 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. ncrease increase
B.  mrease decrease
C.  deorease increase
D.  decrense decrease
2014/DSE//34

Deflationary (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 Jong run equilibrium,

C.  will result in a downward pressure on the prices of inputs.

D.  will exist if the aggregate demand falls short of the short run aggregate supply.

2014/DSE//35
Which of the following policies can the government introduce to reduce the price and unemployment levels at the same
time?

A.  toraise the discount rates
B. toraise the subsidies to small and medium-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 palicies will lead to an increase in the aggregate output of a country in the long run?

(1) to tighten regulations on environmental protection
(2) to grant an amnesty (5% #) to illegal immigrants
(3) to ban the importation of foreign domestic helpers
(4) to build more international schools for attracting expatriates to work in the country

A. (1) and(3)only
B.  (1)eand (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?

The central bank reduces the discount rate.

The minimum wage rate is increased.

The general price level decreases.

Its trading partners suffer from an economic recession.
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2015/DSE/1/27

The government provides cash subsidies 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 level Price level
SRAS, SHAS
7 \)(
/ / =
A,
AD ADy
0 Output level - Outpial Inval
C. D.
Price level Price Jevel
ERAS, LRAS;
s Output level

2015/DSE//37
Refer to the following aggregate supply diagram.

Price lsvel

0 Output
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), (2)and (3)
2015/DSE/1/38

Initially an economy operates at the long-run equilibrium. Which of the following will lead to a deflationary (output) gap in
the economy?

A, The government increases the salaries tax rate.
B.  The government reduces the profits tax rate.
C.  The government invests in the construction of a cross-border express raillink.
™ Fhe ceseenllek reduces the required reserve ratio.
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2015/DSE/N/39
In an economy with severe inflation and income inequality, the government can lower the price level and reduce the income
gap by
A, increasing the environmental tax on handling household sewage.
B. increasing the salaries tax and its progressivity.
C.  reducing its spending on social welfare.
D. reducing the personal allowance of the salaries tax
2016/DSE/N/26

The aggregate 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 rises.
2016/DSEAN/27

If the government builds new infrastructures, there will be an increase in

(1) employed population during the constructton period.
(2) the price level during the construction period.

(3) potential output after the construction is completed.
(4) the price level after the construction is completed.

A, (1yand (2) only

B.  (3)and (4) only

C. (1), (2) nnd (3) only

D.  (1),(2),(3) and (4)
2016/DSE/1/28

The ‘multiple entry permit’ (— % % 47 ) for the permanent Shenzhen residents to visit Hong Kong has been replaced by a

‘one trip per week cap’ (— ¥ -— 47'). This would reduce Hong Kong’s

and

A.  aggregate demand ...... output level in the long run

B. aggregate demand ... price level in the long run

C.  short-run aggregate supply ...... output level in the short run

D. long-run aggregate supply output fevel in the long run
2017/DSE/1/28

The aggregate demand curve of Hong Kong will shift to the left if

A.  the implicit GDP deflator rises continuously.
B. the government raises the retirement age of all civil servants.
C.  the number of tourists from the Mainland decreases.
D. the Mainland stock market booms.
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2017/DSE/N/29
Price level LRASs LRAS,
N
\\
3
NN

AD, "ADy
Aggrepite output

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?

A.  adecrease in people's desire to save

B, an enhancement in production technology

C.  an increase in national income of the economy’s trading partners

D anincrease in government subsidy on private research and development
2017/DSE/N/37

Which of the following policies would most likely lead to a drop in aggregate output?

A, The government bought bonds from the public and raised the tax allowance at the same time.
B.  The government sold bonds to the public and reduced transfer payment to the poor at the same time.
C.  The gavernment reduced required reserve ratio and raised the progressivity of income tax at the same time.
D.  The government increased the discount rate and lowered profits tax rate at the same time.
2017/DSE/1/40

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?

A B.
Price Jevel Price Jevel
LRAS, LRA
<SR s’ 3 SRAS
>
el
AD,
Y
Oufput
D.
Price
A
0
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2018/DSEN/26
The short run aggregate supply curve will shift to the right if

A.  the government relaxes the importation quota of foreign workers.
B. the government increases the profits tax rate.
C. the central bank selis government bonds to the public.
D. there is an increase in the price level.
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//28

The diagram below shows the aggregate demand (AD) curves, short run aggregate supply (SRAS) curves and the long run
aggregale supply (LRAS) curve of an economy. The economy initially operates at Eq.

LRA
Prlet.; level Se
SRAS,
Gy AD;
> Output level
If the government gives $10 000 cash to every citizen every year, the short-run equilibrium will be at and the long-run

equilibrium will be at

A Ex Eo
B. Ea...Ei
C.  Eajue Eo
D. E; Eq
2018/DSE//38

Suppose there is a reduction in the basic allowance of the salarics tax in an economy. Which of the following can offsct its
etfect on aggregate demand?

People’s desire to save increases.

The price level decreases.

The central bank carries out an open market sale of government bonds.
The required reserve ratio in the banking system decreases.

gow>
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2018/DSE/1/39
Refer to the AS-AD diagram below.

Price level
L

s
ki
£

e

i
T

0

The cconomy operates at By initially. Which of the following can help the economy restore to the long run equilibrium?

(1) to reduce the subsidies to small enterprises

(2) toincrease the required reserve ratio
(3) toreduce the discount rate
(4) to reduce property tax

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

Sows

2020/DSEN/36

Output level

The disgram helow shows the aggregate demand curve, the short rn aggregate supply curve and the long

Tun aggregate supply curve of an economy.

Price level

SRAS

AD

L)

Aggrogate Quipt

Suppose the economy initially operates at Eg and the total import value oquals to the total export value. If the
government decreases the amount of social security assistance for the elderly. in the shord run, the

deflationary (output) gup will become and there will be a
A, narrower ...... frade surplus
B, oarrower...... trade deficit
€. wider ...... trade surplus
D, wider...... tade deficit
¢ . 3 o

2021/DSE/N/27
Price :we:l
] SRASe SRAS:
—r
0 »Output level

Which of the following is « possible reason of the above shift of the short run aggregate supply turve?

A, The cost of production increases due to an increase in global dumand for oil.
B.  The profitability of firms increases 'with the riss in price level, since the difference between
oulput prices and input prices increases,
C.  Anincrease ininterest rate leads to an inorsase in cost of investment,
B The operation of labosir market resumes fo normal after 2 massive labour sirike,
2021/TSE/1/28

Study the following diagram.

Pricti Eavcl
LRAS
S
c RAS
E
AD
Y > Aggregate output
i

The initial equilibrium point of an ol importing country is at E. 1f the new long run equilibrivm point s at
€., which of the following is & possibe reason for the change fn the equilibrium point?

A, There is an inorease in oil prices.

B, There is a decrease in production subsidy,

€. The public tends 1o save ess,

D, The government increases the salaries tax rate,
" 4 R P 5y [ N 5
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6. The AD-AS Moded

Short & Structured Questions

2012/DSE/N/10(c)
In 2011, the Financial Secretary announced the “Scheme $6 000" which provides $6 000 to each Hong Kong permanent
resident who is 18 years old or above.

With the aid of a diagram, explain how the “Scheme $6 000” would alfect the price and output levels of Hong Kong in the
long run. (8 marks)

2013/DSE/1/4
(a) Give ONE reason to explain why the aggregate demand curve is downward sloping. (3 marks)

(b) Suppose there is an increase in the price of raw materials. With reference to the market adjustment mechanism from the
short run equilibrium to the long run equilibrium, explain the long run effect of the above change on the price level with
the aid of Figure | (9 marks)

P
LRAS, SRAS,

AD = aggregate demand

SRAS = short run aggrogate supply
LRAS = long run aggregate supply
2 = price level

Py i = aggregate output

Y; = full-employment output

E, = initial equilibrium point

ADp

0 Y
Ye
Eigure 1

2013/DSE/M/12(c)
With the aid of an aggregate-demand-aggregate-supply diagram, explain the short run effects of an upward adjustment of the
required reserve ratio on output and the price level of the economy. (8 marks)
2014/DSEN/10(b)

Source 2 below is an extract from a newspaper article.

Addressing the potential threat brought about by the trends of the birth rate and old dependency ratio in China,
government officials are considering relaxing the one-child policy in an effost to boost the birth rate.

#The policy restricts urban couples to only onc child, while allowing additional children in several cases, including twins,
_rural couples, ethnic minorities, and couples who are both the only child in their respective families.

With reference to Source 2, discuss the possible etfect on the aggregate output in the long run as a result of the relaxation of
the one-child policy. (3 marks)
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2014/DSE//12(c)

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.

What would be the short run elTects of the above policy on the output and price levels of the Japanese economy? Explain
your answer with the aid of an aggregate-supply-agyregate-demand diagram. (8 marks)

2015/DSE/N/8
The government is considering spending a certain sum of its budget surplus on the following two proposals:

Proposal 1: To extend the free education to 15 years
Proposal 2: To provide unemployment benefits

Evaluate the two proposals in terms of the effect on aggregate output. (4 marks)

2015/DSE/M/12
Research 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 Kong. In his analysis, point E in Figure 2
represents the initial short-run equilibrium of the Hony Kong economy.

Figure 2
Price level

1 LRAS. SRAS,
]

AD,

0 Ye Qutput level

(b) He points out that the government can help the economy restore to its long-run equilibrium. With the aid of Figure 2,
explain how the reduction in the number of tourists from the mainland can lower the output level to YT, (5 marks)

(c) He also states that even without the help of the government, market forces can restore the economy to its long-run
equilibrium, WITHOUT using a diagram, explain how market forces can lower the output level to Yf in the long run.
(4 marks)

2016/DSE/11/5
Explain. with ONE reason, why the short-run aggregate supply curve is upward-sloping. (3 marks)

2016/DSE/N/12(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
. (6 marks)
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2017/DSEN/9
Figures 1 and 2 show some macroeconomic data of the US.
Figure 1: GDP growth rate of the US
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(1 mark)

(a) Refer to Figure 1, Identify the phase of business cycte which point A is in.

(b} How may a reduction in interest rate help the US economy in 2009? Without using a diagram, explain your answer in
the light of aggregate supply and/or aggregate demand. (3 marks)

Yo

12
g

3

6 e initerast vate

i il IO YIS P08
4 Y —_—
5
2 A d
-
A e ) Yeny

9 4
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

(¢) Discuss whether the data in Figures 1 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/DSE/N/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 investors : Political uncertainty in 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 a diagram. (8 marks)
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2017/DSE/I/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) aggregate output
{4 marks)

2018/DSE/I1/9
The Express Rail Link (XRL) project (Hong Kong Section) is expected to be completed in 2018. It will shorten the estimated

journey 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 enterprise owners : We expect that the XRL could bring more Mainland travellers to Hong Kong,

Suppose the Hong Kong economy operates at Ei. With reference to the above opinions, show why the price level of Hong
Kong may rise in the long run after the completion of XRL project in Figure 1 (3 marks)

Figwre
Price Jevel
LRAS; SRAS,
P E,
AD,
0 v Output fevel

2018/DSE/I/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 arc also required to join the military force for

2 years,

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

goods exporting from Country Z.

Analyse the effects of the above situationon Country Z’s aggregate output in the short run. (3 marks)
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2013/DSE/AN/12(c) 2015/DSE/N/8
An upward adjustment of required reverse ratio reduces the money supply, resulting in an increase in interest rate and a drop Proposal 1:
in mvestment expenditure. 3) More money spent on education would inerease government expenditure, leading to an increase in aggregate demand and
The aggregate demand will fall, and so witl the price level and output level 2) thus aggregale output
OR
Price level Free education for longer years would improve labour productivity and thus aggregate output over time
SRAS OR
Provision of free education beyond normal school age would reduce labour supply (by keeping more people at school) and
thus aggregate output in the current period. (2)

resulting in a rise i aggregate output.

' OR
E 1 Unemployment benefits may, however. produce disincentive effects on labour supply, resulting in de-skilling of fabour and a
E E drop in aggregate output now and in the future. (2)
] AD,
[ AD;
0 Y; ¥, Aggregate Output 2015/DSEMI/ 12
(b)Y  Export would fall, (
Endicate in the diagram: resulting ina drop in aggrcgat'c demand, (1)
= A‘L—“—“"A—D shifts to the left T so output would fali back to Yr.
- price level falls [$)]
- putput fevel falls (1 X Flme 2-
Trice lovel.
LRAS: SRAS
2014/DSE/10(b)
Relaxation of one-child policy would likely resuit in a rise in the birth rate, implying a bigger work force and a bigger
aggregate supply and output in the future. (3)
2014/DSEN/12(c)
The purchase of government bonds increases money supply, resulting in a drop in the interest rate. 2)
Investment / consumplion expenditure increases and aggregate demand increases. 2)
In the short run, the output and price levels increases )
Price ‘
fevel ADe.
5
0. V=YY€ Yo Output
Indicate on the diasram:
"y « AD curve shifts to the left n
= correet posilion of initial shorl-run aggregale oulput Yy (n
P. = correct posilion of new short-run aggregate output Y, (=Y)) (€3]
(¢) Houg Kong is facing an inflationary gap. (1)
There is an excess demand in the factor market, 48]
Output jevel creating pressure for factor prices to adjust upwards, m
so that costs of praduction would increase over time and short-run aggregate supply (SRAS) would Jal! over time
Indicate on the diagram: (, restoring output to YT in the long run). (H
- AD curve shifls to the right 4)]
- higher price level (¢} i )
- higher output 4)) 2016/DSEANS ) ] B o )
When the price level increases, the adjustment of input prices is imperfect / incomplete (e.g. due to the long term contracts of
factor of production), so the real cost of production -- t.e. nominal cost divided by the general price level - will fall. Firms
would thus use more factor inputs to produce larger output. Therefore, the SRAS curve is upward-sloping, i.e. a higher price
tevel would result in a higher output Jevel. (3)
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2016/DSE/A12(b)

The cash-sharing scheme would raise the disposable income of the residents and therefore result in an increase in
consumption.
Aggregate demand would rise, raising price and output levels accordmgly.

Price level SRAS
A
) 7 SPeeee. USERNEE
A g
[ e i
U
{. X \
g
P
P
g
H P .
v y,
Yy Y, Output Jevel
e

: H
- rightward shift of AD
- higher P and Y

2017/DSEARY
(a) Depression / trough

(b} A reduction in interest rate would result In a rise in investment and/or consumption,
Agaregate demand would thus increase, and so would aggregate output as well.

{c) Consistent.
When interest rate dropped in 2009, GDP growth rate increased and unemployment rate dropped.

(d) - Subsidizing research and development
- importation of labour
- investment in infrastructures
[Mark the FIRST policy only.]
could increase potential outputl or production capacity of the economy as a whole in the long run, and thus shift
LRAS rightwards.
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201 71/DSEAN12(b)

The new visa requirement would increase labour cost for the British firm owners, resulting in a drop in SRAS. 2)

Political uncertainty would result in a drop in investment from the global investors and thus a fall in AT, 2)

Aggregate output would thus fall. Q)
Price {evel

ndicate in the digpram:

- leflward shift of AD curve (h
- leftward shift of SRAS curve Q8]
- lower output (N

2017/DSEAN/13(b)

Proposal A’s effect on aggregate output:

An increase in salaries tax would reduce AD via a drop in disposable (after-tax) income and thus consumption. As a result,
aggregate output would fall.

[An increase in salaries tax may also reduce SRAS by creating a disincentive cffect on labor.) (4)

Proposal B’s effect on aggregate output:

There would be no extra effect on aggregate output as a component of AD/AS does not change. (2)
2018/DSE/MN/S
Price Jevel
1 —.
(I
AD,
\m.
—
0 I v OQutput Jevel

Indicate in the digpram:
- rightward shifl of AD (due to more visitors from the Mainland)
- rightward shift of LRAS (due to faster development of the HK economy) (0
- correct position of Py (al Ez), with a bigger horizontal shift in AD than in LRAS (n
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2018/DSEAVI]

The SRAS curve would decrease, as less labour is available for production. m
The AD curve would also decrease, as the UN embargo reduces exports from Country Z. (n
As a result, aggregate output would fall. M

2018/DSEA/13(a)(i)
Potential output would drop as the working-age population gradvally decreascs. 2)
(from 5.36M in 2014 10 4.76M in 2054)

2020/DSEA O

Inflationary gap exist as shorl run output is larger than full employment output.
Excess demand in labor market will drive up mput price. ( 1 mark )
Production cost of firms increase and SRAS decrease and shift left ( 1 mark )

Short run ontput will decrease to Tull employment output tevel to close the inflationary gap ( 1 mark )

2020/DSENN9B

B) Infrastructure development will boost Government consumption expenditure ( eg. Employment of more workers ) and Gross
investment expenditure ( purchase of more capital good ). Both G and I will increase the agpregate demand and the aggregate demand
curve will shift rightward. (3 marks )

The construction of infrastructure will increase the quantily of faclor endowment of an economy hence the production capacity will
increase. LRAS increase and shift rigchtward. Fulll employment level will increase. (3 marks )
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2021/DSEAT

(a} Deflationary (output) gap is the gap between full employment output and a lower actual output. (1)

Iltustrate in the diagram:
«  Current initial deflationary gap 3 )]

(b) Verbal elaboration:
The natural disaster would lead to a temporary close down of factories, so the short run aggregate 43
supply decreases. Many people would reduce present consumption and hence the consumption
and investment expenditure decreases, aggregate demand decrgases, Henee, the deflationary gap
widens.

Indicate in the diagram:

- AD shifts leftward )
- SRAS shifts leftward {n
- Correct new Y with a lurger gap {1y
Price level LRASs
SRAS)
/ o ,SRAS:

AD: aggregate demand
SRAS:  short run aggregate supply
LRAS: long run aggregate supply

gap Deflationary {output) gap
e
NAD; * ADs
Aggregate ontput
Ye

{c} When the central bank carries out open market purchase of government bonds from the general
public and the commercial banks, the cash hold by public and reserves in banking system increases,
so the deposits also increases. Holding other factor constant, the moncy supply will increase and
the nominal interest rate will decrease. Hence, the cost of borrowing decreases and people will
borrow more money for consumption and investment, aggregate demand increases and hence the
deflationarv gan is narrowed.

Provided by dse.life



6.3 FISCAL BALANCE AND TRADE BALANCE

Multiple Choice Questions

1996/AL/11/26
If a country has a trade deficit, a rise in national income will

A, enlarge the trade deficit.

B. narrow the trade deficit.

C.  achieve an equilibrium in its balance of payments.
D. increase the value of net exports.

2003/ALN126

Which of the following can explain the co-existence of unemployment, budget deficit and trade deficit?

A. afall in consumption expenditure
B. afall in investment expenditure
C. afall in exports

D. afall in government expenditure

2012/DSE/N/31

Macroeconomics by Topk

6. The AD-AS Modgl

In an open economy, the government expenditure is equal to tax revenue and the value of exports is equal to the value of

imports. If there is an increase in private consumption expenditure, the government will have

A.  abudget deficit ...... a trade deficit

B.  abudget deficit trade surplus

C.  abudget surplus ...... a trade deficit

D. abudget surplus ...... a trade surplus
2013/DSE/N/31

_and there will be

Initially an economy operates at the full-employment equilibrium and the government expenditure equals its tax revenue.

Which of the following will result in a coexistence of deflationary (output) gap and budget deficit?

a reduction in taxes

a reduction in money supply

a reduction in government expenditure
a reduction in desire to import

Tow»

2016/DSEN/39

Suppose Country A initially operates at the full-employment equilibrium and the fiscal budget of the government is balanced.
and of

In the short run, an economic recovery of Country A’s trading partners will result in
Country A.

an inflationary (output) gap ...... a fiscal surplus
an inflationary (output) gap ...... a fiscal deficit
a deflationary (output) gap ...... a fiscal surplus
a deflationary (output) gap ...... a fiscal deficit

onw>
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2016/DSE/1/40
Under which of the following situations may a fiscal deficit and a trade deficit be eliminated at the same time?

(1) adecrease in nominal interest rate
(2) adepreciation of the economy's currency
(3) an increase in income tax

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

) LRAS
Price level SRAS
AD
0 > Qutput level

Suppose the economy initially operates at E; 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. narrower ... trade deficit
D.  wider ... trade surplus

2018/DSE//36
Suppose a deflationary (output) gap and a fiscal deficit exist in a country. Which of the following wouldnarrow the
deflationary(output) gap and reduce the fiscal deficit at the same time?

