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Both are sub-accounts of BOP.
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The former measures flow of real resources vs. the latter measures external transactions

and show how they are financed.
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Central parity or target rate of exchange chosen by a country between its currency
and some foreign currency under a non-flexible (i.e., non-market-determined)
exchange-rate (ER) regime in order to maintain stable domestic-currency values;
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: Single rigidly set ER maintained through an automatic adjustment mechanism under a

currency board vs. Currency bands (with rooms for ER movements) maintained through
central-bank interventions in the foreign-exchange market.
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Monetary aggregates, both including currency (banknotes and coins) held by the
non-bank public.
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: MO (currency + reserves) vs. M1/M2/M3 (currency + deposits).
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Price index — i.e., ratio of current-period value of a basket of goods to its base-
period value (times 100)
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: Fixed weights of goods in some specified consumption basket according to people” s

expenditure pattern in the base year (Laspeyres index) vs. Variable weights of goods in
the GDP basket according to the domestic production pattern in the current year \
(Paache index).
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2(a)

3(a)

(b)
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Stagflation is an economic situation in which inflation and economic stagnation
occur simultaneously.
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The paradox can be stated as follows. When an individual increases his desired saving,
he accumulates more wealth and becomes richer. But an increase in national saving (or
aggregate private saving) will result in a fall in national income, making the country as
a whole poorer. In the end, the equilibrium level of saving will not increase either.
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Depends on 1in what sense we are looking at the paradox

e An increase in desired saving will shift the IS curve down/leftward, implying a fall
1n the equilibrium income level. In the sense of making the country as a whole
poorer, the paradox applies to this more general case as well.

e At the same time, however, the equilibrium interest rate will also fall, including
an increase 1n the level of investment. Since saving and investment are equal in
equilibrium 1t follows that the equilibrium level of national saving will increase
as well. In the sense of lowering the equilibrium level of aggregate saving,
therefore, the paradox does not hold in the case.
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http://en.wikipedia.org/wiki/Inflation
http://en.wikipedia.org/wiki/Economic_stagnation
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4(a) The LM curve will shift down/rightward by printing money. This makes equilibrium

interest rate falls and boost investment and income.
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(b) The quantity equation implies that inflation rate 1s equal to the growth rate of money

supply when velocity and output are constant. Thus, the policy will bring higher level
of inflation rate.
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(c) - depreciation of domestic currency.
- widen the gap between wealth and poor/ wealth redistribution.
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(d) Developing countries supply cheap labours to the developed countries under
globalization. This increases the potential output globally. The quantity equation
implies that the growth rate of money supply 1s equal to inflation rate plus growth rate
of output when velocity 1s constant. When output 1s growing continuously, the growth
rate of money supply may be fully absorbed by it and thus there will be no inflation.
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5(a)

(b)
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Appreciation. As it 1S a common currency, more trade would be settled by 1t. This
raises its transaction demand. Besides, and asset demand of it would increase as
people will expect it to appreciate.

F| fif o [EEH B LR rﬁ[ﬂ%@ﬁ LAY Bh ﬁ T T T I s e
*ﬂﬂmwkm@ﬂ%* ~ PP i*ﬁﬁ"mu@@ﬁ}

The asset demand of the common currency would increase under economic
depressions owing to risk-aversions. This makes it further appreciates and 1t 1s harmful
to exports.
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RMB, as the trade relationship between mainland China and Hong Kong 1s getting
closer and closer.
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High revaluation expectations: harmful to trade balance of Hong Kong
RMB is not yet freely convertible: violates the principle of full convertibility of the
currency board system.
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Less fluctuations. Under the linked exchange rate system, inflation in US will
increase the importing price of Hong Kong in terms of HKD. Thus, inflation is
imported. However, under floating exchange rate, inflation in US will make HKD
appreciated, which means the importing price of Hong Kong will not get higher in
terms of HKD. Thus, less fluctuations of the domestic price level would be foreseen.
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6(a) Assumes a closed elementary Keynesian model without investment as below:
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C=C1+ (mpc)Yd

Yd=Y-T
T=1tY
G=0G1

HfrCompe> Yd» Yo Tt G *EEJAYYL T (consumption
expenditure) ~ SEERIF]T{F1| (marginal propensity to consume) ~ Fi* * [
(disposable income) ~ B35 ™ FEAE (national income) ~ F=fF] * pIAEIA
(proportional tax rate) » [} ¥ t1i(government expenditure) < C1 ¥ Gl ﬂﬁfj’g\'f
(constant) ©

A * (Equilibrium income) Y = C + G = [C1 + (mpe)(Y-tY)]+G1
= [1/1-mpc(1-1)] (C1 + G1)

I 7 ET(Balance budget), G1 = tY

S5 (Equilibrium income)Y = [1/1-mpe(1-G1/Y)] (C1 + G1)
Y = (1/I-mpc)Cl + Gl

(b) The IS curve will be a vertical line. None of the stimulus measures, both monetary

(©)

(d)

and fiscal, can increase income.
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It will have no effects in IS-LM model. The balanced budget expansionary fiscal
policy can only drive the price level up under full employment production level. It
is an exogenous variable of the model and beyond the analysis of it.
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In the long run, expansionary fiscal policies must be financed by heavier tax in the
future. We cannot guarantee the benefits of the former must be higher than the
costs of the latter, as we cannot perfectly predict the business cycle.
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