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Instructions

Answer ALL the questions in Section A and Section B. Answers are to be written on the exam sheets provided.

Section A

True / False Questions (30 marks)
Q1 A general sketch of a consumption function shows an upward sloping curve from 

      left to right; implying that there is a positive relationship between consumption 

      and income.


Q2 When price of a good is higher, this will cause consumers and firms to demand 

       for more money, as a result interest rates will be higher. This is one of the 

       reasons for the downsloping aggregate demand curve.


Q3 For an economy as a whole, income equals expenditure because the income of the 

      seller must equal to the expenditure of the buyer.


Q4 A recession occurs when real GDP declines.


Q5 If the lumber year sells RM1000 of lumber to a carpenter and the carpenter uses 

      the lumber to build a garage which he sells for RM5000, the contribution to GDP 

      is RM6000.


Q6 A contractionary fiscal policy can be seen when the government increases its 

       expenditures.


Q7 People who buy stock in a firm have loaned money to the firm, where else people 

      buy bonds are owners to the firm.


Q8 The multiplier effect shows that a change in spending will bring about a smaller 

      change in equilibrium GDP on the demand side.

Q9 One reason aggregate demand slopes downward is the wealth effect: a decrease in 

      the price level increases the value of money holdings and consumer spending   

      rises.                     

Q10 When a consumer buys a house, this expenditure falls under the “consumption” 

      component of GDP.


Q11 In order to eliminate the recessionary gap, it is advisable for the government to 

        implement a contractionary fiscal policy.

Q12 Marginal propensity to consume is the slope of the consumption function.

Q13 The government’s fiscal policy is its plan for savings and taxation.


Q14 When price of inputs increase this will shift the aggregate supply to the left.

Q15 When nominal GDP increases, this means that the number of outputs produced 
         must have increased.


Section B
Short Essays (20 marks)
Q1 Assume that a hypothetical economy with a marginal propensity to consume 

      (MPC) of 0.75 is experiencing severe recession. 

(a) Assuming that there is no crowding out, by how much would government spending have to increase to shift the aggregate demand curve rightward by RM 28 billion? Include calculation of the multiplier in your answer.

(5 marks)

(b) What is the crowding-out effect, and why is it relevant to fiscal policy?
(3 marks)

(c) Briefly state and evaluate one problem in enacting and applying fiscal policy.

(2 marks)
Q2 Assume that, without taxes, the consumption schedule of an economy is as 

      follows:

                     GDP (RM billions)                 Consumption (RM billions)
                              100                                                 110
                              200                                                 200
                              300                                                 290
                              400                                                 380
                              500                                                 470
                              600                                                 560
                              700                                                 650

(a) Graph this consumption schedule.

(3 marks)

(b) Determine the marginal propensity to consume.

(3 marks)

(c) Determine the marginal propensity to save.

(2 marks)

(d) If the government imposes a 25% tax on all incomes, would the multiplier become larger or smaller than without tax? Justify your answer.
(2 marks)
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