A, increasing government expenditure on infrastructure

B. reducing the profits tax rate

C. increasing the tax rebate on salaries tax

D. allowing more tourists to travel to the country visa-free

2019/DSE/1/40

Suppose an inflationary (output) gap and a fiscal surplus exist in an economy. Which of the following
measures would help narrow the inflationary (owtpur) gap and aftain a balanced fiscal condition at the same
thpe? R

A.  reducing quota for inbound tourists

B. raising income tax rate

C.  adopting 2 universal reti protection schemo for all elderly aged 65 or above
D. ing gov it spending on infi
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2021/DSE//29

The outbreak of COVID-19 results in a significant decline in employment level and the volume of exports
of a country.

Which of the following policies can most likely relieve the above two problems?

The central bank reduces the discount rate.

The government distributes cash to citizens aged 18 vears old or above.

The government imposes ‘employment support scheme” to industries that are adversely affected,
The country devalues its currency against the currencies of its major trading partners.

cows>

2021/DSE//37

Which of the following policies may narrow a deflationary (output} gap and reduce the budget deficit at the
same time?

A.  an open market purchase of government bonds
B, anincrease in income tax allowance

C. areducton in transfer payment

Ih.  anincrease in yequired reserve ratio

Matroeconomics byTopc
6. The AD-AS Modde|

Short & Structured Questions

2002/AL/T/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 from problems of unemployment and the ‘twin deficits’ (i.e., 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, (iit) a fall in exports. Evaluate the ability of each of these factors to
explain the coexistence of unemployment and the twin deficits. (6 marks)

(b)  As a 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/ALNV/6(a)(i)

A country running trade deficits against the rest of the world can deal with the problem by either 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 Iatter 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

1996/ AL/I/2G 2012/DSEA/31 2016/DSEN/39 2017/DSEA/39 2019/DSE//40
A C (40%) A (69%) D (51%) A
003/ ALAIR2G 2013/MSE/A/31 2016/DSEA/A0 2018/DSEN/36 2021/DSENRY
C B {45%) C (34%) D (62%) D
2021/DSEA37
A
2002/AL/T/6
(a)  The 3" explanation, fall in exports, can be a common cause of unemployment and the twin deficits.
XI=>AD | =
Yi= ect 1:] unemployment
Yi=> ect 2:] tax revenue | = fiscal deficit

Yi=> tEffcct 3:] imports | = trade deficit
[since the effect of AX on NX is bigger than its effect through AM, te. X | » M []

Note: For a given size of the workforce, an increase in unemployment implies a decrease in labour employment, which
implies in turn a decrease in output (¥), given the production technology und other factors of production.

(b)  Fiscal contraction has the Following consequences:
GilandTTI=> AD | =
= gct 1:] unemployment
ffect 2:] tax revenue | but fiscal balance still 1
[hecause the effect of AG on (T - GY is bigger than its effect through AT, 1e. G | > T |]
Y | = [Bffect 3:] imports | =» trade balance 1

(No.) this single stone can at best kill two birds, but not all three.

2006/ ALY 6(a) 1)
Incame taxes as expenditure-redncis
Income tax rate 1
= disposable income |
= consumption demand and import expenditure |
=> improvement in trade balance (given exports}

ng policy

276
— » - ~ = ]
) ! ] ' ) { ) [ ) u 3 & 3 € i

F i)
o —cs

== B2 Pryvided bydsetife




43.

44.

2022

The following table shows the production and consumption data in Country A, which only produces and

consumes clothing (C) and food (F).

Clothing (units) Food (units)
Total production WITHOUT trade 10 60
Total production with specialisation 60 0
Total consumption with trade 20 120

The terms of trade is

vows

The diagram below is about a small open economy imposing an import quota on Good X.

1C=2F
1C=3F
1C=5F
1C=6F

Price
A

P world price | = = = - —

So

If the world price of Good X drops,

Sowx>

the quota will become ineffective.

» Quantity

the quantity of Good X produced domestically will decrease.
the quantity of Good X consumed domestically will increase.
the domestic price of Good X will remain unchanged.

In a two=countrv=two-good modcl, the outputs per unit of resources of both countrics arc as follows,

Rice (units) Toys (units)
Comiry E 10 OR 20
Country F 5 OR 15

(1) Assumc the terms of trade are thal 1 umil of rice can be exchanged for 2.2 unils of toys. Calculale the
rains from trade of EACH country when trading 1 unit of rice. Show vour workings.

(b) With reference to vour answer in part (a). defend the following statement, “There is still a basis for
(2 marks)

trade even if a country has no absolute advantage in producing any goods.”
4. Country B and Country C are two large open economies. Facing a huge visible trade deficit, Country B

imposes a per-unit tacifl on goods imported from Country €. Suppose Country B's demand for goods

imported [rom Country C is clastic.

@ With the aid of Figure 1. explain how the tariff would affect the total expenditure of Countrv B on

goods imporied [rom Country C. (6 marks)
{b)y  “Devaluation of a country s currency against its trading partoers” may have the same effect on imports
as Lanfl” Use Country B as an example (o jusily (his statement (2 marks)

{c)  Apart [rom the elfect on the country’s visible trade balance. explain ONE other eflect of devaluation

on ils balance of paymenls.

(2 munks)

Price (interms of Country B's currency)
A

0

>melil_\’ of goods imporicd rom Country C

(4 marks)



SECTION 7: INTERNATIONAL TRADE

7.1 GAINS FROM FREE TRADE

Multiple Choice Questions

1990/CE/11/42
A country gains from trade because

A. it obtains goods at a lower opportunity cost.

B. it collects tariff revenue.

C. it exports more than it imports.

D. it specializes in producing goods in which it enjoys an absolute advantage.
1990/CE/11/48

The tablé below shows the production of two goods in two countries:

One unit of resources can produce
Clothes (units) Toys (units)
Country X 10 OR 5
Country Y 2 OR |

Suppose there are no barriers to trade between the two countries,

A. X will export clothes and toys to Y.

B. X will export clothes and import toys from Y.

C. Y will export toys and import clothes from X

D. neither country will benefit from their mutual trade.

1991/CE//53

P - |

1L

7. intemnationai Tli\d'e vo

The following table shows the number of man-hours required for the production of two goods X and Y in Countries A and B.

Country A

Country B

1 unit of X
1 unitof Y

1 man-hour
3 man-hours

2 man-hours
4 man-howrs

According to the principle of comparative advantage,

277

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 Country B.
1 o] e y )
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1992/CE/1/51
Refer to the following table:

Toys (units) Machinerylunits)
HK'’s output per man-hour 30 OR 20
U.S.A.’s output per man-hour 50 OR 40

(1) The LS A hog an obsolute advantage 1o producmy both goods

(2) The LS. A. has un nbsolute ndvantnge in producing machiery only
(3) Hang Kong has mcomparntive ndvantage m producng toys

(4) Hong Kong has a comparative advantage in producing machinery

A.  (1)and (3)only
B. (1)and (4) only
C.  (2)and (3)only
D. (2)and(4) only
1992/CE/1/53

International trade is beneficial to a country if

A, that country exports more than it imports.
B.  that country imports more than it exports.
C. it allows a more efficient use of resources.
D. it enables the government to collect tariff revenue
1993/CE/TI/52
Output per unit of resources
Country Wheat(units Cotton (units)
X 2 OR 4
Y | OR <3
According to the above table, country X has a opportunity cost in producing wheat and country Y has a
comparative ndvantage in producing Therefore, country Y will import from country X
A, lower cotton ...... wheat
B. lower wheat ...... cotton
C.  lugher wheat ... wheat
D higher catton cotton
1994/CE/11/52

Suppose a country has an absolute advantage in good X. Which of the following is correct?

1t is possible that the country has a higher opportunity cost of producing good X than another country.

The country can produce a greater amount 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 absolute disadvantage in another good.

gow>
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1994/CE/T1/53
The following table shows the production of two goods in two countries

One unit of resources can produce

Clocks Tovs
Country A 2 OR 4
Countrv B 6 OR 8

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 A and B will not gain from trade.

C. A will not gain from trade.

D. B will not gain from trade.
1995/CE/1/51

If a country has a comparative advantage in good X, 1t 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/CE//52
Suppose in Country A one unit of resources 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 T unitof Y
B. X... 1/6 units of Y
C. Y .. luitof X
D. Y... 1/6 units of X

1996/CL/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
Countrv B 4 OR 8

Which of the following is/are true?

(1) The opportunity cost of producing shoes in Country B is lower than that of Country A.
(2) Country B enjoys absolute advantage in the production of both goods.
(3) Tftrading opportunities were opened up, Country B would export garment and import shoes.

A {l)only

B. (3)only

C. (l)and(2)only

D (2)and (3) only
1996/CE/11/47

A country will gain from international trade if

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/11/53 1999/CE/11/46
Which of the following economic principles can best explain why a doctor, who is the fastest typist in town, chooses to If a country specializes and exports good X, it implies that
employ a typist to do all the typing for him?
A, The country needs to give up less of other goods than other countries in order to produce good X.
A, economies of scale B.  This country has more resources than other countries for countries for producing good X.
B.  comparative advantage C.  This country uses less resources than other countries for producing the same amount of good X.
C.  diversification of work D.  This country can produce good X at a lower cost than other goods.
D. law of diminishing returns
1999/CE/11/48
1997/CE/11/53 Suppose the output per man-hour of China, Japan and the US are as follows:
Suppose the production of cars and shirts in Mainland China and in the U.S.A. is as follows
DVD (unilsg) VCD (Units)
One unit of resources can produce China 10 OR 30
Car {units) Shirts (units) Japan 20 OR 20
Mainland China 1 OR 4 Us 30 OR 30
US.A 2 OR 3

According to the table,
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, The US has a comparative advantage in producing both goods.
The US has a comparative advantage in producing VCDs only.
China has a comparative advantage in producing DVDs only.

Tapan has a comparative advantage in producing DVDs only

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.

vow>
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Z000/CE/MN/46
Suppose there are good X and good Y only. If a country has a comparative advantage in good X, it will have
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: A, an absolute advantage in Y.
B. an absolute disadvantage in Y.
Bananas (Units) Shoes (Units) C.  acomparative advantage in Y too.
Country A 4 OR 12 D.  ahigher opportunity cost in producing Y.
Country B 2 OR 4

Answer questions 47 and 48 by referring to the following table. It shows the amount of resources (in man-hours) required to

1998/CE/11/43 ; ) . "
. . duce 1 unit of X or 1 unit of good Y try A and try B, tively.
Which of the following statements s correct? produce 1 unit of good X or 1 unit of goo in country A and country B, respectively.
. . . . Good X Good Y.
A, Country A has both an absolute and comparative advantage in the production of bananas. Countiv A o(: 002
B. Country A will export shoes. Countey B 3 2
C.  Country B will import bananas. QuUntEY
D. Both countries will gain if 1 unit of bananas is exchanged for 4 units of shoes,
2000/CE/N1/47
1998/CE/I1/44 With 1 un_lt of resources , ‘counu?y A can produce c.lther unit(s) of x or unit () of Y while country B can
produce either unit(s) of X or unit (s) of Y.

There are 4 units of resources in each country. Before trade, both countries use 1 unit of input to produce bananas and 3 units
to produce shoes. If complete specialization takes place in the two countries, what will be the change in the total output of

bananas and shoes of the two countries? g

A, Only the production of bananas will increase. g

B.  Only the production of shoes will increase. :

C.  The production of bananas will increase but the production of shoes will decrease.

. : h f ‘
D. The production of both bananas and shoes will increase 2000/CE/II/A8
Both countries will gain from trade if 1 unit of X can exchange for
1998/CE/11/45 A 05Y.
1f Country X can produce the same amount of each good with less resources than Country Y, then B' O'GY.
i . 5 C. 0.75Y.

A, there is no favourable terms of trade between Country X and Country Y. P iy

B. Country Y may still produce some goods at a lower opportunity Costs. ) )

C. trade can still take place based on absolute advantage.

™ et V- oogesses comparative advantage on atl goods.
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7 nemationad Trade

2001/CE/I/42

The production cost of 1 unit of food in country X i1s 3 units of clothing. When country X trades with country Y, it can obtain
1 unit of clothing import by export 0.2 units of food.

What is country X''s total gain from trade if it exports 10 units of food to country Y?

20 units of clothing
30 units of ¢lothing minus 10 units of food
50 units of clothing
50 units of clothing minus 10 units of food

Tnw

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/N/43
After specialization, country A produces units less of good X and units more of good Y. Therefore the
opportunity cast of producing 1 unit of good Y is units of good X.
A.
B.
C
D.
2001/CE/11/44
In trading, country A exports units of good Y and imports units of good X. Therefore the terms of trade is
A 20 ... 10 ... 1Y =1/2X
B. 20 ... 10 ... 1Y =2X
(CH
D.

2002/CE/M/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.

SOw>
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2002/CE/11/45
The following table shows the output of X and Y per unit of resources in countries A and B
Goods X (units) Goods Y (units)
Country A | OR 3
Country B 2 OR 4

Which of the following is/are the terms of trade under which trade between the two countries is mutually beneficial?

A 1X=2Y

B. 1X=3Y

C. 2X=5Y

D. All of the above are correct.
2002/CE/I/47

Consider the trade between two countries X and Y, both of which produce garments and computers only. If country X has the
comparative advantage in producing garments, then country X

A produces more garments per unit of resources than country Y.

B. produces better quality garments than country Y.

C.  gives up a smaller amount of computers in order to produce a unit of garments than country Y.
D. gains more from their trade than country Y.

Answer Questions 45 and 46 by referring to the following table.
Before trade, the actual output of Country A and Country B with all their resources evenly allocated between the production
of Good X and Good Y are shown below:

Good X (Units) Good Y (Units)
___Country A 100 AND 250
Country B 100 AND 50

2003/CE/11/45
Which of the following about the two countries is correct?

A, Country B has a comparative advantage in producing Good Y.
B. Country A can produce the same amount of Good Y with fewer resources.
C.  Trade between the two countries would not be mutually beneficial if the transportation cost of trading 1 unit of
Good X is 2 units of Good Y.
D. Country A would have a larger gain than Country B from each unit of Good X traded.
2003/CE/1/46

Suppose each country has to pay a transportation cost of 0.5 units of Good X in trading 1 unit of Good Y. Which one of the
following terms of trade is mutually beneficial?

A 1Y=05X
B. 1Y=1X
C. 1Y=15X
D. 1Y=2X
2004/CE/11/45

Both countries A and B produce goods X and Y. Under which of the following conditions does country A have a comparative
advantage in the production of X7

One unit of X can be exchanged for more units of Y in country A than in country B.

In producing one unit of X, country A forgoes a smaller amount of Y than country B.

The opportunity cost of producing X in country A is smaller than that of Y in country B.

The amnaunt af resources used in producing one unit of X is less in country A than in country B,
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Refer to the information below and answer questions 46 and 47.

Both country A and country B produce nce 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
output in country A and country B are shown below,

Rice (Units) Wine (Units)
Country A 6 AND 9
Country B 10 AND 8

2004/CE/11/46
With ONE unit of resources,

(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 18 units of wine.
(3) country B can produce either 5 units of rice or 4 units of wine.
(4) country B can produce either 10 units of rice or 8 units of wine.

A, (1yand (3) only
B. (1)and (4)only
C. (2)and (3) only
D. (2)and (4) only

2004/CE/MNMT
Which of the following statements is correct?

A.  According to the principle of comparative advantage, country A will import wine.
B.  According to the principle of comparative advantage, country B will import rice.
C.  Country A has an absolute advantage in the production of wine.

D.  Country B has an absolute advantage in the production of rice.

Answer Questions 45 and 46 with reference to the following table.
The following table shows the number of man-hours required by Country A and Country B in the production of toys and
watches

1 unit of Toys 1 unit of Watches
Counfry A 1 man-hour 3 man-hours
Country B 2 man-hours 4 man-hours

2005/CE/11/45
Which of the following descriptions are cotrect?

(1) Country A enjoys an absolute advantage in the production of both goods.
(2) Country A enjoys an absolute advantage only in the production of toys.
(3) Country B enjoys a comparative advantage in the production of toys.

(4) Country B enjoys a comparative advantage in the production of watches.

A, (1)and (3) only
B. (1)and (4) only
C. (2)and (3) only
D.  (2)and (4) only
2005/CE//46

According to the principle of comparative advantage, when the two countries trade with each other, Country A will export
and import and a mutvally beneficial terms of trade can be | unit of toys equals

A, toys .. watches ... 0.4 units of watches B. toys... watches ... 2.5 units of watches
C.  watches ... toys ...... 0.4 units of watches D. watches ... toys 2.5 units of watches
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2006/CE/11/43
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 computers.

C.  has a comparative disadvantage in producing cars.

D. requires less resources to produce each unit of computers.
2006/CE/11/44

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
| CountryB 8 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.
A 24 36
B. 24 90
C. 30...36
D. 30...90
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 each 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/11/44

By using one unit of resources, Country A can produce 10 units of good X or 5 units of good Y. We can then conelude that

Country A has a comparative advantage in producing good X.
Country A has a comparative advantage in producing good Y.
Country A may benefit from exporting good X if the international exchange ratio is 1X =1Y.
Country A may benefit from exporting good Y if the international exchange ratio is 1X =1Y.

Taw>

2007/CEMNAS
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.
Mutually beneficial trade is possible only if the transportation costs are lower than the total gains from trade.

Taw>
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2007/CE/T/46

The table below shows the amount 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 pood Y
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 1X=04Y
B. 1X=05Y
C. 1X=08Y
D 1X=09Y
2008/CE/11/45

Suppose there 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 |
According to the above table, Country A has a comparative advantage in producing Good because
A Y. with the same amount of resources, Country A can produce more Y than Country B
B. Country A has a lower opportunity cost in producing 1 unit of Y than in producing [ unit of X
C. ...... Country A’s opportunity cost of producing | unit of Y is lower than that of Country B
D X... Country A's oppartunity cost of praducing 1 unit of X is lower than that of Country B
2009/CE/11/46

The following table shows the amount of garments and shoes that country A and country B can produce with ALL of their
resources.

Garments (units) Shoes (units)
Country A U] OR 30
Codntry B Y] 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 1 unit of garments can be exchanged for more than 2 units
of shoes.

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

Sows
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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
Country B 5 OR 10

2010/CE/11/45
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 of 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/11/46

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, Country 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/MI/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
Country Y 4 man-hours 8 man-hours

Baded 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 ...... Country X

D. Country Y ... Country Y
2012/DSE//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.

TNw >
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2012/DSE/1/38

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 determine

(1) the possible range of the terms of trade.
(2) the gain of cach country from trading one unit of the good.
(3)  the total gain of both countries from trading one unit of the good.

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

Answer Questions 38 and 39 by referring to 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 15 AND 5
| Japan 24 AND 12

2013/DSE/1/38
Which of the following statements about the above case is correct?

(1) Japan has a comparative advantage in producing computers.
(2} Japan has an absolute advantage in producing computers.
(3) With complete specialization in the two countries, the total output of both rice and computers will increase.

A (1) only

B.  (1)and (2) only

C. (2)and (3) only

D (1),(2)and (3)
2013/DSE/1/39

Suppose the terms of trade is | unit of computers = 2.4 units of rice and the computer-exporting country has ta pay a
transportation cost of 0.1 units of rice for cach unit of export. To export 5 units of computers, the net gain of the country is
units of rice.

A 15
B. 2
(Co 5
D 3
2014/DSE/1/41

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 unit of Good X 1 unit of Good Y
Country A 10 units 25 units
Country B 5 units 15 units

Trade is mutnally beneficial between Country A and Country B when the terms of tradc is

A, 1X=035Y
B. 1X=04Y
C.  1X=1.25Y
n 1X =7 173Y
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2014/DSE/1/44
The following table shows the data about Country A,
Petrolenm Rubber
(unit) (unit)
Total output with no international trade 60 and 90
Total output with specialization and international trade 0 and 210
Total consumption with international trade 90 and 120

Which of the following statements about Country A is correct?

A.  Country A has both absolute advantage and comparative advantage in producing rubber.

B.  The gain from trade of exporting 1 unit of rubber is 1 unit of petroleum.

C.  The opportunity cost of producing 1 unit of rubber (R) is 2/3 units of petroleum (P) and the terms of trade is
1R =3/4P.

D Country A can benefit from trading with Country B, whose opportunity cost of producing 1 unit of rubber is 2
units of petroleum.

2015/DSE/1/40
Assume the Jabour input requirements for the production of computers and toys in Japan and Hong Kong are as follows:
1 unit of computers 1 unit of toys
Japan 2 man-hours 6 man-hours
Hong Kong 4 man-hours 8 man-hours

Suppose there is no trapsportation cost. Which of the following can be the terms of trade so that trade is mutually beneficial
to Japan and Hong Kong?

A. 1 unit of computers exchanges for 0.4 units of toys

B. 1 unit of computers exchanges for 0.5 units of toys

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 country has an absolute advantage in producing good X. Which of the following statements about the country is correct?

A, The country can produce a greater amount of good 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 from the international market.
2016/DSE/1/41

The tollowing table shows the amount of toys or cars that Country A and Country B can produce with the same amount of
resources.

Toys Cars
[ Country A 50 or 80
| Country B 20 or 60

The transportation 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?

1 unit of toy = 1.6 units of car
1 unit of toy = 2 units of car
1 unit of toy = 2.6 units of car
1 unit of toy = 3 units of car

Tow>
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2017/DSE/1/43
The following table shaws the number ot man-hours required by Country A and Country B in the production of toys and

watches.

L unitoftoys | 1 unit of watches
] Country A 4 8
I Country B 5 20

Supposc the transportation cost for 1 unit of toys is 0.] units of watchces and it is borne by the exporting country. Which of
the following would be a mutually beneficial terms of trade between Country A and Country B?

A. 1 unit of toys = 0.3 units of watches

B. 1| unit of toys = 0.4 units of watches

C. 1 unit ol toys = 2.5 units of watches

D. 1 unit of toys = 6 units of watchcs
2018/DSE/1/43

The following table shows the output per unit of resources in Countries A and B:

Computer (units) Rice (units)
[ Country A 16 OR 16
| Country B 12 OR 3

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?

o0w»

0.5 units of computer
1 unit of computer
2.5 unils ol computer
5 units of computer
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Refer 1o the following table which shows the costs of production of two goods in two countries:
TV Sets Cars
Japan ¥80 ¥160
USA $10 $30

Which of the following are true?

(1) Japan has a comparative advantage in the production of cars.

(2) Aterms of trade ratio of | Car = 2.5 TV sets would make the trade between the two countries mutually
beneficial.

(3) U.S.A. has an absolute advantage in the production of TV sets.

A, (1)and (2) only
B. (1)and(3) only
C. (2)and (3) only
D (1),(2)and (3)
1996/AL/I/25
The unit cost of producing cars and computers in the U.K. and Country A are given below:
Curs Computers
UK. £280 £70
Country A $450 $150

Which of the following statement(s) is/are correct?

(1) Country A has a comparative advantage in producing cars.
(2) U.K. has an absolute advantage in producing both goods.
(3) U.K. has a comparative disadvantage in producing cars and an absolute advantage in producing computers.

A, (1)yonly

B. (l)and(2)only

C.  (2)and (3) only

D (1} (2)and (3)
1997/AL/I/15

The unit cost of production of garments and Discmans in Hong Kong and Japan are as follows:

Garments Discmans
Hong Kong $200 $2 000
Japan ¥10 000 ¥50 000

Which of the following are true?

Tow»>

(1) Hong Kong has a comparative advantage in producing garments.

(2) If the 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) If the terms of trade are that 1 unit of Discmans can be exchanged for 9 units of garments, then the gain to
Japan from exporting | unit of Discmans is 4 units garments.

(1) and (2) only
(1)and (3) only
(2) and (3) only
(1), (2) and (3)
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2019/DSE/1/42

The following table shows the amount of goods that can be produced with 1unit of resources in Couniry A
and Country B respectively,

Good X (units) Good Y {units)
Country A 8 or n
Conntry B -2 o 4 N

Suppose the transportation cost for 1 unit of Good X is 0.2 units of Good Y and it is borne by the exporting
country. Which of the following is & mutually beneficial terms of trade between Country A and Country B?

A. 1 unitefGood X = 1.3 units of Good Y
B,  lunitofGood X = 1.7 wits ofGood ¥ .
C. 1 unit of Good X = 1.8 units of Good Y
D. 1 unit of Good X = 2.0 units of Good Y

2020/DSE//42
The following table shows the ammounts of consumption on two goods in Country A and Country B before

international trade, Assume both countries use one unit of resources on producing Good X and one unit of
resoutees on producing Good Y.

Consumption before trade
{units)
Good X Good Y
Country A 160 and 25
Country B 30 nod 40
1 Country Awnd Country B completely specialise their production and trade with each other, the total output
of both countries wilt increase by units of Good X and units of Good Y.
A 15 15
B. 15...,.20
C. i 15
D220

2021/DSE/T/43

Both Country A and Country B produce only toys and computers, The table below shows the smount of
inputs required by Country A and Country B in the production of toys and computers.

I unit of toys 1 unit of compuiers
Country A 2 5
Country B 3 2

Based on the above infoemation, which of the following statements is correct?

A, Country A has an absolute advantage in the production of computers over Countey B.

B.  Country B has no comparative advantage in prodacing any goods s its apportunity cost of
producing toys equals that of producing computers,

€. Ifavansportation cost of | unit of computers is required to trade | unit of toys, t is impossible
o have mutually beneficial trade,

D, Iis impossible to have mutoally buneficial trade as the two couniries have equal productivity in
producing toys.

Matroeconomics by Topic

/Z. international Trade

Short & Structured Questions

1991/CE/1/3/(c)
Suppose there are only two countries and two commodities in the world. Every year each 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 below:

Food (units) Clothing (units)
Country A 6 OR 2
Country B 3 OR 20
(1) Which country has a comparative advantage in producing food? Explain your answer. (7 marks)

(it} Calculate the increase in the total output per year of each commeodity 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 two

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 Rice (units
Country A 1 OR 2
Country B 3 OR 4

(i1) According to the principle of comparative advantage, which product should Country A specialize in? Explain your
answer in terms of opportunity cost, (6 marks)

(i1} 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 your answer in (a)(ii) change? Explain. (4 marks)
1993/CE/1/2/(a)
Suppose the annual output per unit of resources in the U.S.A. and China are as follows
Clothing(Units Toys(Units)
US.A. 2 OR 4
China 1 OR 2
(i} Inthe US A, what is the opportunity cost of producing one unit of clothing? One unit of toys? (2 marks)

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)

(1) State the principle of comparative advantage. According to this principle, explain whether specialization and trade can
benefit the above two countries. (6 marks)

(1i1) 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)
[
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1994/CE/1/9/(c)

Macroeconomics Oyl
7. International Tracde

Suppose the production of cars and apples in Japan and in the U.S.A. is as follows:

One Unit of Resources Can Produce

Cars (Units)

Apples (Units)

I

Japan

2

US.A.

1

4

Suppose there are no trade barriers between the two countries. When trade opens up, 3 units of apples are traded for 1 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//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

principle. (4 marks)
(b) Calculate the range of the exchange ratio between goods X and Y for both countries to gain from trade. (4 marks)
1996/CE/1/10(a)
The table below shows the output per unit of resources of two countries in a certain year
Clothing (units Rice (units)
Country A 2 OR 6
Countiy B [0 OR 2
(1) Explain which country would have a comparative advantage in producing clothing. Show your calculation. (3 marks)

(1) 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

(1) 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/1/10(a)
With one unit of resources, the output of food and clothing in Country A and Country B is as follows:
Food (units Clothing (units
Country A 4 OR 8
Country B 3 OR 6
(i)  Explain whether there are mutually beneficial terms of trade between these two countries. (3 marks)

b3 o 1 R 1 1l 3
Maeeeconormics by Topic
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1998/CE/1/10(a)
Suppose the output per unit of resources of three economies — Hong Kong, Mainland China and Taiwan — are as follows
Toy (units) Computer (units)
Hong Kong 40 OR 4
Mainland China 50 OR 2
Taiwan 50 OR 10
(1)  Calculate the opportunity cost of producing computers for each economy and point out which economy has a
comparative advantage in producing computers. (4 marks)
(1) Explain whether Hong Kong and Mainland China would gain from trade if 10 units of toy could be exchanged for 1
unit of computer (6 marks)
1999/CE/1/9(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

Japan

OR
OR

2

2

Suppose France and Japan trade at an exchange ratio of 3 units of red wine to 2 units of cars. Calculate the gain per unit of

tmport for France.

2000/CE/I/11(2)

(6 marks)

The following table shows the actual output of Country A and Country B. Each couniry employs 40% of resources to
produce wine and the other 60% to produce clothing.

Wing (units) _|Clothing {units)
Country A 1200 900
Country B 400 2 400

(i1)  Suppose only Country A benefits from technological advancement and it can now produce 5 units of food or 20 units of

®

(i

Calculate the opportunity cost of producing one unit of wine for EACH country and hence explain which country will

export wine if they trade with each other.

(6 marks)

What 1s the minimum transportation cost per unit of wine (expressed in terms of clothing) which will result in both

countries NOT gaining from trade? Explain

2001/CE/1/9(a)
Suppose the output of garments and computers per unit of resources of the two economies, Hong Kong and the USA, are as
folluws

0}

(1)

your answer,

Garments (units)

Computers [units)

Hong Kong 4 OR 2
USA 4 OR 5

(4 marks)

Calculate the opportunity cost of producing one unit of garments for EACH economy. Explain which economy would

export garments,

(4 marks)

Suppose the exporting economy has to pay a transportation cost of 0.5 units of computers to export 1 unit of garments.
Find the possible range of terms of trade (for 1 unit of garments) that is mutually beneficial for both economies.

clothing with one unit of resources.

(I) Explain which country has a comparative advantage in producing food.

(3 marks)

(II) If the exchange ratio between the two countries is 1 unit of food for 3 units of clothing, calculate the gain of

Country B per unit of export.
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2002/CE/1/9
The lollowing table shows the maximum amount of toys and computers that Country A and Country B can produce in a year
with ALL of their resources respectively.

R e e T A AR g g e e
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2005/CE/I/10
With the same amount of resources, the output of watches and television sets in Country A and Country B are as follows:

Toys (Units) Computers (Units)
Country A 15 OR 5
Country B 10 OR 5
Explain whether we can conclude from the above table that Country A has
(a) an absolute advantage
(b) a comparative advantage
n producing toys. (7 marks)

2003/CE/N/10(c)
Suppose the output of paper and cars per unit of resources of Country A and Country B are as follows:

Country Watches (Units) TV sets (Units)
A 10 OR 5
B 20 OR 15
(a) (1) Explain which country enjoys the absolute advantage in the production of television sets. (2 marks)

(ii) 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 advantage. According to this principle, explain which country would export
watches. (5 marks)
(i) () Point out the range of terms of trade (for | unit of watches) that is mutually beneficial for both countries.
(2 marks)
(II) Explain why a terms of trade outside the above range would not be mutually beneficial for bath countries.
(4 marks)

Paper (units)

Cars (units)

Country A

10

OR

10

Country B

15

OR

30

2006/CE//8
Suppose the output of clothing and computers per unit of resources of Country A and Country B are as follows

(i)  Explain which country has a comparative advantage in the production of paper. Calculate the total gain to the two
countries from trading one unit of paper. (5 marks)

(i) Suppose a newly developed Country, X, now offers paper for sale with an exchange ratio of 1 unit of paper to 0.5 units
of cars. Explain whether Country B would import paper from Country A, (3 marks)

2004/CE/1/11(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)

Computers (units)

Country 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 I unit of clothing is traded for 2.5 units of computers between the two countries. Calculate Country A’s gain

from trade per unit of export.

2007/CE/1/10(b)

(2 marks)

Assume the output of vegetables and jewels of one unit of resources in two cities are as follows respectively:

Clothing (units) Cars (units)
Econonity A 20 OR 10
Hong Kong 12 OR 3
(i)  Explain whether Economy A has an absolute advantage in producing clothing. (3 marks)

(1) Explain in which product Economy A has a comparative advantage. Calculate the gain per unit of export for Economy

A if the two economies trade at an exchange ratio of 5 units of clothing to 2 units of cars, (6 marks)
295
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Vegetables (unit)

Jewels {unit)

Hong Kong

5

OR

1

Shenzhen

12

OR

1

(i} Suppose the terms of trade between the two cities is 1 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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2008/CE/N/7

Macroecanomics | byTur.*
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The amount of resources of Country A is half that of Country B. Both countries use ALL their resources in production,

Their maximum output in a year is shown below.

Food (units) Machines (units)
Country A 20 OR 50
Country B 40 OR 60

Explain, respectively, whether Country B has an/a

{a) absolute advantage
(b) comparative advantage

in producing food.

2009/CE/1/10(b}

Suppose the following table show the outputs of mainland China and Taiwan per unit of resources.

(i}  Explain which economy would have a comparative advantage in producing computers.

Computers [units)

Mainland China
Taiwan

50 OR
200 OR

(7 marks)
Toys (units)
90
250
(4 marks)

(i) Suppose | unit of computers can be exchanged for 1.5 units of toys when trade opens up between the two economies.

1f the computer exporting 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.

2010/CE/1/10(b)

Suppose the following table shows the outputs of Hong Kong and Japan per unit of resources.

Medicine (units)

Hong Kong
Japan

40
20

OR
OR

(i)  State the principle of comparative advantage.

(3 marks)
Watches (units)
100
40
(2 marks)

(i1) According to the principle of comparative advantage, find the range of terms of trade (for 1 unit of medicine) that is

mutually beneficial for both economies.

2012/DSE/I/9

(4 marks}

Country A requires 2 working-hours to produce a unit of shirts while Country B requires | working-hour. On the other hand,
Country A requires 10 working-hours to 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 1 unit of shirts (in terms of watches) for Country A and Country B.

(2 marks)

(b) State the principle of comparative advantage. According to this principle, explain which country would export shirts.

(c) Find the range of terms of trade over which exchange between both countries is mutually beneficial.
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2013/DSE/M/5
Each unit of resources can be used to produce the following amount of goods in Country A and Country B:

Food {units) Smartphoncs (umé)~
Country A 30 OR 40
Country B 40 OR 80

(a) 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/1/8
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 8 OR 4

(a) 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 5 units of paper. Calculate the

gain per unit of import for Country A.

2015/DSE/M/T

(3 marks)

Suppose both Country A and Country B use ALL their resources in production. Their maximum output is shown in the table

below.

Rice (units)

Clothing (units)

Country A

15

OR
OR

3
4

Country B 8

(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

trade for the clothing-exporting country. Show your workings. (4 marks)

2016/DSEM/7

The input requirements in the production of one unit of clothing and onc 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 11 units of toys.
(a)  Which good would Country A export? Explain, (3 marks)

(b) Suppose a transportation cost of 2 units of toys is required to exchange for | 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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7. Internationat Trade Suppose the outputs per unit of resources of Country A and Cuunh‘}il} are as ft.)_{lows:

Toys (units) Cars {units)
2017/DSE/N/7 5
Country A and Country B both allocate half of their resources in producing food and half in producing computers. Their otal Countyt 1 O !
output is shown below. Country B 20 OR 10 J
Food (units) Computer (units) {a) Which good would Country B export according 10 its comparative advamiage? Explain, (3 marks)
Country A 100 50 (b)  Suppose Country A and Country B trade at an exchange ratio of § waifs of toys w0 4 umits of cars. A
Country B 100 100

tansportation cost of 0.2 unils of cars is required to exchange for 1 unit of toys and the cost is
equally shared by bots countries. Calcutate the gain per unit of export of Country B, Show your

(a) Explain whether Country B workings. {3 marks}
(i)  cnjoys an absolute advantage in producing computers, 2021/DSEAS

(ii}  will cxport computers.

Suppose the ontpuls per unit of resources of Country A and Country B are as follows.

(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- e =
exporling country when it exports 16 units of computer. Show your working. (3 marks) Rice (units) Wheat (units)
Country A 10 OR 4
2018/DSE/II/8 Country B 8 OR 3
try

Suppose the labour requircment for the production of toys and clothing in China and Japan is as follows:

Find the range of terms of trade over which exchange between these two countries is mutually beneficial,
Show your warkings. (3 marks)

1 unit of toys
10 man-hours
8 man-hours

1 unit of clothing
2 man-hours
4 man-hours

China
Japan

(a) Calculate the opportunity costs of producing one unit 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)
(¢) Suppose the transportation cost per unit of toys traded is 0.1 units of clothing and has to be shared cqually by both
countrics. Find the range of terms of trade over which exchange between both countries is mutually beneficial,
(2 marks)

2019/DSE/1I/8

The amount of resources fn Country A is twice of that in Country B. Both countries allocate half of their
resources to produce cars and the other half to produce toys. The following are the total outpats of both
countriea:

Cars (units)

Toys {units)

Country A

100

100

Country B

100

60

(8)  Explain whether Country B has
(i)  anabsolute advantage in producing cars.
(i) a comparative advantage in producing cars.
(5 marks)

®) Suppose the exchange ratio is § units of cars for 4 units of toys. Calonlate the gain from trade for the
car-importing country when it imports 10 units of cars, Show your workings. {3 marks)
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MARKING SCHEME

1990/CE/H/42 1996/CLE/1/53 200LCE144 2006/CE/11/44
A B D B (65%)
1990/CE/11/48 1997/CE/1/53 2002/CE/N1/44 2006/CE/11/46
D B A (44%) A(54%)
1991/CE/NT/53 1998/CE/MI/43 2002/CE/N/45 2007/CE/N1/44
A B C (44%) C(67%)
1992/CE/TI/51 1998/CE/MN /44 2002/CE/N1/47 2007/CE/1/45
A A C(69%) D (51%)
LA92/CEANSS 1998/CE/I/45 2003/CE/M1/43 2007/CE/N/46
o B C(31%) B (62%)
[993/CE//52 1999/CE/11/46 2003/CE/H/46 2008/CE/1/45
A A B (24%) C (65%)
1994/CE/11/52 1999/CE/11/48 2004/CE/11/45 2009/CE/1/46
A D B (50%) C(43)
1994/CE/1/53 2000/CE/T/46 2004/CE/MI4Q 2010/CE/1/45
C ) D (40%) A(61)
1995/CEAT/51 2000 CEMN4T 2004/CEM/4T 20 0/CE/T/46
B A C (65%) A(64)
20RCENA8 2005/CEMT/45 2010/CENM/47
B B (47%) B(51)
2001/CE/MNM2 2005/CEAT/A6 20124DSEN/3T
A A (47%) D (65%)
1996/CE/11/47 2001/CE/N43 2006/CE/11743 2012/DSE/N/38
D A C (43%) B (47%)
2019/DSEN/A2 2020/DS B/1/42 2Rl D(?” 55
C C
199 H/CE/N/3/(c)
(1) The opportunity cost of producing 1 unil of food

n Country 6 =2 units of clothing
in Country B: 20+ 3 = 4 units of clothing

Country A has a comparative advantage over Country B in food production because
A produces food at a refatively lower opportunity cost than B.

(1) Tncrease in foad = {6 units x 20) - [(6 units x 10) + (5 units x 10)]
= 10 units
Increase in clothing = (20 uaits x 203 - [(12 units > 10) -+ (20 units « 10)]
= 80 uniis

(iii) Terms of trade / exchange ratio of trading the two commodities

300

2013/DSEN38
A (50%)

2013/DSEA/39
A (64%)

2014/DSE/41
A (59%)

2014/DST744
D (39%)

2015/DSENA40
A(66%)

2015/DSE//41
D (45%)

2016/DSE/N/41
B (60%)

2017/DSE//43
B (65%)

2018/DSE/I/43
D (38%)

1992/ALAN17
A

1996/AL1/25
A

1997/AL/S
D

PPN
B

Marroecenonmics by Topis
7. Internationial Trade

1992/CE//24(a)
(1} The opportunitv cost of producing | umt of rice

in Country A is 0.5 umts of clothing whereas that (2)
in Country B 15 0.75 units of clothing ()
Country A produces rice at a lower opportunity cost than Country B 23]
. Country A should specialize in rice production (1)
(it} The opportunity cost of Country A in producing 18 (=2 x 9) of rice is 9 (= 1 x 9) units of clothing 2)
=> Country A gains | unit of clothing from every 18 units of rice sold to Country B (2
OR
The opportunity cost of Country A in producing 10 (= 1 x 10) units of clothing is 20 (= 2 » 10) units of rice (2)
= Country A saves up 2 unils of rice when it buys 10 units ot clothing from Country B 2)
(iv) No, because (1)
the outputs of Country A are doubled but the opportunity cost of producing rice remains the same as in (a)(ii) above
(i.e 1 unit of rice is exchanged for 0.5 units of clothing) (3)

1993/CE//2i(a)
(i) The opportunity cost of one unit of clothing is 2 units of toys, (N
while that for toys is 1/2 units of clothing. n

No, we can’t. because
to (ind out the comparative advantage, one has (o compare the opportunity cost of toy production in the U.S. A with

that in China (and see which cost is lower). 3)

(i) The principle of comparative advantage: if each country specializes in producing the good in which it has a lower

opportunity cost, then the total output will increase. (3)

The opportunity cost of producing clothing (or toys) in China is the same as that in the U.S.A , i.e. | unit of clothing is

exchanged for 2 units of toys. (2)
=» there is no gain from specialization and trade (1)

(i1i) The new opportunity cost of producing one unit of clothing in China is 3/2 units of toys which is smaller than that (2

units) in the U.S. A, (2)
= China should specialize in producing clothing and the U.S.A. should specialize in producing toys. Trade between
the two countries can benefit both. 3)
1994/CE/1/9/(c)
Comparative advantaie
Unit cost of car production in Yapan in terms of apples = 5/2 (= 2.5) units (1
Unit cost of car production in the US.A 1o terms of apples = 4/1 = 4 units [QD]
. Japan has a comparative advantage in producing cars. Conversely, the U.S.A. has a comparative advantage in growing
apples. (1}
OR
Unit cost of apples growing in Japan in terms of cars = 2/5 (= 0.4) units [
Unit cost of apples growing in U.S.A. in terms of cars = 1/4 (= ().25) units [Q]
. The U.8.A. has a comparative advantage 1n growing apples. Conversely, Japan has a comparative advantage in
producing cars 1
Gain from trade Japan Units of apples obtained from 1 unit of cars
Before specialization (within Japan) 2.5 units of apples [¢h]
After specialization and (rade 3 units of apples ()
Gain (3-2.5=)0.5 units of apples (1
Gain from trade: U.S A, Unitg of cars obtained from | unit of apples
Before specialization (within the UISA) 0.25 units of cars (1)
Afler specialization and trade 0.3333 units of cars (1)
Gain {0.3333 - 0.25 =) 0.0833 units of cars (1)
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7 International Trade

1995/CE//R

(a)  The principle of comparative advantage. [83]
If each country specializes in producing the good in which it has a lower opportunity cost, then the total output will
increase. (3)

(hy 1.5Y<1X <4y
OR
0.25X < 1Y < 0.66X )

1996/CE/ 10(a)

(1) Within A, the production cost of 1 unit of clothing is 3 units of riee. (1)
Within B, the production cost of | unit of clothing is 3/2 units of rice. ()
-« B has a lower cost or a comparative advantage over A in the production of clothing. (3]

(i) (1) Under no trade, the unit price of clothing in A is 3 units of rice forgone. When A trades with B, the import price of
I unit of clothing is 2 units of rice exported to B.
- A can save ] unit of rice pet unit of clothing imported from B.
OR
Similarly, the wnit price of rice in A before trade is 1/3 units of clothing, With trade, the export price of | unit of
rice is 1/2 units of clothing imported,
<o Acan gain 1/6 units of clothing from exporting | unit of rice (3)

(1) Tnctuding the trapsport cost, the (total) cost of 1 unit of clothing imported from B is 3 units of rice. This equals to
the unit cost of production of clothing in A.

.. there is no gain for A to trade with B (3)
2/1/10(a)
Same exchange ratio of food and clothing before trade, which is | unit of food (F) for 2 units of ¢lothing (C) / same
opportunity cost in both countries: 1F =2C (1)
=5 no such terms of trade (1)
(i) () In Counury A, the cost of 1 unit of food is (2075 = 4} units of clothing, 43}

. In comparison,
[either by showing the cost of 1 anit of food in Country B is 2 unils of clothing or explicitly shown in (a)(i)]

Country B has a lower opportunity cost in producing food. (1
- Country B has the comparative advantage in food production 1)
{an
Food (units) Clothing {units)

after trade -1 +3

before trade -1 +2
gain from trade +1 @)
- | unit of clothing is gained. / 0.5 units of food is saved. (H
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Macroeconomics bym
7. Intemational Trage
1998/CE/N/10(a)
(i} The opportunity cost of producing | unit of computer in

Hong Kong 1s 10 units of toy (1)
Mainland China is 25 units of toy [40)
Taiwan is 5 units of toy (1y
Taiwan has the comparative advantage in producing computers (because her opportunity cost is the lowest among the
three economies). ()
(ii) HK’s opportunity cost (EC = 10T, C = clothing, T = toy) is the same as the international price (1C = 10T) (2)
. HK will not gain (1)
Mainland China’s opportunity cost of praducing toys (cost of producing 1T = 0.04C) is lower than her export price of
toys (1T =0.1C) @
OR

Mainland China’s opportunity cost of producing computers {cost of producing 1C = 25T) is higher than her import
price of computers (1€ = 10T)

*. Mainland China will gain. €8]
1999/CE//%(a}
France’s opportunity cost of producing one unit of cars is 2 (= 4/2) units of red wine. (hH

Japan’s opportunity cost of producing one unit of cars is 1/2 units of red wine.

France’s import price of one unit of cars is 1.5 (= 3/2) uruts of red wine. (1)
.. France should import cars from Yapan, [43]

France's gain = 2 units of red wine - 1.5 units of red wine = 0.5 units of red wine (3)

2000/CE/N/ 1 H(a)
(1) Country A can produce (! 200 + 0.4) units of wine or {960 + 0.6) units of clothing.

S ATs opportunity cost of wine production 15 {900 + 0.6) /{1 200 + 0.4) = 0.5 units of clothing. (2)

Country B can produce (400 + 0.4) units of wine or (2 400 + 0.6) units of clothing.

<. 3's opportunity cost of wine production is (2 400 + 0 6} / (400 + ¢.4) = 4 nnits of clothing (2)

A has a lower opportunity cost / comparative advantage in wine production. [¢)]
= A exporis wine. [¢3]

(i) No country will gain when the transportation cost per unit of wine 2 total gain of trade per unit of wine / difference in
the two domestic opportonity costs. (2)
" min. transportation cost = [4 - 0.5] = 3.5 units of clothing (2)

2001/CE/N/9(a)
(1) The opportunity cost of producing | unit of garments
Hong Kong: 2 +4 = 0.5 units of computers (N
USA: S = 4 =125 units of computers (1)
Hong Kong has a lower opportunity cost in producing garments / comparative advantage in garment production. (1
. Hong Kong will export garments. (1)

(i1} The range of T.O.T. with transportation is:
1 unit of computers < ] unit of garments < 1.25 units of computers 3)
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ZInternational Trade 7. International Traide:
2002/CE/1/9 (b) (i) Principle of comparative advantage: If each country specializes in the production of the good 1t has a lower
{a) No, we cannot because H opportunity cosi, then the total output of all countries will increase (2)
the amount of resources of both countries are not given. (2}
The opportunity cost of producing | unit of watches
(b) Yes, we can because (n in Country A 0= 0.5 units of TV sets. (1)
in Country A, the cost of | unit of toys is 5/15 = 1/3 units of computers (43 in Country B: 15 + 20 =10.75 units of TV sets. (1)
in Country B, the cost of 1 unit of toys is 5/10 = /2 units of computers (1) (1.¢., the opportunity cost of producing watches in Country A ts fower than that in Country B.)
.. Country A has a lower cost m producing toys. () Therelose, Country A should produce and export watches, (1)

(i) (I) The possible range of mutually beneficial terms of trade is

2003/CE/10(c) 0.5 units of TV sets < | unit of watches < 0.75 units of TV sets (2)
(1) The opportunity cost of producing | unit of paver
in Country A: 10+ 10 = | umt of cars )] (11) (A country has to compare the terms of trade with its own opportunity cost of production of the good in order
in Country B: 30 = 15 =2 units of cars D] to determine whether it should export or import the good.)
Country A has a comparative advantage in producing paper, because 4D} 1f the export price of Country A (the watch exporting country) is lower than its own opportunity cost of
its opportunity cost is lower. (83 production which is 0.5 units of TV sets, Country A would lose from the trade.
Total gain from trading 1 unit of paper for Countries A and B is [2 - 1 =] 1 unit of cars (1 OR
If the import price of Country B (the watch importing country) is higher than its own opportunity cost of
(i) No, because n production which is 0.75 units of TV sets, Country B would lose from the trade. (4}

(given that the opportunity cost of 1 unit of paper in Country A is 1 unit of cars while Country X’s selling price of 1
unit of paper is 0.5 units of cars)

the lowest possible price which Country A can offer is higher than the price offered by Country X 2006/CE//R
OR (a) The opportunity cost in the production of | unit of clothing
Country B’s gain from impaorting paper from Country X is greater than the maximum possible gain from importing in Country A is 200 + 100 = 2 units of computers (1)
paper from Country A (2) in Country B is 430 + 150 = 3 units of computers {1)
Therefore. Country A has the comparative advantage in producimg clothing. (1)
2004/CE/N/11 (a) (b)y Country A gains 2.5 -2 n
(i) No, because (1 = 0.5 units of computers from | unit of export. (h
with the same amount of resources, Economy A produces a smaller amount of output than HK. / Economy A has a
Jower productivity thalf HK in producing clothing (ly
2007/CE/10(b)
Comparison of output: 10 units vs 12 units QR 20 units vs 24 vnits (n (1) (10 - 5) units of vegetables (1
=5 units of vegetables (2)
(1} The apportunity cost of producing one unit of car in Economy A is 2 units of (1)
clothing. (1 (1) 5 units of vegetables < | unit of jewels < 9 units of vegetables
The opportunity cost of producing one unit of car in HK is 4 units of clothing. OR
i.e. lower opportunity cost in Economy A, (1) 179 units of jewels < 1 unit of vegelables < 1/5 units of jewels (3)
- Ticonomy A has a comparative advantage in producing cars. (1}
2008/CEANT
To trade at 5 units of clothing to 2 units of cars, Economy A gains {(3/2 - 2 =) 0.5 units of clothing from each car (a) No becavse (€8}
exported (2) they have the same amount ol output with the same amount of resources 2)

(b) The opportunity cost of producing food

2005/CE/N0 n Country A = 50 -+ 20 = 2.5 units of machines 1)

(a) (i) Country B. This is because () in Country B = 60 =40 == | 5 units of machines (1)
{with the same amount of resources,) the quantity of outpul of Country B is farger than that of Country A. (1}

Yes because )

(1] - different education and training the opportunity cost of producing food in Country B is lower. (1)

- different degree of lechnological advanceraent
- different degree of division of labour

- different working environment 2009/CEA/10(b)

- different labour incentives (14, max: 3) (1) The opportunity cost of producing one unit of compulers
[Mark the FIRST THREE points only.] in Mainland China: 90 + 50 = [.8 units of toys (h
in Taiwan: 250 + 200 = }.25 units of toys n
Taiwan enjoys a comparative advantage in producing computers, because (n
she has a lower opportunity cost in producing computers. tn
(i)  Gain of Taiwan from exporting a unit of computers = (1.5 - 1.25-0.2) (1)
= 0,05 units of toys (2)
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2010/CEN10(b)

(i} 1f each economy spegializes to produce the good in which it enjoys a comparative advantage in production / lower

opporttunity cost of production, the output of all economies will ingr 2y
(i) In HK: the oppostunity cost of producing 1 unit of medicine is 2.5 units of watches

In Japan: the opportunity cost of producing 1 unit of medicine is 2 units of watches.

The possible range of mutually beneficial terms of trade is

2 umts of watches < 1 unit of medicine < 2.5 units of watches 4)

2012/DSE/AYS
(a) Incountry A, opportunity cost of producing 15 = 0.2W (H

In country B, opportunity cost of producing 1S = 0. 25W (1)
(b} If each country specializes in produsing the gooad in which the country has a lower opportunity cost, the lotal output

will increase. 2

Country A would export shirts. )
tc) 02IW<18<025W OR 4S<i1W <58 2)
2013/DSE/NIS

(a) In Country A, the opportunity cast of producing ] smartphone (8) = 0.75 Food (F}
In Country B, the opportunity cost of producing 1 smastphone (S) = 0.5 Food (F)
Country B has a comparative advantage in procucing smartphones. (3)

(b} Yes, because the potential gain from trade (0.75F - 0.5F = 0.25F) per unit of smartphones is greater than the
transportation cost (0.2F), [€))]

2014/DSENVR

(2) In Country A, the opportunity cost in producing | vnit of watches (W) == 4 units of Paper (P).
In Country B, the opportunity cost in producing 1 unit of watches (W) = 2 units 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 terms of trade is W = 2.5P. Per unit of watches imported, Country A will gain 1.5 P (= 4P - 2.5P). 3)
2015/DSE/NL/T7
(a) Uncertain. Since the amount of resources owned by the two countries is not given, their productivities (i.e ., output-
input ratios) cannot be determined and compared. 2)

(b} In Country A, the opportonity cost in producing | unit of clothing (C) in terms of rice (R) = 15/3 = 5 units of rice (R).
In Country B, the opportunity cost in producing 1 unit of clothing (C) in terms of rice (R) = 8/4 = 2 units of rice (R),
Therefore Country A (B) enjoys comparative advantage in producing rice (clothing). )

Per unit gam from trade for Country B =4R - 2R = 2R
Total gain from trade == (4R - 2R) x 3 = 6R
OR
I other words, Country B would be the clothing-exporting country, producing 4C, exporting 3C in exchange for 12R
and keeping 1C for domestic consumption

Without trade, it could have produced 1 C and 6R on its own. Its fotal gain from trade is thus 6R (= 12R - 6R). )
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2016/DSE/N/T
(a) InCouniry A, the opportunity cost of producing 1C = 6/2 = 3T
The terms of trade: 1C will exchange for (11/2=}55T

As the opportunity cost of producing 1 C 1s lower than the terms of trade, Country A will produce and export €. (3)
(b} The gain from trade = 5.5 - 3 - 2= 0.57T per unit of C ' (3)

2007/DSEMT
(a) (1) Uncertam, Without knowing the total amount of resources of both countries, the productivity (output per unit of
resource) for food and computer cannot be determined. (2)

(i1} Total producible outputs in the two countries when they utilize all of their resources in producing either food or

computer:
Food {units) Computer (units)
Country A 200 100
Country B 200 200
The opportunity cost of producing 1 unit of computer in Country A:
= 200/100 = 2 units of food {1}
The opportunity cost of producing | unit of computer in Country B
= 200/200 = | unit of food {1)
Country B has a lower opportunity cost in producing computers, so it will produce and export computers. (1)
(b)  Terms of Trade (TOT) = 7/4 = 1.75 F per unit of C Q]
Per unit gain for Country B = (1.75 -1)F = 0.75F {1)
Total gain=0.75x 16 = 12F )

2018/DSENS
(a) The opportunity cost ot producing 17 in China = 5C

The opportunity cost of producing 1T in Japan = 2 2)
(b)  If each country specialises in producing the good in which the country has lower opportunity cost, then total world
output would increase. Japan would export toys, as it has a lower cost of producing toys than China. 3)
(¢) Range of TOT: 2.05C < 1T <4.95C )
2019/DSENI/8
(@) () Yes. @

When Country B has the same resource as Country A, the oufput of cars would
ke 200 units which is higher than that of couatry A

i) Yes. {3)
The opportunity cost of producing 1C in Country A= 1T
The opportunity cost of producing 1C in Country B= 0.6T
Couniry B has a comparative advantage in producing cars.
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2020/DSEM7

7A) Country B. The production cost of loy is lower Ihan country A, (0.5 car lower than | car )

B. Terms of trade 5 toys for 4 cars = | toy for 0.8 car. { 1 mark )

MacroeConomics by Tapic

Z International Trade

7.2 TRADE BARRIERS

Multiple Chorce Questions

Exporling country gain = Terms of frade — exporting country production cost — transportalion cost.

=(0.8car — 0.5car — 0.1 car=0.2car. (2marks)

2021/ DSEIE

Opportunity cost of producing 1R in Country A = 0.4W
Opportunity cost of producing IR in Country B= 0.5W
Mutually beneficial terms of trade: 0.4W < IR <0.5W

OR
Opportunity cost of producing 1W in Country A =2.5R

Opportunity cost of producing W in Country B = 2R
Mutually beneficial terms of trade: 2R < 1W < 2.5R

1990/AL/1/22
The major difference between a quota and a tariff on imports lies in their effects on

A, wealth redistribution.

B. domestic production.

C.  domestic consumption.

D. the price level.
1994/AL/1/30

Tanffs protect

A, consumers

B. the import-competing industries

C. the export industry

D. both the import-competing and the export industries
1996/AL/11/29

Which of the following 1s NOT the effect of imposing tariffs?

A =] ey ey ey ey

A.  The quantity of imports is reduced
B. The amount of deadweight loss is greater than the total loss of consumer surplus of local consumers.
C.  Local consumers consume more domestically-produced import-competing goods.
D. Domestic production in import-competing industries will increase.
1998/AL/1/28

Consider a small country imposing a tariff on an import. The diagram below shows the country’s supply of and demand for

the good.

P
D N
Pi = Price in the international market
Pt}eee———
Pl |———4~
8 D
0 Q

If the tariff rises the domestic price of good from Pi to Pt, then

Cow>

the consumers will lose areas 2, 3, 4.

the whole country will fose areas 1, 2, 3 and 4.

the tariff revenue collected by the government is areas 1, 2 and 3
Norne of the above.
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7. International Trade

1998/AL/I/29
Which of the following is NOT a result of the imposition of quotas on imports?

A, adecrease in the quantity of imports.

B. an increase in the total expenditure on imports.

C.  anincrease in import prices.

D. anincrease in domestic production.
1999/AL/TI/21

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

the price of imports.

the quantity of imports

domestic production of import substitutes.
wealth distribution.

Tawx>

2000/A1J1126

Y Country A's marginal cost
of production of good X

World price of good X

/ \ Country A’s demand for good X

0 P Quantity 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/1]

A small country imposes tariffs on good X. Suppose the demand of the country for good X increases,

(1) the government revenues from tariffs 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), 2yand (3)

gow>
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2004/AL/11725
Consider a country imposing a quota on an import. The diagram below shows the country’s supply of and demand for the

good.

Price

P, =world price

-» Quanlity

If the quota raises the domestic price of the good trom Pw to Pw’,

A. total loss in consumer surplus is equal to the sum of areas 1, 2 and 3.
B. total quota rent is equal to area 3.
C.  total deadweight loss is equal to area 4.
D. None of the above.
2004/AL/M126

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

Quanlity

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/11/25

Consider a small open economy with an import quota imposed on a good. If the domestic cost of production for the good

increases,

onw >

(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

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), (2) and (3)
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2009/AL/11/25
Suppose a country imposes a quota on an imported good. The diagram below shows the country’s supply of and demand for
the good. ’

I3 s
D
Py = world prics
Py
A b d
Py \
0 > Q

If the quota raises the domestic price of the good from Py, to Py,

A.  the loss to the consumers is area a.

B. the gain of local producers is area a.

C.  the loss to the country is the sum of areas b, ¢ and d.

D. the quota rent earned by the government is the sum of areas b, ¢ and d.

2009/ ALN20
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.

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

cow>

2010/AL/1/27
If a small country reduces the tariff rate of its imported good X,

the local producers will reduce their production.

the producer surplus of the local producers will increase.

the tariff revenue of the government will decrease.

the world price of good X will decrease and its import volume in the country will increase.

SOo®>

2012/AL/124
A small open economy imposes a tariff on imported good X. If the local supply of good X in the economy increases and
replaces some of the imports,

(1) government revenue from the tariff will tall.
(2) the deadweight loss 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 small open economy. After the imposition of
the tariff, which of the following statements about the good in this economy is INCORRECT?

3
h S
Py =wotld price
Pyt L= per unit it
) '
g A < "N !
s | ‘
N PN
o ' ' D
- Pl ot
uantity
Y & oo R

A The volume of imports is (Q3 - Q2) units.

B.  The domestic consumption is Q3 units.

C.  The increase in producer surplus of the domestic producers is area a.

D. The total amount of taritf is the sum of areas b, ¢ and d.
2015/DSE/N/45

The supply curve of a certain good is upward-sloping in a small open economy. What is the main difference between
imposing an effective import quota and a tariff on the good? -

A, Imposing an effective import quota will lower the volume of import 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.  Imposinyg a tariff will raise the world price of the good while imposing an effective import quota will not.

D, Imposing a tariff will result in an increase in the government revenue while imposing an effective import quota
may nat.
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2016/DSE/1/42 2018/DSE/1/41
Refer o the lollowing supply-demand diagram about Good X in a small country. The following diagram shows an imposition of import tariff on a good of a small open economy.
Price (§) o Price
R \ s

[ SOy dProyiats S

1] — S
Import quota | - ./E E\ $‘ <
o NG

D 1 : |

] | :

I
| 0
¥ '
d ' 5 = ;
Q wantity [ | ! 2
0 20 25 T  Questity
The country has imposed an import quota on Good X and the price and quantity transacted are PO and QO respectively. If the . R N . R " .. .
demand for Good X in the country increases, Referring to the above diagram, which of the following statements are correct after the imposition of import tariff (t)?
(1) the import volume will increase. (1) The total amount of tariff received by the government is $105.
(2) the price of Good X in the country will increase. (2) The revenue of domestic producers will increase by $110.
(3) the quantity sold of Good X in the country will increase. (3) The volume of imports drops by 15 units.
A, (1)and (2) only A (1)and (2) only
B. (1)and (3) only B. (l)and (3) only
€. (2)and (3) only C. (2)and (3) only
D (1), (2)and (3) D (1), (2)and (3)
2019/DSE/1/43
2017/DSE/1/42 The following & the supply-demand diagram of Good X in:a small open economy.
A small open economy increases the import quota for Good X. Which of the following diagrams best illustrates the effect of
this change?
A. B
Price Price
8 Sz S S,
— P as—
Py »
)
b b ! Import quota !
) . : : .
0 Quantity of Good X Quantity of Gaod X ! !
Q
0 Q Q
c D Initially the cconomy bnports Good X at the world price (P} and the government imposes an im?ort quota
. of {Qy— Q;) units. Suppose the world price of Good X drops. Which of the following statements is correct?
. Pri
L e A, The domestic price of Good X will rsmain at Py,
S Sy S 5 B. The domestic price of Good X will fall.
- « C.  The domestic supply curve will shift to the right,
D.  The quantity of & ically produced Good X will i
D . D
0 Quantity of Good X [} Quantity of Good X
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2021/8E/1/44

Suppose the world price of soybeans is $20. A small open cconomy imposes a per unit tariff of §5 on
imported soybeans. The diagram below shows the economy’s supply and demand curves of soybeans.

Price ($)
4

30 st

20

i} 36 30 36 60 —»Quantity (Units}

Which of the following statements about soybeans is eorrect?

A, The total revenue of domestic producers is $400 after the imposition of tariff,
B, The total import vadue inclusive of tariff is $500.

C. fthe tariffis raised to $15, this economy will become an exporter of soybeans.
D, Ifthe tariff is abolished, the total impon value will be $400,

2020/DSE/1/43
The diagram below shows the market sitation of Good X in a small open sconoty.

Price
.

Pofecs e

P
/ D

0 Qs Qs

+ Quantity

Po is the prics before trade and Py is the price afler iade. Which of the following siatements about Good X
are correct after the economy opens up for international trade?

(1)  The total expenditure on Good X of domestic consumers would be PixQa.
(2} The value of domestically produced Good X would be PixQ,
(3) The shortage of Good X would be Qg - Qs

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

Macroeconamics by-Topic
7. Intemational Trade

Short & Structured Questions

1993/AL/I/S
With the aid of diagrams, compare the income redistributive effects on a country imposing tariffs and quotas on its impotts.

(8 marks)

1995/AL/M/8

With the aid of one diagram only, answer (a) and (b).

(a) A small country wishes to protect its industry X by resiricting 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) Suppose 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/I1/4
With the help of a diagram, explain how the imposition of tariffs affects the producer surplus, the consumer surplus and the
welfare of a small country. (8 marks)

201 /ALA/1(d)
Name one similarity and one difference between the following pairs of terms
tariff, quota (3 marks)

2021/DSE/1/9
A small open sconomy imports junk food from other countries although such food is alse produced by local
manufacturers. During econamic recession, local people consume more junk food. Toe improve public health,
the government imposes an effective quota on the imported junk food.

{a}  Explain whether junk food is 2 normal goud or an infecior good in the economy. (2 marks)
{b)  With respect to the imposition of an effective quota during ic 1 ion, indicate the amount
of guota as Qa and the fina] equilibrium point as By in Figure 1. {4 marks)
Price () s Log (0] rk:
N
B

Sa: ocal supply of junk food before recession
Diox Jocal demand for junk food before recession
Pw: world price of junk food

5, Luantity
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MARKING SCHEME

1090/AL/TT22 1998/AL//29 2004/A1N25 2009/AL/26 2015/DSE/4S
A 3 B (63%) A (45%) D (68%)
1994/ ALA1/30 1999/ALMN21 2004/ALAT/26 2010/ALAL27 2016/DSEN/42
B D B (67%) A (62%) C (56%)
1996/ALA1/29 2000/AL/IN26 2007/AL/K25 2012/AL/1724 2017/DSE/N/42
B A A (70%) B (63%) € (57%)
1998/AL/1/28 2001/ALAIN ) 2009/ALA1/25 2014/DSE//45 2018/DSE//41
D B B (77%) D (64%) D (43%)
) Note: Figures in brackets indicate the perc of candid. ing the correct answers.
2019/DSE/A43
A 2020/DSE/N/43 2021/DSE/44
A B
1993/ALALS
P r 'T‘
s 3
3q
4
By o+t Z P 7
o / s 2
& 3. € D /B! ‘o
Pw // . X 2% 7 7 \
' ¢ W i
0 ' ’ B
v L / 7
4 4 > Q o
Diagram | : Tariff Disgram 2 : Quota

Diagram 1 snmmarizes the offect of a tarift:

Area A:

Area A+ B+ C+ T

Arca C:
Area B and D:

increase in domestic producers’ surplus
decrease in consumers” surphus

tariff revenue aceruing to the government
deadweight loss to society

In diagram 2, a quota results in the supply curve So. Areas A, [A + B +C + D], [B and D] have the same interpretation as

before. C is no longer tariff revenue. C may be captured by the importers, foreign exporters or the government depending on

how the jinport quotas are allocated.

”
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§ (Domestic supply)

£

AR SN

AN

X

World supply
XD‘ (Now dowestic damand)

D (Domestio demand)

1985/A1./11/8
$
N
i
H
o
P2 {1+ 1)
'
T /' ;
P H ]
/ § i
i
| I
G | 1
| {
c

0

A

b - —— =}

B

Quaatity of X

() Suppose the country wishes to restrict the imports of X to AB. This can be achieved by imposing a quota of AB or a

tavifl of t.

(b)  After the demand grows, under the original tariff rate, the price remains to be p*(1 +1t) and the import becomes AE.
Under the original quota, the price becomes P’ [higher than p*(1 + )] and the import is CF (= AB) [smailer than AE]
The consumer surplus under the tariff system is p*(1 + DEJ [which is larger than] P’FJ under the quota system.

2001/ALATA

P D
QA+

o K H

0

> Q

In the absence of tanffs, the price in the domestic economy is P¥. After imposing tariffs, domestic price is raised to P¥(1 +1).
Producer surplus is increased by ABHK. Consumer surplus is reduced by ACEK. Tariff revenue collected by the government

is BCFG. Loss in welfare is given by BGH + CEF,

201 /AL/A(d)

8 examples of trade protection

D: direct vs. indirect effects on price of imports.
OR

indirect vs. direct effects on quantity of imports.
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2021/DSE/M9

(a) Inferior good, the demand for junk food increases when the income of people increases.

(b} Illustrate in the diagram:
Increase in demand

Shift in supply from S,to 84
- Final equilibrium point (Ex)
- Amount of Quota (Qa)

Price ($)

Pw i :
5 =N
H \ D,
i E Dy
: Qs :
 \S——— 5 Quantity
0
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41. Which of the following results CANNOT be a negative number?

42.  An international movie director came to Hong Kong to shoot a Hollywood movie for three weeks.

of the

(1
2
3)

total exports minus total imports

money supply (M2) minus money supply (M1)

factor income received from abroad minus factor income paid abroad
GDP at market price minus GDP at factor cost

ocow>

Which
following would be included in the calculation of Hong Kong’s current account balance?

She stayed in a hotel in Tsim Sha Tsui.
She bought souvenirs in a shopping mall in Central.
She sold the copyright of the movie to a Hong Kong movie distributor.

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

45.  Which of the following statements about the Linked Exchange Rate System of Hong Kong is correct?

o 0o w »

The public can sell their Hong Kong dollars to the Hong Kong Monetary Authority in exchange
for US dollars at the market exchange rate.

The public can sell their Hong Kong dollars to the three note-issuing banks in exchange for US
dollars at the linked exchange rate.

An appreciation of Hong Kong dollar against Japanese yen would lead to an appreciation of US
dollar against Japanese yen.

An appreciation of US dollar against Japanese yen would lead to an appreciation of Hong Kong
dollar against Japanese yen.

Country B and Country C are two large open economies. Facing a huge visible trade deficit, Country B

imposes a per-unit tatill’ on goods imported from Country €. Suppose Country B's demand for goods
imported from Country C is clastic.

(a)

{b)

)

With the aid of Figure 1. explain how the tariff would affect the total expenditure of Countrv B on
goods imported [rom Country C. (6 marks)

“Devaluation of a country ‘s currency against its trading partoers” mayv have the same effect on imports
as Ll Use Country B as an example 1o justly (his slatement (2 marks)

Apart [rom the elfect on the country’s visible trade balance. explain ONE other eflect of devaluation
on ils balance of paymnenls. (2 marks)

Firure 1: Goods imported from Country C by Country B

Price (inlerms of Country B's currency)

N

0

>me|il_\" of goods imporied from Country C
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SECTION 8: INTERNATIONAL FINANCE
8.1 BALANCE OF PAYMENTS

Multiple Choice Questions

1990/CE/N/36
Which of the following will have favourable effects on the current account of Hong Kong’s balance of payments?

(1) A lJapanese tourist spends a day in the Ocean Park.

(2) AnAmerican 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, (l1)and (2) only
B. (1)and (4) omly
C. (2)and (3) only
D.  (3)and (4) only
1990/CE/N1/46

There will be a worsening of both the balance of payments and the balance of trade if

A, exports mcrease.

B. re-exports decrease .

C. investment in foreign countries decreases.

D. the government gives more aid to foreign countries.
1990/CE/I1/60

Which of the following is NOT an effect of importing foreign skilled labour for the construction industry?

a favourable effect on Hong Kong’s balance of payments

pressure on Hong Kong’s social services

a slower increase in the real wage rate of Hong Kong’s construction workers
a favourable effect on Hong Kong’s GDP

sam»

1991/CE/11/49
The rental income earned from a property in Canada and remitted to Hong Kong by a Hong Kong citizen

A. isincluded in the GDP of Hong Kong.
has a favourable effect on Hong Kong’s balance of visible trade.

B
C.  has a favourable etfect on Hong Kong’s balance of payments.
D. s taxable in Hong Kong
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1991/CE/1/50
The following table shows the balance of payments of a country:

Exports
Imports

Capital inflow
Capital outflow

$ billion
30
X
50
60

Foreign exchange and gold reserves decrease by $20 billion. What is the vatue of X ?

A 10
B. 20
C. 30
D. 40
1991/CE/N1/60
The of Hong Kong in NOT affected when some goads are imported to Hong Kong.
A, visible trade balance
B. current account
C.  capital account
D. foreign exchanged and gold account
1992/CE/11/52

Calculate the value of net exports from the following information

Domestic exports of goods
Re-exports of goods
Imports of goods

$300
3150
$350

A -850
B. $100
C. %450
D. $800
1992/CE/I/60

Macroeconomics by Topk
8. internationat Finandg

Which of the following items would NOT be entered in the capital account of Hong Kong’s balance of payments?

A Hong Kong citizen buying a factory in Japan.

ISEel-ire

A Hong Kong citizen buying a house in the U.S.A.

319

A Hong Kong citizen buying a computer made in the U.S.A.
A Hong Kong citizen buying securities in London’s stock market.

Maxroeconomics by Topic

8 nternational Finance
1993/CE/11/40
$ million
Private consumption expenditure 40
Government consumption expenditure 10
Gross domestic fixed capital formation 10
Change instocks |
Total exports of goods 80
Domestic exports 70
Re-exports 10
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 economy in that year is

A, $10 million B.  $15 million
C.  $20 million D.  $25 million
1993/CE/11/54

Which of the following will improve the capital account of Hong Kong’s balance of payments?

A. A Hong Kong businessman sets up a computer firm in the U.S A.
B. A British investor buys a commercial building in Hong Kong.
C. A Hong Kong shipping company receives rental income for providing shipping services to a foreign merchant.
D. A Hong Kong investor receives a dividend from an overseas investment.
1994/CE/II/51
From the following information, find the value of re-exports:
Domestic exports $500
Trade balance $250
Imports $450
A 850
B. $200
C. $250
D. $300

1994/CE/IL5S
Which of the following has a favourable effect on the current account of Hong Kong’s balance of payments?

A. A Macau citizen leaves Hong Kong by using the service provided by a Hong Kong hydrofoil company.
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. A company in Main]and China issues shares in Hong Kong.
1994/CE/11/56

Mr Chan, who is an imported worker in Hong Kong, remits his income to his family in China. Which of the following
statements is correct?

Mr Chan’s income is included in Hong Kong’s GNP.

The remittance has an unfavourable effect on Hong Kong’s batance of visible trade
The remittance has a favourable effect on Hong Kong’s balance of invisible trade.
The remittance has a favourable etfect on China’s balance of payments.

oo
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1995/CE/I/54
Consider the following balance of payments account of an economy:
$ million
Export of goods & services 2 800
Import of goods & services 3200
Capital inflows 7
Capital outflows 700
Increase in foreign exchange & gold services 40
Zis
A 2060
B. 340
C. 1060
D. 1140
1995/CE/11/56

If an American tourist gives money to local beggars, Hong Kong’s GDP will

and its balance of payments will

A.  increase ... be improved
B. increase ... remain unchanged
C.  remain unchanged be improved
D.  temain unchanged . remain unchanged
1995/CE/1/57
TRADE BALANCES AS % OF GDP
% »
15.0 5 Balance of visible & invisible trade 15.0

Invisible trade balance
10.0 /

100

5.0

0.0 UD— - - 0.0

-5.0 4 -5.0
Visible trade balance

-10.0 - -100

-15.0 -15.0

80 81 82 83 84 85 8 57 488 89 90 91 92 9
Year

Source: Hong Kong Economic Indicators, Standard Chartered

Based on the above chart, which of the following are correct?

onw»>

(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 current account has a surplus in recent years.

(1) and (2) only
(1) and (3) only
(2) and (3) only
(1), (2)and (3)
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1995/CE//58
Hong Kong's trade, overall and with China
HK $Billien
2,500
2,000 - ) ]
[JTrade other than with China —
Hong Kong-China trade
1,500 4

1,000

500

92 93 Year

80 81

The above graph shows that in recent years,

A, the value of Hong Kong’s trade with countries other thin|Chimn had decreased.
B. Hong Kong had gained an increasing surplus from ats trade with China.
C. the flow of people between Hong Kong and China has inereased
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 niol the balance of trade of Hong Kong?

A, Alapanese 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-export from Hong Kong to Mainland China decreased.
1996/CE/I1/49

The official opening of Macau International Airport took place in December 1995, 1t 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 of Macau
(2) increase Macau’s gross domestic product.
(3) reduce the demand for Hong Kong’s airport services.

A, (1yand (2) only
B. (l1)and (3) only
C.  (2)and (3) only
D. (1}),(2)and (3)
1996/CE/11/50

Which of the following s favourable to the capital account of Hong Kong's balance of paymenss?

A An American firm buys some certificates of deposit Issued by a bank m Hang Kong
B. AnAmerican firm donates money to a charitable organization in Hong Kong,

C. A Hong Kong firm buys a hotel in Canada.

D. A Hong Kong firm receives interests and dividends from its investment in the U.S.A.
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1996/CE/1I/51
Refer to the following data in the balance of payments account of a country.
$ billion
Visible exports 15
Visible imports 13
Invisible exports 8
Invisible imports 11
Inflow of capital 9
Qutflow of capital 12

This country has a/an balance of visible trade and a/an

A, favourable ...... favourable

B. favourable ... unfavourable
C. unfavourable ...... favourable
D. unfavourable ... unfavourable

Answer Questions 50 and 51 by referring to the data below of an economy in a certain year:

$Billion
Domestic exports of goods 15
Re-exports 8
Imports of goods 20
Exports of services 7
Imports of services 4
Net capital inflow -2

1997/CE/11/50
The balance of visible trade (in $ billion) is

-5
2

cow>

3
6

1997/CE/NI/51
The balance of payments (in $ biltion) is

4

oow>
B — O

1997/CE/NI/52
Which of the following will produce a favourable effect on the balance of payments of Country A?

The citizens of Country A increase their investment abroad.

The government of Country A abolishes the tariffs in imports.

The citizens of Country A receive interest from the US government bonds they hold.
The government of Country A pays for the service of a foreign consultant firm.

oow>
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1998/CE/11/46
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.  AlJapanese tourist consults a local doctor in Hong Kong
1998/CENI/53

Which of the following statements about the firework display for the handover ceremony of Hong Kong to China is
INCORRECT?

A, Consumption was involved when people watched the firework display.
B. The nominal GDP of Hong Kong increased.
C.  There was a favourable 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/N/47
The following information shows the trade statistics of an economy in a certain year:
$ million
Domestic export of goods 30
Re-exports 40
Tmport of goods 50
Export of services 60
Impott of services 80

According to the above data, the economy

A.  has a visible trade surplus.

B. has a visible trade deficit.

C. has no visible trade surplus or visible trade deficit.

D. There is not enough information to obtain the answer
1999/CE/1/53

Being a Hong Kong resident, Mr Wong earns a living 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 (& # ) gifts through a Bank to Mei-ling’s parents.
C.  He pays for the honeymoon trip to Thailand.
D. He rents 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 handled in the container port of Hong Kong.

cnw»
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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 goods +28
Export of services +7
Tmport of goods +35
Import of services +13
Capital inflows +5
Capital ouiflows +8

Based on the above information, we can conclude that

A, In Year 2, the visible trade deficit has increased.

B. InYear 2, the visible trade deficit has decreased.

C.  InYear 2, the balance of payments deficit has increased

D. InYear 2, the balance of payments deficit has decreased
2000/CE/TI/51

Which of the following should be included in the calculation of the balance of Hong Kong’s current account?

A, Acompany in Hong Kong pays interests for loans from a bank in UK.

B. A Hong Kong resident purchases a new flat in Shenzhen.

C. A US. investors purchases 5 000 units of the Tracker Fund of Hong Kong

D.  Anauthor in Hong Kong sells the copyright for his new book to a publisher in Taiwan.
2001/CE/11/41

Which of the following should be included in the calculation of the balance of Hong Kong’s current account?

A foreigner buys shares issued by a local property developer.

A foreigner receives rental income from his property in Hong Kong.

A company in Hong Kong donates medical equipment to a hospital in Mainland China.
A US manufacturer sets up a factory in Hong Kong.

vows

2001/CE/N/45
Hong Kong's Balance Of Payments Account

§ millon
Current Account 72 000
Goods =25 000
Services 81 000
Factor income 27 000
Current transfers -11 000
Capital and Financial Account -76 000
Net errors and omissions 4 000
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)

onwm>
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2002 CE/MNMA8

Which of the following should be included in the calculation of the balance of Hong Kong’s current account?

A Hong Kong resident buys a life insurance policy from an insurance company in the US
A company in Hong Kong purchases the copyright of a film from a British film producer.
A Honyg Kong resident purchases a house in the US.

A Hong Kong investor buys a number of shares of a listed company in the US.

onw>

2003/CE/11/43
Refer to the data of an economy in a certain year below

$ Billion_
Domestic exports of goods 20
Imports of goods 50
Visible trade balance -5

The re-exports (in $ billion) are

A 15
B 25
C. 30
D 35

203/ CEN1/48
Rate of Change (%)

b e
NYalbe of iport df
O

NS

According to the above diagram, from Ycar 4 to Ycar 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/CEN1/49

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.

onw>
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2004/CE/TI/50

Mr Wong, a Mainland resident, comes to visit Hong Kong for a week. Which of the following should 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’ scheme, the Chinese government allows individuals from the mainland to
travel in Hong Kong. This measure will increase Hong Kong’s

(¢ tertiary production.
(2) GDP.
(3) invisible trade surplus.

A. (1) and (2) only
B. (1) and (3} only
C. (2)and (3) only
D. (1),(2)and (3)
2005/CE/T1/47
%)
25000 e
20000 .'"--..________
Value of Total Exports of Goods oo
15000
10000
Valie of Re-exports of Goods
5000 /
[
Yeur 1 Year 2 Year 3 Year 4 Year § Year 6

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/11/45

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 a/an to Hong Kong.

domestic export of goods
re-export of goods
export of services
import of services

onwx
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2006/CE/11/48

¥

An Indonesian maid who works for a family in Hong Kong remits part of her wage earnings 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/11/48

Refer to the data of an economy in a certain year:

Domestic exports of goods
Re-exports

Imports of goods

Exports of services
Imports of services

The visible trade balance is § billion.
A =20
[CR

2007/CE/T/50

$ Billion

20
25
40
23
19

-5

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/CEN1746

Which of the following should be included in the calculation of the invisible imports of Hong Kong?

A. A Hong Kong citizen purchases shares in a state-owned enterprise on the Hong Kong stock market.
B. A Hong Kong citizen buys some airtickets from a maintand Chinese airline.
C. A mainland student pays tuition fees for his studies at a university of Hong Kong,

D A mainland investor purchases a residential apartment in Hong Kong.

2008/CE/T1/47
Refer to the data of an economy in a certain year below:

Domestic exports of goods

Re-exports
Imports of goods
Exports of services
Imports of services

IMere is a/an of § billion.

A, visible trade surplus ...... 25
B. visible trade deficit
C.
D,

invisible trade surplus ...... 40
invisible trade deficit ...... 15

328

$ Billion

50
35
60
25
10
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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.  (1)and(3)only
C. (2)and (3) only
D. (1), (2)and (3)
2008/CE/11/49

A US engineer is working in Hong Kong. Which of the following amounts should 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 Chinese state-owned enterprises quoted on the Hong Kong Stack Exchange
D.  the money she spends on buying clothes and toys in Hong Kong which are sent to her children in the US

2009/CE/N/AT7

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 manufacturer. 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, wvisible ... visible
B.  wvisible ... invisible
C.  invisible visible
D invisible invisible
2010/CE/[1/48
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
Imparts of goods 72
Imports of services 20
The visible trade balance is § billion.
A 68 B. 81
C. 118 D. 131
2010/CE/11/49

Which of the following should 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 Hong Kong citizen on donations to earthquake victims in Haiti

the money spent by a Hong Kong citizen to purchase an RMB sovereign bond of mainland China through a Hong
B e oe b ke
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2012/DSE/1/40
Which of the following is an invisible import in the current account of Hong Kong?

In Beijing, a Hong Kong tourist purchases tickets to visit a local museum.
A Mainland resident consults a doctor in a hospital in Hong Kong.

A Mainland billionaire donates money to a university in Hong Kong.

A Hong Kong manufacturer purchases raw materials from a Maintand firm.

gaw>

2014/DSE/1/43
Which of the following is included in the calculation of the balance of Hong Kong’s current account?

A, A mainland investor purchases a 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 mainland airline.

D. A Hong Kong resident buys a life insurance policy from a mainland insurance company.
2015/DSE/1/43

A lecturer from the US has been working in Hong Kong for 10 years. Which of the following would be included in the
calculation of Hong Kong's current account balance?

(1) the money he gives to his wife in Hong Kong

(2) the money he uses 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 on services 700
Net faclor income (rom 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 1s smaller than 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)

gaw>
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2016/DSE//43
The following table shows the information about the balance of payments of a country:

$ million
Visible trade 20
Invisible trade X
Capital inllow 70
Capital outtlow 50

Suppose the forcign exchange reserves of the country increase by $30 million. What is the value of x?

A -0 B. -lo
C. +10 D. +70

2017/DSE/1/44
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 [rom his tenant.

(2) A Japanesc resident sells the shares of a Hong Kong firm to a Korean resident.

(3) A Hong Kong resident buys an air ticket to London from a Hong Kong based airline.

(4)  An Indonesian who works in Hong Kong as a domestic helper remits money to her husband who lives in
Indoncsia.

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

gow»

2018/DSE/1/42
The diagram below shows some trade data of Country A in the second quarter last year

mm value oF imported goods (growth rate %)
% = we svalue of exported goods (growth rate %)
30

25

P i rhed

Apr 2017 May 2017 Tun 2017

Country A reported a trade surplus during that period. Based on the given information, we can conclude that during the
sceond quarter last year,

the trade balance was in deficit.

the volume of imported goods increased faster than that of exported goads
the visible trade surplus decreased.

the current account deficit increased.

caws
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2018/DSE/N/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
cvent. Organising the festival will lead to

(1) an increase in private consumption expenditure in Hong Kong.
(2) anincrease in export of services in Hong Kong.
(3) adecrease in balance of payment deficit in Hong Kong.

A, (I)and (2) only
B. (1)and(3) only
C. (2)and (3) only
D. (1), (2) and (3)
2019/DSE/1/44

A Hong Kong billionaire travelled to Russia to watch matches in the Wurld Cup. Which of the following
would be included in the caleulation of Hong Kong’s balance of payments?

(}) Hebought a trave! insurance for his Russia trip from a Hong Keng agency.
(2y He bought a jersey of the Russin nationn! toam in Moscow as & scuvenir,
{3) He invested in 2 Russian football club and became the major owner.

A, (1)und (2) only
B.  (Iyand (3)only
C.  (2)and (3) only
D, (1), (2)end (3)

2021/DSE/1/42

Refer to the following statistical data about Hong Kong.

2020 first quarter 2020 second quarter
{year-on-year change) (year-on-year change}
Exports of goods -9.7% «2.5%
Exports of services «31.5% ~47,5%
Imports of goods ~10T% T A8%
Emports of services -262% -44 6%

Based on the above information, we can conclude that

Hong Kong had an invisible trade deficit in 2020 second quarter,

Hong Kong’s net exports in 2020 second quarter was fower than that in 2619 second quarter.
Hong Kong’s exponts of goods in 2020 second quarter was Jower than that in 2020 first quarter,
Hong Kong’s total impoerts of goods and services in 2020 second quarter was lower than that in
2019 second quarter,

woEy

332

 PPovided By dse-life




Macroeconornics by Tople
8. internationat Finantg

Short & Structured Questions

1990/CEA/3(a)(i)
The following are Hong Kong’s Gross Domestic Product (GDP) components (at current prices) in 1988:

$ Bithon

Private consumption expenditure 255
Government consumption expenditure in
Gross domestic fixed capital formation 169
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/I/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
(i) 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//4(c)

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/1/2(b)(i)

Many Hong Kong manufacturers have recently moved their tactories to China.
Explain the effect 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 totnl GDP

GDP Components 1950 1990
Private consumption expenditure 62% 62%:
Government consumption expenditure 6%
Investment 28%
Exports 165%
Imports 161%

(if) Was external 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/1/8

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 in the USA. People from all over the 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.

(i) Many tourists from other countries bought souvenirs in the US which were made in Hong Kong. (5 marks}
(i) Some hotels in the US were built before the event by foreign investors. (2 marks)
1996/CE/1/9

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
Imports of services 19
Capital inflow 50
Capital outflow 65
Foreign exchange & gold account 28
Total _1i9 19

(a) Calculate the balance of current account, (1 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/G

GROWTH OF IMPORTS AND EXPORTS OF GOGDS

-10 T T — Year
1990 1991 1992 ' 1993 / 1994 1995 '

Explain under what conditions we can conclude from the above chart that the economy had a visible trade surplus from 1991
to 1993, (3 marks)

1997/CE//1 1 (a)(i)
Suppose $1 million worth of seafood 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.

Explain whether the above transactions together will improve Hong Kong's

(1) balance of visible trade.
(I)  balance of payments.
(4 marks)
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1998/CE/1/8
Refer to the table below:
| Year | Tmports [$mn) IDomcstic Exports ($ mn) | Re-exports ($mn] |
| 1996 [ 1535582 | 212 160 | 1185758

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/N/11(c)
In a certain year the sales revenue 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

(i)  Which account of Hong Kong’s balance of payments was affected? (2 marks)
(iii) Explain the combined effect of the two changes in demand on Hong Kong'’s balance of payments. (5 marks)
1999/CE/I/6(b)

Aaron won an overseas scholarship and received a remittance of $10 000,

Explain whether this initial sum of $10 000 should be included in the calculation of the balance of invisible trade of the
overseas economy. (2 marks)
2001/CE/N/8

Refer to Hong Kong’s balance of payments account.

(a) (i) Two components of the current account are ‘factor income’ and ‘current transfers’. Name the other TWO

compaonents. (2 marks)
(it} Give an example of the component ‘factor income’. (2 marks)
(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:
$million
Visible trade surplus 40
Domestic exports of goods 10
Import of goods 30
Import of services 50
Export of services 25
Calculate the value of re-exports of the economy. (3 marks)
335
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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-year basis
Private consumption expenditure +6.8 %

Total export value of goods +15.9%
Source : The HKSAR Government

Given the above information, explain under what condition would Hong Kong's 2004 visible trade balance worsen.
(2 marks)

2008/CE/V/11(c)
Trade deficit is a concern of many countries.

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/1/8
Suppose the balance of payments account of Hong Kong in a certain year is as follows:
$ billion
1. Curent Account R
Goods 8
P 300
Income flow 30
Current transfers -20
2. Q Account -180

Total sum =10
() The name of the component 2 of the current account is

(b) In the balance of payments account, the name of the ( account is Aseount.

(c) Tnthe above table, R and § stand for the current account balance and the visible trade balance respectively. Suppose
there are no crrors and omissions.

(i)  The visible trade balance = billion dollars.

(ii) The domestic export of goods is $147 billion and the import of goods is $2 600 billion. Therefore the re-export of

goods is billion dollars.
(4 marks)
2010/CE/1/9(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/DSE/NT/6 2018/DSE/I/11
The table below shows the items of the balance of payments of Country A in a certain year: 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
Debit ($ million) | Credit ($ million) for 2 years.
Export of goods 35
Import of goods 50 In responsc to the increasing military threat from Country Z, the United Nations has passcd a bill to embargo most of the
Export of services 47 poods exporting from Country Z.
Import of services 27
Capital inflow 70 Analyse the cffeets of the above situation on Country Z's balance of payments. (4 marks)
Capital outflow 85
Foreign exchange and reserve assets 10 2020/DSEA110A
Total 162 162
. it ; s 1S in 2 3
(a) Calculate the current account balance of Country A. (1 mark) he following source shows.the current account data of the US in 2017 and 2018.
Year 2017 Year 2018
(b) “Country A has a balance of payments surplus because there is an increase in foreign exchange reserves in that year.” 400
Explain whether you agree with this statement. (3 marks) 200 269
&
0
2015/DSE/1/12(a) 200
Research shows that the “Individual Visit Scheme” of mainland tourists has brought economic benefits to Hong Kong. )
However, more and more Hong Kong residents have called on the government to reduce the number ol mainland Lourists (o 400
Hong Kong under the Scheme. 600
How would the current account of Tlong Kong be affected if the government limited Lhe scale of the Scheme so that the -800 808 L
number of tourists from the mainland would drop? Explain your answer, (2 marks) ~1000 ~891
Balance on goods g Balance on services
(USD billion) (USD hilliony
2016/DSE/M/13(b)(1)
The airport corporation plans to build an additional runway. There are two proposals to finance the runway. @) Deseribe the changes of current account data of the US in the above source, 2 marks)
Proposal A: the government increases the income tax (i) ‘Based on the sbove source, we can conclude that the current account deficit of the US in
_Proposal B: the airport corporation charges a lump-sum fee on every departing traveller 2018 necessarily increased.” Do you agree? Explain, {2 marks)
Discuss the effects of the two proposals on the current account in the balance of payments of Country H. (5 marks)
2017/DSEM/12(c)
Before the British people voted against staying in the European Union (EU), i.c. Brexit, workers from the EU were frce to
work in Britain and vice versa. Brexit has shocked the cconomies in Burope and the following table shows some vicws on
Brexit:
British politicians: British firm owners:
Low-skilled EU workers should be required to apply | The new visa requirement for EU workers alfects
for a visa to work in Britain. most of the firms in the British cconomy.
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 atfected? Explain your answer. (4 marks})
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MARKING SCHEME

1990/CE/M/36 1994/CE/11/56 1998/CE/11/46
B D D

1990/CE/11/46 YOOS/CENN/54 1998/CE/T/53
B D ¢

1990/CEAL/60 1995/CE/TS6 1999/CE/1/47
A C A

1991/CE/11/49 [995/CE/1IST 1999/CE/1/53
& D A

{99 1/CE/IIS0 1995/CE/1/58 1999/CE/T54
5] D A

2004/CE/I/A9
B (43%)

2004/CE/AL/50
B (63%)

2005/CE/H/44
D (56%)

2003/CE/U1/4T
A (63%)

2006/CE/TI/45
€ (23%)

Macroeconormics by Topk
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2009/CE/T/47
B (34%)

2010/CE/11/48
A(42%)

2010/CE/T1/49
A(51%)

2012/DSE/1/40
A (52%)

2014/MSE/N/43
D (38%

{991 /CE/T/60 199G/CEAT/M8 2000/CEALS0 2006/CE/11/48 2015/DSEN/43
c (8 t D (68%) D (54%)
1996/CRTI/49 SHUICTAS) 2007/CEMIAR 2015/DSE/A4
C (deleted) A C (69%) D (19%)
2001/CE/L/41 2007/CEALIS0 2016/DSE/N/43
B (deleted) C(57%) B (48%)
1993/CLE/11/40 1996/CE/11/51 2001 /CE/AL/45 2008/CE/M/46 2017/DSEMN/41
D B b B (57%) B (48%)
1993/CENI/54 1997/CE/NY/50 2002/CE/11/48 2008/CE/N/4T 2018/DSE/i42
B ¢ A(31%) A (70%) X (deleted)
1994/CE/NY/51 1997/CENY/S51 2003/CE/I/43 2008/CE/L1/48 2018/DSEA/44
e D B (67%) C (47%) A (46%)
1994/CE/MI/55 1997/CE/N52 2003/CE/M/A48 2008/CEN1/49 2019/DSE/N/44
A @© C(15%) B (40%) C
2021/DSE/N42
D
1990/CEA3(a)(i)
Domestic exports of goods + Re-exports of goods - lmports of goods (1)
=$(218 +275 - 501) bn.
=-$8 bn, )
1991/CEA/4(b)
{1y Yes, because [
it is trading of physical goods, )
Tt worsens Hong Kong’s balance of payments. / This item represents a payment in HK s b.o.p. account. (1)
(i) No, because m
it is trading of service. (1Y
1t favours Hong Kong’s balance of payments. / This item represents a receipt in HK s b.o.p. account. ()]
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1992/CE/4(c)

Balance of mvisible trade Balance of payments

(1) no effect unfavourable %)
(i) favourable favourable (2)
1993/CE/1/2(b)(1)
Re-exports increase, because (1)
more raw materials and machine to China via Hong Kong.
- OR
more Chinese exports via Hong Kong. @)
1993/CE/1/4(a)
(if) Yes, because [¢)]
the ratios of both exports and imports to total GDP increased (2)
(111) Trade deficit in 1980 (1)
Trade sorplus in 1990 (1)

Reasons:

- re-exports T e.g. expansion of China trade

- exparts T due to China factor, etc.

- expansion of tertiary sector service related to trade, e.g. hank service, insurance service, tourism

- expansion of infrastructure service related 1o trade, e.g. container port, airport, communication network (2@, max: 4)
[Mark the FIRST TWO points only.]

1994/CE/1/8

It occurs when the country’s capital account and other items in the current account altogether has a surplus and the surplus is

areater than the trade deficit. 4)

1995/CE/1/9(b)

(1) Souvenirs imported from HK = the US current account / trade account was unfavourably affected - A (2)
Souvenirs bought by tourists = the US current account / invisible trade account was favourably affected — B (2)
Acefect < B effect = favourable to the US balance of payments (1)

(1) It affecred the US capstal account favourably. (0

=> favourable to the US bio.p. (€8
1996/CEN/G

(a) $(24-35+17-19)mn =-$13 mn. (1)

(b) No, because D)

there is a balance of payments deficit of $28 min. / the credit enlry in the foreign exchange & gold account represents a
decrease in reserves. (2)

1997/CE//G

If the initial expost value of goods is significantly highes than the initial import value of goods and the difference is more

than compensate for the difference in their individual growth rates, then there 1s a case of visible trade surplos. 3)
1997/CE/N/ L (a)(1)
(I) No, because (1)
there is no export of goods but an import of $1m. (1)
(1) No, because (1)
total payments (= $1 m.) > total receipts ($0.6 m.) (1)
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1998/CE/1/8 2009/CE//R
No, because (4D (a} Pis services. (1)
no information on other items. such as the invisible trade account (, net current transfers, net factor income from abroad, )
and the capital account. ) (b Q Account is (1)
(¢} (1) Visible trade balance = =130 billion dollars (1)
1998/CE/711(c)
(i1} Current account (1) Re-export of goods = 2 323 billion dollars H
OR
Visible trade account / Invisible trade account @
2010/CE/T/9¢d)
{ii1) The fall in the local demand for Japanese cars will improve HK s visible trade balance. 2) Imported souvenirs will decrease (the visible trade balance and hence) the balance of HK s current account (n
The fall in the re~export demand for Japanese cars will worsen HK s invisible irade balance. 2) Souvenirs sold to inbound tourists will increase (the jnvisible trade balance of) HK s current account. 2)
The combined effect on HK’s balance of payments is uncertain, depending on the relative strength of the above two The decrease in the cusrent account balance is smaller than the increase in the current account balance, 1n
forces (h) There is value added to the souvenirs by local service providers. [$h]
1999/CE//6(b) 2013/DSENTG
Not included, because (U] (a)  Balance of current account = $[35 - 50 + 47 - 27] million = $5 mitlion (1)
this $10 000 is not the value of a service. [
(b) No, because (1)
the BOP balance is -$10 million, which implies a BOP deficit. (2}
2001/CE/N/8
(a) (1) Goods (1)
Services [Q] 2015/DSEN12(a)
A drop in the export of services to mainlund tourists h
(1) E.g. interest (other examples are: dividend, rental income, wages) earned from / paid to foreign countries ) would reduce HKs current account surplus (or enlarge its deficit). H
th) The capital and financial account )
2016/DSE//13(b)(1)
Proposal A on current account:
2004/CE/1/8 An increase in income tax would lower disposable income (1
Re-exports = visible trade surplus + mmport of goods - domestic exports and result in a drop in consumption, AD, as well as output level, ()
=H(40+30-10)m () Import would fall, implying (1)
=$60m 2) a bigger surplus or smaller deficit in the current account balance. [4D)
Proposal B on cusrent account:
2006/CE/AN/11{a) A fee charged on departing traveilers would result in an increase in the cost of using the airport. )
(i}  Visible trade balance = value of exports of goods - value ol imports of goods 8] Travelling industry would be adversely affected, reducing the number of both incoming and outgoing travellers. (1)
[Most goods in HK are imported.] In Hong Kong, an increase in private consumption usually means an increase in Both import and export of services would drop, (ly
value of imports of goods, (1) cansing an ambiguous change in the current account balance. (1)
.. Visible trade balance most likely worsens, (1)
[other things being equal or assuming no change in value of exports of goods.}
2017/DSE/1/12(c)
(i) The condition is: Invisible trade: the increase in cost ol travel would result in a fall in the number of British citizens visiting the EU and
Increase in the value of exports of goods < increase in the value of imports of goods 2) henee the import of services.
Factor income: with fewer British workers working in the EU, there would be a drop in total wage payment to such
workers.
2008/CE//1(c) Lintlteral transfer:  with fewer workers working in the EU, there would be a drop in their remittance back to Britain,
Visible trade balance = value of exported goods - value of imported goods [4)] (2@, max: 4)
No because v (1)
there may also be a fall in the value of exported goods (1) 2018/DSEAIL
which is larger than the fall in the value of imported goods ) Balance of payments would be worsened, because (1
export of goods would fall because of the embargo; (1)
export of services would also tall as fewer tourists would want to visit Country Z because ol the threat of war; and )
foreign investors would withdraw their investments in Country Z, so capital may flow out of the country. (@)
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2020/DSE/TI/10A

10 al) The balance of currenl account in 2017 = -808 + 255 = - 533
The balance of current account in 2018 = -8914269 = - 622

According to data of source A , the current account worsen ( increase in deficit ) by 89,

Ti') 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.
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Macroeconomics by Topip
8. International Flnaree

8.2 EXCHANGE RATES

Multiple Choice Questions

1990/CE/11/38
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 Hong Kong dollar is overvalued.
C.  The local political development is favourable.
D. The value of Hong Kong’s exports has increased.

1990/CE/11/43

Suppaose that the Japanese yen appreciates against the Hong Kong dollar and the Ttalian lira depreciates against the Hong
Kong dollar. The demand for Ttalian cars in Hong Kong will

increase.

decrease.

remain unchanged because there is only a change in the quantity demanded.
either increase or decrease depending on the extent of price changes.

Saws

1991/CE/11/51
The appreciation of the Japanese yen may cause

a decrease in the price of Japanese goods in Hong Kong.

a decrease in the number of Hong Kong tourists visiting Japan.
an increase in the quantity of goods exports by Japan.

a decrease in Japanese investment abroad.

vaw>

1993/CE/1/55
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 HK$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/1/57

1f 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 fail
those who hold Japanese yen deposits will gain

saw»
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199S/CE//SS

Under 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 Kong products will be exported to Japan.
1997/CE/11/54

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 Kong from the UK will increase.
C.  the volume of the imports to Hong Kong from the US will increase.
D. the capital inflow to Hong Kong from the UK will increase.
1998/CE/11/48
What will be the effect on Hong Kong's trade with Canada if the exchange rate changes from C$1 = HK$5.7 to C$) =
HK$57
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 Kong dollars on imports from Canada will increase.
2003/CE/1/47
What would result from the following change in the exchange rate between the HK dollar and the Japanese Yen?
[ 15" February | HK$6.4=100yen |
[_15™ March in the same year | HKSG.1 =100 yen |

(1) The volume of imported goods from Japan to Hong Kong would increase.
(2) The number of Japanese tourists to Hong Kong would increase.

(3) The prices of exported goods 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), (2yand (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) an increase in income for the trading partners

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

Tow»
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2005/CEAN/A9

Year X | Exchange rate
January USS$1 = 120 Japanese yen
May US$1 = 105 Japanese yen

Under the linked exchange rate system, the above change in the exchange rate between the US dollar and
will lead to

A. adecrease in the number of Hong Kong people visiting the US.

B. anincrease in the number of Hong Kong people visiting Japan,

C.  adecrease in the quantity of Japanese electrical appliances exported to Hong Kong.

D. adecrease in the quantity of Hong Kong made fashions exported to Japan.
2007/CE/N/49

In which of the following situations will the import volume of Hong Kong from Japan increase?

A.  The income of Hong Kong falls.

B. The national income of Japan rises.

C.  The exchange rate of the Hong Kong dollar to the Japanese yen changes from HK$6.7 = JP¥100 t
D. The Hong Kong economy is in the recovery stage.

2008/CE/11/50
The table below shows a change in the exchange rate between the US dollar and the Japanese Yen.
Date Exchange rate
11" July 2007 USS$1 =¥122
14™ November 2007 USS$1 =¥111

Under the linked exchange rate system of Hong Kong, the above change in exchange rate would lead to

(1) anincrease in the competitivencss of Hong Kong exports to Japan
(2) adccrease in the number of Hong Kong tourists to Japan

8. Intemational Finance

the Japanese yen

0 Hk$6.9 = JP¥100.

(3) adecrease in the tota] value of Hong Kong imports from Japan (in terms of the Hong Kong dollar)

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

oow»

20D/ CE149

Date Exchange rate
1.12.2007 US$1 =930 KRW
1.12.2008 US$1 = 1468 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.

gaws>
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2010/CE/11/50 2016/DSE//45
Under the linked exchange rate system, when the British pound depreciates against the US dollar, there would be Date Exchange ratc

15 February 2015 US$1 =€0.8773

A.  anincrease in the quantity of Hong Kong electrical appliances exported to Britain, 15 August 2015 US$| = €0.8965

B.  adecrease in the quantity of British souvenirs bought by Hong Kong people.

C. an increase in the number of ]']9{18 Kong people visiting the US Under the linked exchange rate system of Hong Kong, the above change in the exchange rate of Euro (€) to the US dollar

D.  adecrease in the number of British people visiting Hong Kong. would lead to

A.  an increase in the number of European tourists to Hong Kong
2012/DSE/N/39 B.  an increase in the total value (in terms of Hong Kong dollar) of European exports to Hong Kong
Date Exchange rate C.  adecrease in the volume of Hong Kong exports to the U.S.
|_Seplember 2010 ITK$10 = 1 Furo D.  adecrease in the total value (in terms of Hong Kong dollar) of Hong Kong exports to Europe
July 2011 HKS$11.3 = Euro
The above change in the exchange rate between HK$ and the Euro will result in 2017/DSE/I/44
Date Exchange rate

A, adrop in the number of tourists from Europe to Hong Kong. 22 November 2015 US$1 = RMB¥6.39

B. adrop in the price (in terms of HK$) of imports from Europe. 22 November 2016 US$! = RMB¥6.89

€. 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 Buro. The above change in the exchange rate between the US Dollar and the Renminbi would lead 1o

(1) adecrease in the number of Chinese tourists to the US.
2013/DSE/N/37 (2) adecrease in the competitiveness of US exports to China,
A country’s currency appreciates against its trading partners’ currencies. If the country’s demand for imports is . (3) anincrease in the total value of US exports to China (in terms of the US Dollar).
the appreciation of its currency will lead to in the total import value (16 tetms of domestic currency).
) A. (1) and (2) only

A, unitarily elastic ...... arise B. (!)and (3) only

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

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

D. inelastic

2018/DSE/1/45

2014/DSEN/A2

Suppose South Korean Won depreciates against the US Dollar. Under the linked exchange rate system of Hong Kong, which

Exchange rate
of the following would be results of the above change in the exchange rate?

Day 1 1 HKD =0.83 RMB
Day2 1 HKD =0.77 RMB

(1)  The volume of imported goods from South Karea to Hong Kong would increase.
(2) The price of exported goods fram Hong Kong to South Korea in terms of HK dollar would increase.

o Mr Wonyg used $10 000 Hong Kong Dollars (HKD) to buy Renminbi (RMB) at Day 1 and sold the sum at Day 2 to obtain
(3) The number of tourists from South Korea to Hong Kong would decrease.

HKD at the exchange rates shown in the table below.

A (1)and (2) only Mr Wong approximately in the above transactions.
B. (1)and (3)only —_—————
C. (2)and (B)do(nly A lost HK$779
D. (1}, (2) and (3) B. lost HK5600
C.  gained HK$600
D. gained HK$779

2016/DSE/1/44
Suppose the countries in a certain region are competitors of exporting goods to the U.S. The currencies of the countrics 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

. 1993/CE/1/33
U-S. wil Which of the following about the linked exchange rate (%% ¥ & 3 ) in Hong Kong is correct ?
N decrease_ A, Itis determined by market forces.
B — B. Tt has been changed several times by the government.
& . C.  The linked rate system is used to stabilize the exchange rate of the Hong Kong dollar.
D [behipdetomminaio: D. Itis an exchange rate between the Hong Kong dollar and a basket of foreign currencies.
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1993/CE/11/36
Which of the following will lower the value of the Hong Kong dollar?

A.  The US dollar appreciates against other curtencies.
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 = HK$7.8 ... not fixed
C. ot fixed ... fixed
D. ot fixed ... 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 relative 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
€. 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 problem.
2000/CE/1/52

Suppose the Japanese Yen appreciates greatly against the US dollar. Due to the linked exchange rate system.

A, The HK dollar will deprectate 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 HK 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 relative to the US dollar s fixed.

the market exchange rates of the HK dollar relative to currencies 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 dollar will appreciate against the Japanese yen if the US dollar appreciates against the Japanese yen.

0w

2006/CE/11/47
Under the finked exchange rate system of Hong Kong, which of the following statements is correct?

A.  The exchange rate of the Hong Kong Dollar (HKD) relative to the US doliar (USD) is fixed at USD1=HKD7.8 on
the foreign exchange market.

If Mainland China has a visible trade surptus, Hong Kong will also have a visible trade surplus.

When the USD depreciates against the Euro, the HKD will also depreciate against the Euro.

All of the above.

cow
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20UCEANS0
Under the linked exchange rate system of Hong Kong,

the exchange rate of the Hong Kong dollar with the US dollar in the foreign exchange market is fixed.

the Hong Kong government need not hold a large amount of foreign exchange reserves.

Hong Kong citizens can give the Hong Kong government Hong Kong dollars in exchange for US dollars at the
linked rate.

D the Hong Kong dollar banknotes are fully backed by foreign exchange reserves.

am»

2013/DSE/1/40
Which of the following statcments about the linked exchange rate system of Hong Kong is correct?

(1) Hong Konyg dollar banknotes are fully backed by Renminbi and the US dollar.

(2) The Hong Kong Monetary Authority holds a considerable amount of foreign exchange reserves.

(3) All note-issuing banks can exchange for US dollars at the linked rate with the Hong Kong Monetary
Authority.

(4) The exchange rate of the Hong Kong dollar to the US dollar in the foreign exchange market is fixed

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

Tam>

2015/DSE/1/42
Under the linked exchange rate system of Hong Kong, which of the following 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 to the US dollar is fixed at 1USD to 7.8 HKD by the Hong Kong
Monetary Authority.

C.  Hong Kong’s import volume will increase when US dollar appreciates against other currencies.

D. A current account deficit in the US will lead to a current account deficit in Hong Kong.

2017/DSEN/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 Hong Kong dollars to the Hong Kong Monetary Authority in exchange for US
dollars at any time. :

B. It enables 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 1s 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
Study the prives of iPhone X in Hong Rong in terms of Hong Kong doliar (HKD) and in the Mainland in
terms of Renminbi (RMB),
Hong Kong - The Mainland
HKD 8588 RMB 8316

Given the exchangs rate of HKD | = RMB 0.875, which of the following statements is comrect?

A, Travellers tend to buy an iPhone X in the Mainiand instead of in Hong Kong.

B. RMB is under-valued as the pricé of ain iPhone X In the Mainland is lower than that in Hong
Kong.

C.  Ifthe transportation cost is HKD 950, buying an iPhone X {n Hong Koag and re-gelling it in the
‘Mauinland will no longer gain.

D, The potential gain from ‘buy low, sell high’ will disappear when the price of Phone X in Hong

Kong is higher than HKD §504.
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2020/TSE/1/44

The following table shows the change in the exchange rate of Euro against the US dollar.

Date Exchange rate
22 September 2018 I EUR =US§ 1.176
22 August 2019 1T EUR = USS 1,109 i

The above change in the exchange rate will fead to 8 decrease in

the number of European tourists visiting the US.

the volume of goods exported from Europe o the US.

the total value of US exports to Europe (in terms of Furo).

the tofal value of European exports to the US {in term of the US dollar).

vawmp

2020/DSE/1/45
Under the linked exchange rate system of Hang Kong, which of the following statements is correct?
The money supply M1 of Hong Kong has ta be fully backed up by the US dollar,

A
B, Hong Kong's export volume will increase when the US dollar depreciates against other
currencies.

€. The market exchange rate of the HK dollar refative to the US dollar is fixed.
D.  Hong Kong citizens ean sell 1 USD 10 the three note-issuing banks for 7.8 HKD.

2021/DSE/1/45

Study the following table,

Exchange rate
3 December 2018 HEKD 1= RMB 0.902
3 December 2020 HKD | =RMB 6923

On 3 Devember 2019, Mr Chan exchanged 3 total of RMB 300000 from Hong Kong dolar wnd deposited
the sum to 2 bank as time deposits at an srwal interest rate of 0.8%.  Suppose be withdrew the sum on 3
December 2020 and exchanged it back to Hong Kong dollar,

From the above transactions, Mr Chan

A, lost about BIKS4 987

B, lost about HKS7 5370

¢, gained about HK$6300

D, gained abowt HK$8 515
F f
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Short & Structured Questions

1992/CE/N/2(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/1/11(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 would affect the sales revenue (in HK$) of Japanese cars in Hong
Kong. (8 marks)

1999/CE//5(b)
The Japanese 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:

HK$100 equals
Date Japanese Indonesia Rupiah Thai Baht
N8 i 373
15/10/1996 1448 29412 3247
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/CE/I/12(a)(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 | US$1 =£0.75
May | US$1 = £0.70
Supposc 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 Wony’s sales revenue of these books in HK dollars would change. (7 marks)
2004/CE/1/11(b)
In Hong Kong, many fashion items are imposted 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
rate system. (2 marks)

(i1)  With the aid of a diagram, explain 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/1/10
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$9.37

(a) Suppose that during this period of time, the price of European cars (in terms of €) imported into Hong Kong did not
change.

(1)  Explain how the above change in the exchange rate would affect the price (in terms of HK$) of European cars
imported into Hong Kong. (2 marks)

(i) With the aid of a diagram, explain why the above change in the exchange rate could lead to an increase in total
expenditure (in terms of HK$) on European cars imported into Hong Kony,. (6 marks)

(1) Explain how the above change in the exchange rate would atfect the total value (in terms of €) of European cars
imported into Hong Kong. (2 marks)

{b) Through a commercial bank, Mr Chan bought 10 000 Euros on | December 2005 and sold them on {8 January 2006 at
the rates shown in the above table.

(1) Calculate Mr Chan’s gain / loss (in terms of HK$) in the above transactions. Explain whether this gain / ioss
should be included in the calculation of Hong Kong's GDP. (4 marks)

2008/CE/I/11(a)
Trade deficit is a concern of many countries. The US government 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 of US imports (in terms of US$) from China will decrease due to a revaluation of
RMB. Illustrate your answer in Diagram 1 below. (7 marks)
Diagram 1

Unit price (USS)

3

Quantity of imports
> from China
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2010/CE/1/8

Suppose from 2008 to 2009, the price of jeans exported to Japan from Hong Kong in terms of Hong Kong dollars (HK$)
remained unchanged. In the same period of time, the price of computers exported to Hong Kong from Japan in terms of
Japanese Yen (¥) also remained unchanged. However, there was a change in the exchange rate between HK$ and ¥ as
follows

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 correct 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
Hong Kong

(b) the total value of Japanese computers exported to
Hong Kong

(c) the total value of Hong Kong jeans exported to

Japan
(3 marks)
2012/DSE/NI/R
A country’s currency depreciates against its trading partners’ currencies. Will the depreciation necessarily lower 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) 2018/DSE/I/12(d)
The following table shows the change in the exchange rate of the Hong Kong dollar against the Japanese Yen. Source 2: Statistical data about tourism in TTong Kong in 2016
Date Pricc of 1 unit of 2016 Compared with 2015 (%)
Hong Kong dollar
1" August 2012 10.2 Yen Mainland visitors 42.8 billion -6.7%
1" August 2013 12.5 Yen
Total visitors 56.65 billion -4.5%
Suppose the price of Japanese automabiles (in terms of Yen) does not change. With the aid of Figure 2, explain why the Total tourism expenditure i o
above change in exchange rate would lead to an increase in the total export value (in terms of Yen) of Japanese automabiles associated to inbound tourism HK$296.2 billion -10.1%
ta Hong Kong. (7 marks)
Price in terms of Source 3: exchange rate of the Renminbi (RMB) to the US dollar (USD) between 2015 and 2016
Japanese Yen
uso Exchange rate of RMB
0.165
6.16
0.153
.15
0.145
0_14 e L e e AN A A A e o i B e o S 8 8 e A et 3 e s 42 S L e A
0.135 L e A LA s e —r—r T :
z = 2
8 8 %
R 2 &
0 Quantity of
Figure 2 Japanese automobiles

exported to Hong Kong I ..
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 expenditure associated to inbound tourism.” Based on Sources 2 and 3, justify his statement.
(6 marks)

2019/DSE/I/1

;:rz(hangzhnu—stemhon-uong Kong Express Rail Link (High Speed Ruil) was Jaunched in September

Suppose the fares of the High Speed Rail in terms of RMB are fixed. The fares of High Speed Rail tickets
sold in Hong Kong, in terms of Hong Kong dollar (HKD), will be adjusted according to the exchange rate of
RMB agajnst HKD.

©) ‘A depreciation of RMB against the US doller (USD) will result in an increase in total revenue (in

tetms of HKD) of High Speed Rail tickets sold in. Hong Kong.” With the aid of Figure 2, explain
under what condition this statement will be correot. | (8 marks)
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2021/DSE/MT/S

Mr Chan, a Hong Kong retived footballer, was employed as a consultant by a football club in the United
Kingdom in Jaouary 2020. Seven months later, he quitted his position and returned 1o Hong Kong.

(2}

)

Explain whether the salary received by Mr Chan from the football club in the United Kingdom would
be included in the calculation of

[6)] gross domestic product (GDP} in Hong Kong. (2 marks)
(i)  gross national income (GNY) in Hong Kong. (3 marks)

1f Mr Chan could choose to receive his salary in cither British Pound {GBP} or US Dollar (USD),
which currency would you recommend him to choose? Explain your answer. {2 myarks)

MARKING SCHEME

1990/CEAL38 1998/CEAI/48 2010/CE//S50 2018/DSEAMS
B B D (70%) D (57%)
1990/CEA14: 2003/C} 2012/DSE//39 1993/CE/L/33
A B (67%) C (37%) E
1991/CIALS ] 2004/CEA1/48 2013/DSEA/3T 1993/CE/1/36
B C (66%) D (52%) D
1993/CB/ISS 2003/CE/1/49 2014/DSE/1/42 1996/CE/L/52
A C(52%) B (59%) D
1993/CE/I/57 2007/CE/1/49 2016/DSE/1/44 1999/CE/11/49
D 1 (49%) A(52%) I
1995/CEALSS 2008/CE/11/50 2016/DSE//4S 2000/CEAT/S?
B A (37%) D (56%) A
1997/CEALS4 2009/CE/MT/49 2017/DSE/N/44 2001/CEN/46
B B (84%) A (69%) n
2020/DSEAAS 2021/DSE/5
B 4

1992/CEA2(c)

Depreciation of HK$
=> import prices/cost of imported raw materials {in HK$)1
= unit cost of production T

1998/CE//11(b)
Price of Japanese cars (quoted in HKS$) falls.
= an increase in the quantity demanded for Japanese cars

Elastic demand means the % change in quantity demanded is Jarger than the % change in price.

=> sales revenue increases (1.e. revenue loss < revenue gain)

P
P 7777,
3 (o5
'Y CLLZ N
NN
NOATN
N
N > .
o Q=+
Ind
- P and
- Correct position of *Gain’ and ‘Loss’
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2006/CEN1/4T
C (63%)

2009/CE/NN/S0
D (29%)

2013/DS1/1/40
C (T0%)

2015/DSEA/42
€ (62%)

2017/DSE/1/45
D 40%%)
2019/DSE/1/45
C
2000/DSE/ /a4
A

(1
m
(2)
m

(U]
(1
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1999/CE/O(b) 2004/CE//11(b)
The devaluation => price (in HKS) of Japanese cars | (= quantity of Japanese cars demanded 1) (€3] (i) Increase, because (h
Japanese cars and French cars are substitutes m HKS$ depreciates against the Euro dollar under the linked exchange rate system (4N}
-, demand for French cars | )
= both the equilibrium price and quantity of French cars | 1)+ (i) (The rise in price leads o) a fall in quantity demanded. (n
= sales revenue of French cars | (from 0P\ E,Q; to 0P2EaQs) (4] Blastic demand for imports (1)
“ change in P <% change in Qd (2)
Unit price
Unit price
S
D
E
N v E;
§ s Eq
B N
N N
= NN
Qi*Q  Quantity of French cars \\\ D
0 AN > Quantity
QU <« Q
- D shifis to the left 8]
-PlandQ ] (n 1in i total import value (G) < loss in total import value (L) (2)
i . . p
S TR | (area P1EIQiQaEPy) (1
U 2006/CEA/10
1999/CE/1/10(d) ) ) (a} (i) Tncreased, because M
HKS$ appreciates against these Asian currencies. (1) Euro appreciated against the Hong Kong dollar, 89
=> these Asian countries” exports become relatively cheaper than HK exports in the US market €3]
= as there are (cheaper) substitutes, demand for HK exports | (2 (1) With an increase in import price in terms of HKS, the quantity of imported cars decreased (1)
= derived demand for labour in HK’s export sector |, so HK’s unemployment is very likely to increase. 2 If demand 1s inclastic, % change (increase) in P > % change (decrease) in Qd. (2)
(Note: In the context of AD-AS, you may argue that a decrease for HK's exports will lead to a decrease in Hong Kong's Unit Price (in HKS$)

aggregate demand, which would resalt in a (larger) deflationary gap. It represents the existence of (more) unemployed
workers in the factor market.)

2002/CE/I/12(a)(11)
Unit Price D

P, Indi in agram:
-PtandQd | (1)
- Correct position of ‘Increase” and ‘Decrease’ in total expenditure (1)
- ‘Increase’ > ‘Decrease’ (1)
(1) Interms of €, the total value of imported cars from Europe decreased, because (1
B the volume of imports decreased while the price of imported cars in terms of € remained unchanged. (1)
0 (B () $(9.37-9.07) 7 10000 M
=$3 000. He gained $3 000. (1)
—g_q;‘lnfhcz_atc m.ﬂ?e raph: . — I No, because [R]
B sc|.11ng price T and quantity demanded | ) the capital gain does not involve production. (1)
- gain > loss )
Verbal explanation:
The selling price increases (due to the depreciation of the HK$ against the British Pound). H
The quantity demanded decreases (H
The percentage change in quantity demanded is smaller than the percentage change in price. (0
Total revenue increases, 3]
356 357
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2008/CE/1/11(a)

Impaort price increases as a result of revaluation and the import quantily decreases
Condition: elastic demand

Y% change in price < % change in quantity demanded

Unit price (US$)

Quantity

Indicate in the diagram:

~ price increases and quantily decreases

- carrect position of ‘increase in import value’ and “decrease in import value®
- area of ‘increase in import value’ < area of “decrease in import value’

2010/CTEA/S
(a) noreased

(b) wncertom
(c)  merended
2012/DSEAS

No, because
if the demand for import is inelastic , the import value will not decrease

as the percentage increase in price will be greater than percentage decrease in quantity demanded.

P
D
mn
¥
™
]
0 Q
Qdz Qdl
Indicate in the diatram:
-PtandQd |
- “gain in import value’ > “loss in import value’
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Macroeconomics by Jepie
8. Intemational Finances

2014/DSEM/ T a)

Japanese Yen depreciated against Hong Kong dollar, (1)
As the price of Japanese automobiles does not change, the automabiles become cheaper m terms of HKD and Hong Kong

importers will buy more Japanese automobiles. (0
The demand for Japanese automobnles by HK people increases. (1)
Quantity transacted increases (1

(Therefore, total export value of Japanese automobiles increases.)

Price in terms of
Iapanese Yen /]

i

]

!

! Dy

H

L Quantity

’ Q

Indicate on the diagram:
- demand curve shifts to the right 48]
- a higher quantity transacted (1)
- gain in total value (1)

2018/DSEAT/12(d)

During 2015-16, RMB depreciated against USD. Under HK s linked exchange rate system, the value of HKD would follow
that of USD, so RMB depreciated against HKD as well

Depreciation of RMB implies 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 major source of tourists in HK, a significant drop in “total tourism expenditure associated to
mbound tourism” would result {6)

Z021/DSEANNS

(a)
(i} No, the foothali club is a resident-producing unit of the United Kingdom but not Heng
Kong.

(i) Yes, Mr. Chan is a resident of Hong Kong so his income is regarded as factor income from
abroad of Hong Kong.

{by USD
Reasons:

It is a more generally aceepted medium of exchange in the international market.
It is a common unit of account in international trade.
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SECTION 9: EXTENSION OF TRADE THEORY AND ECONOMIC DEVELOPMENT

9.1 “EXTENSION OF TRADE THEORY

Multiple Choice Questions
(Note: For reference only; no multiple-choice question will be set on the clective parts.)
1990/AL/11/20
Refer to the following diagram about a country:
fo0d Y Qunits)

Al100

AB = pre-trade consumption possibility curve
AC = post-trade consumption possibility curve

B ¢ Good X funits)
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 I'Y is higher than 1.5X.

A. (1) and (2) only
B. (1) and (3) only
C. (2)and (3) only
D. (1).(2)and (3)
1991/AL/1/04
Good Y
solh
B
i) P~
B A
9 0 = 20 Good X

In the above diagram, AA and BB are the production-possibility frontiers of Countries A and B respectively,

A.  Country A will not trade with Country B.

B.  Country A will export Good X to Country B.

C. Country B has a comparative advantage in the production of Good X.

D.  Country B has an absolute advantage over Country A in the production of Good Y,

360
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1992/AL/11/29
Country ¥
B, ]i (1
Gho ™~

Xo c
Country X Wheat

Refer to the above diagram. BC and CE are the production possibility frontiers of Country X and Country Y respectively.
Which of the following statements is FALSE?

A, Country X has a comparative advantage in the production of wheat.

B.  Country Y has a higher opportunity cost in the production of wheat.

C.  If CG represents the terms of trade, Country X gains through importing cars from Country Y.

D. IfCF represents the terms of trade, Country X gains through importing cars from Country Y.
1995/AL/11/21

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/AL/11/24
Cood Y
Wwie
40 A
X B ONA Good X
20 40

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?

A.  Country A has a comparative advantage in the production of good Y.
B. Country B has a lower opportunity cost in the production of good X.
C.  Country A gains through importing good Y from country B if the terms of trade 1s 1X = 1.5Y.
D. Both countries will not trade with each other if the terms of trade is X = 2Y.
361
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9. Elective 2 ¥, Electve 2
1997/AL/MI/NT 1999/AL/I/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 1s
W correet?
C
i Good YA
60
401 i
|
i
D Houses |
0 100 !
LT 60 Tog > Goed ¥
el aductionpossibiliy]FagHenofibotheonntiEs i EndIBNicn A.  Trade enables the country to increase the production of good X along CD.
(1) neither country has an absolute advantage in th_e production of food. B. 2;:: fff;l:umty 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. Y- . . . .
- - N " AN . C.  The country has a comparative advantage over its trading partner in the production of good X.
(3) the domestic exchange ratio between food and houses will be 1 : 1 for both countries.
D. None of the above.
A, (1)and (2) only
2' 8 ::g g; g::}y 2001/AL/II/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
’ y respectively. Without international trade, Country A consumes 50 units of X and 50 units of Y. Suppose the terms of trade is
1. which of the following statements are correct?
1998/AL/MI/ . R .
LA Gaadl ¥ (1) With international trade, Country A will produce more good Y.
(2) With international trade, Country A will increase its consumption of good X
Wi A (3) With international trade, Country A will increase its consumption of good Y.
A, (l)and (2) only
B. (1)and (3) only
2008 C. (2)and (3) only
\’B D. (I),(2)and (3)
A >
0 30 @ Goed X
2001/AL/T/21
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 true?
(1) Country A will not trade with Country B. NG
(2) Country A has a comparative advantage in the production of good Y.
(3) Country A has an absclute advantage over Country B in the production of both good X and Good Y.
A (1) only o - Good X
B. {(2)only 20
C. (1) and (2) only . ) . e e . ) .
D. (2)and (3)only [n the above diagram, AA is the production possibility frontier of country A. Suppose the terms of trade is 1. The net gain of
country A for each unit of its import is unit of good X.
A 1/6
B. 1/5
C. 14
D. 173
362 363
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" ka2
2001 /AL/II/26
Good ¥
a3 (A
0
0
o N 2 Good X

i i0¢

In the above diagram, AA and BB represent the production possibility frontiers of Country A and Country B respectively.
Which of the following is correct?

A.  Country A has an absolute advantage in the production of Good Y,
B.  Country B has a comparative advantage in the production of Good X because it can produce more Good X than
Country A

C.  They will not trade with each other if the terms of trade is 1.

D. None of the above.
2002/AL/1/24
Refer to the production possibility curve of country A below.

Good Y
B
¢
0 Good X

Country A’s production point will move from B to C when

gawp

the relative price of Good X mereases

the relative price of Good Y increases.

there 13 a change in the amount of resources available.
there 13a change m techneiogy.
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Refer to the following diagram and answer questions 27 and 28.

Clothing

* Food

2002/AL/11/27
In the above diagram, ACD is the production possibility frontier of Country Y while BCD is its consumption possibility
frontier with international trade. With international trade, the production point for Country X is:

A A
B. B
¢, C
D. D
2002/ALSTI28

Suppose the value of A and B in the above diagram is 300 and 500 respectively. With international trade,
A.  Country X must be consuming more clothing than it did before trade.
Country X gains 1 unit of food per unit of clothing traded.

B.
C.  the value of D 1s 600.
D. the terms of trade is 1 unit of food for 2 units of clothing.
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9. Elective 2 9. Electve 2
Refer ta the following diagram and answer Questions 24 and 25. MBN is the production possibility frontier of Country S. Study the following diagram and answer Questions 26 and 27
With international trade, the production point and the consumption point of Country X are B and C respectively.
Good Y
Clothing
A 100 i
M 4
(e
C
B D
1} Food Good X
N D 0 oo 25

AB 15 the consumption possibility frontier of a country when there is no trade. When the country trades with the outside the
2003/AL/11/24 waorld, its consumption paossibility frontier is AD and its consumption point is C.
The terms of trade is measured by

A. OD/CA 2006/AL/11/26
B. ON/OM. Which of the following statements is correct?
C.  AB/BD
D. AB/AD. 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.
2003/AL/11/25 D. The trading partners of the country have an absolute advantage in the production of Good X.
Without international trade, the consumption point of Country X will lie on
A, MB 2006/AL/M/27
B. BN In trading with other countries, the country will gain per unit of export
C AB
D. BC A. 0.2 units of Good X
B. 0.2 units of Good Y
C.  0.25 units of Good X
2005/AL/1/27 D. 0.25 units of Good Y
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.
2007/AL/11/24
Gond ¥ The diagram below shows the production possibility frontiers of Country A and Country B,
R
Cood Y
v
T
2048 AA': Country A's production possibility frontier
BB Counwry B's peoduction possibility footier
0 s 50
v Good X
When international trade, nt a price of 3 units of X per unit ol Y, the countiy will export and gain for
each unit of its imports.
) '
A X 2 units of X g L 100 Gma%
B. X... 2/3 units of X
C. Y... 2 units of Y Suppose the terms of trade between the two countries is 1X = 0.8Y. Which of the following is correct?

D. Y. 2/3 units of Y
A.  A’B is the consumption possibility frontier for both countries when they trade
B.  Both countries will consume more of both goods after trade.
C.  Country A enjoys absolute advantage in the production of Good X.
D. Country A's opportunity cost of producing Good Y decreases when the two countries trade
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2008/AL/1/24

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 T3 respectively.

Good ¥

Based on the above diagram, we can conclude that

Country A has an absolute advantage in producing good Y.
Country A has a comparative advantage in producing good X.
the world price of good X is DF/EG.

the world price of good X is DB/EC.

onwp

Refer to the following diagram and answer Questions 23 and 24. CD is the production possibility fronticr of a country and H
is its consumption point with international trade.

Clothi
£
[ SSRPI——— H
} ieesisosasany P-NG
L
° KL Comg
2009/ALTN23
Which of the following statements about the country is correct?
A, Tt imports clothing from other countries.
B. It has an absolutc advantage in producing clothing.
C. Ttuses all its resources to produce computers.
D. It gains more than other countrics from international trade.
2009/AL/11/24
The terms of trade of the country is measured by
A 1TIG
B. JG/I
C. IJ/KL
D. GL/LD
368
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9. Eleciive 2

2010/AL/M1/24
Refer to the following diagram.

Gaod Y

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.

B.
C.
D

The country will import good Y.

The country will export good Y.

The country will not trade with the rest of the world.

The country will consume more good X and good Y after trade.

201 1/ALN25
AB and CD arc the production possibility curves of Country X and Country Y respectively.

Clothing
120pE
l(llA ¥
E®
0 L s T
100 0 v

Which of the following statements about Country X and Country Y is/are correct?

snws

(1) Country X cnjoys a comparative advantage in producing clothing.
(2) Country Y enjoys an absolute advantage in producing computers.
(3) Atpoint E, both countries can produce more compuiers without reducing the production of clothing.

(3) only

(1) and (2) only
(2) and (3) only
(1, (2) and (3)
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Maceneconomics by Topic Macroeconomics by Topie
9 Elective 2 9. Elective-2
Short & Structured Questions 2012/DSE/MI/15

In the diagram below, AA and BB are the production-possibility frontiers of Country A and Country B respectively
1991/AL/M/3 Good ¥

An economy 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. G0Nt
Food
R
PPIRd
T
B A
0 20 7 Good X
(a) (i) Which country has a comparative advantage in producing Good X? Explain,
(11) Is mutually beneficial trade possible between these two countries? Explain.
(4 marks)
(b) Tfthe terms of trade is 10 units of X in exchange for 8 units of Y, what wili be the gain from trade per unit of X traded
for each country? (4 marks)
g 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 clothing. (10 marks)
1997/AL/MI/8
The following table shows the amount of labour required in the production of one unit of Good X and one 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 will 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.

(11)  The labour requirement in the production of one unit of Good Y is 0.5.

(8 marks)
370 371
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2013/DSE/1/14(a)

Country A requires 1 unit of labour to produce a unit of Good X and 2.5 units of labour to produce a unit of Good Y. Suppose
labour is the only resource required for production. Country A is endowed with 10 units of labour and the terms of trade is
1X=1Y.

(i)  Explain which good Country A will import.

(i) Construct the production possibilities frontier and consumption possibilities frontier of Country A in Figure 3
(4 marks)

Suppose the labour force of Country A increases by 10 units.

(i) Will the direction of trade be affected? Will Country A be better off as a result? Explain your answers with the aid of
Figure 3. (6 marks)

Good Y
"

25+

20T
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2014/DSE/1l/14
Figure 4 shows the production possibility frontiers (PPF) of Country A and Country B. Suppose 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
Figure 4
16N PPEs
10
PPE,
N %
0 8 10 Good X
(a) Explain why the production possibility frontiers of Country A and Country B are straiglit lines. (2 marks)

(b) Explain whether Country A enjoys

(i} an absolute advantage in producing Good X.
(if) a comparative 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:
(1) The production point of Country A afier specialization.
(ii) The consumption possibility frontier (CPF) of Country A when there is trade.
(ii1) The consumption point of Country A if 4 units of Good X are traded.
(5 marks)
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2015/DSE/M/14
In Figure 4, PPF is a country’s production 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 V.

Good Y
4

Figure 4

* Good X

(a) 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)
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2016/DSE//NS
In Figure 3, MN and TU are the production possibility fronticrs of Country A and Country B respectively

(2)

Good Y
4

Figure 3

Good X

Explain why the production possibility frontier of Country A is concave to the origin. (1 mark)

The production point of Country A without trade is Ea, at which the domestic cost of production of 1 unit of Good X 1s 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 slope of the dotted line is the world price of Good X.

(c)

(d)

Indicate in Figure 3:

(i)  the production peint of Country A after trade as Pa,
(i) the consumption point of Country A as Ca given that Country A consumes the SAME amount of Good X after
trade, and
(i) the volume of import and the volume of export of Country A,
(4 marks)

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/DSEAL 2018/DSEAIS
Gojd Y iood ¥

1&)-\

Volume of timport | 20

(a) (1 Without trade, Country A can only consume its own production. (ly of Country A
PRE &
Tliustrated in the dipgram Good X
- correct position of Ca = production point Ps (0 @
(i) Slope of L is the marginal cost of Good X 1
] L Jspslceper than "I"']"’.E ? 1 z Volume of export of Country A
That means marginal cost of producing Good X is higher than the world price of Good X, (1
So Country A did not have a comparative advantage in procucing Good X, () (@) .
(max: 3) 3 t position of preduction possibility frontier of Country B (PPFy) (N
Hlystrated in the diazram: (by Couniry A has absolute advantage in producing Good X, because 4]
- correct position of the straight line (L) () with the same amount of resources (30 units), Country A can produce a larger quantity of Good X (60 units) than
Country B (30 units)
ORr
(by (i)  Country A would produce at Pr where TOT = domestic margmnal cost of production. () with the same amount of resources {50 units). Country A can produce a larger quantity of Good X (100 units) than
Country B (50 units).
Ilustrated in the diagram OR
- correct position of P () Country A can produce T unit of X with fewer units of resources (0.5 units of resources) than Covatry B (1 unit of
- correct position of CPF i FEsOUries) (2)
(i5)  Couniry A can consume at a point which is unattainable from local production before trade. 1) (©)
(i) - correet position of production point of Country B (Ps) h
Hlustrated in the diacram:
- correct position of Cr (1) (i) - correct position of consumpltion possibility frontier of Country B (CPFg) (1
- correct position of consumption point of Country B after trade (Cs) €3]
(1) Hivstrated in the diagram:
- correct position of M (1 (iii) - correct position of consumption possibility frontier of Country A (CPF.) (@]
- correct position of volume of import of Country A n
- correct position of volume of export of Country A (]
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9.2 ECONOMIC DEVELOPMENT

Short & Structured Ouestions

PP/DSE/NI/16(b)
Figure 7 shows the Human Development Index and GDP per capita of China and Egypt in 2009
Figure 7
Humsan Development GDP per capita
Index Us$
0.80 7,000
0.78 6.700
China
0.76 6,400
074 1 6100
0.72 5.300
Egypt 07 5.500

(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)
(i1) The GDP per capita of China increased sharply in the Jast decade. Explain with TWO reasons why the increase in the

GDP per capita may overstate the improvement of general living standard. (4 marks)
2012/DSE//15(d)

The Human Development Index (HDI) of Country B increases after trade.
(1)  What does HDI measure?

(1) Suggest ONE possible reason for such an increase.
(4 marks)

2013/DSE/1/14(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.
(i) State TWO possible reasons why Japan had a higher HDI rank than Hong Kong in 2011.

(i1i) Suggest ONE government policy that could raise Hong Kong’s DI rank.
(6 marks)
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2014/DSE//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/NI/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)

(i) Despite the rise in HDI, the residents in the country generally agree that the living standard has declined. Suggest TWO
possible reasons to explain their view. (4 marks)

2016/DSEN/15(c)
The census statistics report of Country A warns that the country would sufter from brain drain, i.e. many residents with a
high education level migrate to other countries.

(i)  Explain TWO cffects of brain drain on the cconomic growth of Country A. (4 marks)
(ii) In the light of globalisation, suggest ONE policy the government of Country A could adopt Lo relieve the problem.
Bricfly explain your answer. (2 marks)

2017/DSENT/15(c)
The following table shows some data of Country A. Country A opened up to international trade after 2000.

Year 1990 2000 2010

Per-capita real GDP (in USS) 2950 3 000 3600

Human development index (HDI) 0.67 0.68 0.68

With reference to the above table, explain how international trade affects

(i) the economic growth of Country A. (2 marks)
(if)  the cconomic development of Country A. (2 marks)
2018/DSE/I/15(d)

Explain whether the following policies would result in an increase in a country’s Human Development Index (HDI).
(i)  The government closes down environmentally harmful power plants and lactories. (3 marks)

(ii) The government grants citizenship to al! illegal immigrants so that they can stay and work in the country legally.
(3 marks)
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MARKING SCHEME

PPDSEAI6(D)
(i} - Longer life expectancy
- Higher steracy rate

(1) - Tncome is less evenly distribuled.
- Alarger proportion of total output consists of national defence and capital goods.
- There are more problems of poilation.
- The people enjoy less feisure.
- There are fewer non-marketed / unreported poods. (2@, max: 4)
[Mark the FIRST TWO points only.] i

2012/DSE/NN15(d)

(1} HDI measures the level of economic and social development of a country in 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 Income per capita) {2)

(1) More production, business activities and employment opportunities m the import-export industry lead to higher per

capita GDP
oR
Foreign health product or technology imported lead to better health 2)

2013/DSEA/14(b)

(1) Hong Kony.
HK: GNI per capita rank - HDI rank = -4
Given HDI rank = 13, GNT per capita rank = 9
Japan: GNI per capita rank - HDI rank = 11

Given HDT rank = 12, GNT per capita rank = 23 (2}
(i1) Japanese have longer years of schooling on average. (4]
Japanese have a longer life expectancy on average (1)

(ii) Any example of policy that can enhance the education level or health condition of Hong Kong people. E.g., increase
government subsidy on tertiary education. (2

2014/DEEN/14(d)

- lax allowance for finther education {or education subsidy)

- teaching grants -- to universitics for more degree programmes
- bigger immigration quota for experts and professionals
[Mark the FIRST TWO points only.]

BN/ 14(e)
(1) GDP may increase because of trade-induced transfer of superior technology from its trading partners, resulting in an
mnerease 1 productivity.

OR
Exchange in health technology may increase life expectancy. (hH

(ii) -~ Workers in import-substitute imdustries may suffer unemployment
- Income distribution may become more uneven
- Pollution may increase (due to spectalization in producing more “polluted” goods) (2@, max: 4)
[Mark the FIRST TWO points only.]
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2016/DSE//15(e)
(i} - lower per-capita GDP
- lower human capital / labour prodnctivity
- lower marginal productivity of capital (due to complementarity of labour and capital)
- slower research and development (
fMark the FIRST TWO points only.]

&

[

5, max: 4}

12
(3

(ii) - imporlation of high-skilled labour
- scholarships to atiract higher-quality overseas students
- relaxation of immigration policy to target the smarter brains
- introduction of return migration policy (2@, max: 2)
[Mark the FIRST point only.|

20V 1/DSEAT5(¢)
() Erhanced cconomic growth (as shown by higher lovels or positive rates of growth) of per-capita real GDP because (1)
cxternal Irade could increase aggregate demand (through exports) and hence real GDP. (1)

(ii) No change in economic development (as rellected by the same leve) of HDI) because ()
more people may feave school carlier in order to take part in trading activitics, thus decreasing the average number of
years of schooling, while GDP rises as a result of trade.

OR
pollution (as a by-product) may become more serious as production is increased after trade / new discase or virus
brought in by forcigners may shorten the life expectancy at birth of the local people. (1)

2018/DSE/M/15(d)

{i}  Uncertain, because (1)
per capita GNT svould falt while life expectancy may rise. (2)
OR

No, because (€3]

the effect on life expectancy would become significant only in the long terny, so that the (immediate) GNI effect
should dominate in the current period. (2)
(i) Uncertain, because S
while per capita GNI may increase, average year of schooling and/or average life expectancy may drop. 2)
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