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	1
	Topic 7 

Income and Employment

7.1 National Income Accounting
	7.1 National Income Accounting

(1) the nature of national income

(2) relating the functions of macroeconomic entities eg, household, firms, capital market and government

Objectives

(1) to define the terms used in national income accounting

(2) to show the 3 approaches of measuring national income

(3) to explain the pros and cons of the 3 different approaches,

(4) to understand the identity of national output, expenditure and income in the accounting sense,

(5) to specify the limitations of GDP as the index of economic welfare of a country
	Questions for thinking

(1) Use the concept of ‘injection and leakage’ to describe the flow of money within the economy

(2) Saving taxes are called leakages. Are imports also a leakage? From what do they leak? To where do they leak?

(3) What are the major drawbacks in using GDP as a measure of social welfare?

(4) What is the difference between real GDP and nominal GDP?

Quiz

(1) There are 3 price indices, the GDP deflator, the consumer price index, and the producer index. Explain the difference between these different measures of the price level.


	Chan Chapter 1
Lam Chap. 2



	1&2
	7.2 Simple Keynesian Income Determination Model
	 Major points

(1) the modeling of Macroeconomics

(2) autonomous and induced variables

(3) the concept of equilibrium

(4) the consumption function (introduction)

(5) the investment function(introduction)

(6) the multiplier

Objectives

(1) to explain the determination of equilibrium income by a 45 degree income line diagram

(2) to derive the multiplier and to apply different multipliers in measuring changes in equilibrium income.

(3) To distinguish equilibrium income from full employment income,

(4) To understand inflationary gap and deflationary gap.
	Questions
(1) What is the meaning of ‘equilibirum’ in macroeconomic models?

(2) Saving always equals investment. Evaluate this statement.

(3) What is the significance of the marginal propensity to consume (MPC) being smaller than one and greater than zero?

(4) What is the effect on the multiplier when income taxes rise?

(5) Why cannot the income determination model deal with the problem of inflation?

Quiz

(1) What is the significance of the consumption function in the simple Keynesian model?

(2) State the importance of the multiplier effect in the simple Keynesian model.


	Chan. Chap. 3
Lam. Chap. 3

	2
	7.3 The Consumption function
	Major points

(1) the properties of the consumption function

(2) the function of consumption in the simple Keynesian income determination model

(3) paradox of thrift

Objectives

(1) to draw the consumption curve and explain its shape

(2) to use the simple Keynesain model to explain the paradox of thrift
	Questions for thinking

(1) What are the essential properties of the consumption function under the Keynesian model?

(2) Both China and Taiwan have high growth rates and high saving rates that are inconsistent with the paradox of thrift. Explain.

(3) To what extend does the Paradox of thrift affect Hong Kong economy at present?

Quiz

(1) In the simple Keynesian model, an increase of one dollar in autonomous expenditure will cause equilibrium income to increase by a multiple of this one-dollar increase. Explain the process by which this happens.
	

	2
	7.4 The Investment Function
	Major Points

(1) the properties of the investment function

(2) the function of investment in the simple Keynesian income determination model

(3) built-in stabilizer

Objectives
(1) to distinguish investment as an exogenous or endogenous variable in the Keynesian income model 

(2) What is the significance of investment in affecting the equilibrium income of the society,

(3) To give examples of autonomous stabilizers and explain their mechanism.
	Questions for thinking

(1) Does the amount of investment determine the market rate of interest or vise versa? Explain.

(2) What is the role of the government if the private investment of a society is volatile?

(3) Compare the significance of investment and consumption in the Keynesain model.

Quiz

(1) State the marginal efficiency of capital (MEC). Name TWO factors that may affect it.


	Chan Chap.3

	3
	7.5 The IS-LM Model Under Given Price
	Major Points

(1) the derivation of the IS-LM model

(2) the difference between the simple Keynesian income determination model and the IS-LM model

(3) the multiplier effects.

Objectives

(1) to distinguish the commodity market and the money market,

(2) to derive the IS and LM function graphically and mathematically

(3) to calculate the equilibrium interest rate and the equilibrium income,

(4) to analysis the effects of changes in the factors affecting the IS and LM functions,

(5) to understand the factors determining the elasticities of the IS and LM functions,

(6) to analysis the effects on the multipliers of changes in the elasticities of the IS and LM functions,

(7) to understand different types of fiscal and monetary policies and explain their mechanisms,

(8) to explain the crowding out effect,

(9) to analysis the causes and effects of ‘liquidity trap’ 
	Questions for thinking

(1) What are the components of the commodity market?

(2) Define the money market.

(3) What are the different types of crowding out effect?

(4) When the government increase the money supply, explain the mechanism by which the increase money affects the national income.

(5) The IS-LM schedule is vertical if there is no speculative demand for money. True/False?

(6) Explain how the liquidity trap affects the shape of the LM curve.

Quiz

(1) Explain the Keynesian theory of interest-rate determination. What differences do you see between this theory and the classical theory of interest?

(2) What are the three motives of holding money according to Keynesian theory of money demand? Explain each motive.

(3) What conditions(s) would be required for the LM schedule to be vertical? What condition(s) would be required for the alternative extreme case where over a range the LM schedule became nearly horizontal?


	Chan Chap 6
Lam. Chap 8,9

	4
	7.6 The problem of Unemployment
	Major points

(1) the different interpretations of unemployment

(2) causes and nature of unemployment

(3) how to solve unemployment

Objectives

(1) to understand the different types of unemployment,

(2) to calculate the unemployment rate,

(3) to understand the search theory of unemployment,

(4) to specify the meaning of natural rate of unemployment and full employment,

(5) to explain the Keynesian’s type of unemployment and its relation to ‘money illusion’,

(6) to suggest methods to solve the unemployment problem.
	Questions for thinking

(1) Can full employment be attain be a society?

(2) Define the term 'natural rate of unemployment’. Explain why there has been an upward drift of this rate in some leading industrial countries.

(3) Explain why an expansionary monetary or fiscal policy cannot lower the natural rate of unemployment. What are the possible measures that might lower it?

Quiz

(1) How will each of the following affect the optimal duration of job-searching:

a. Hong Kong has been experiencing an economic recession.

b. The influx of overseas workers into Hong Kong job market;

c. The expansion of tertiary education reduces the number of teenage workers.


	Lam. Chap 14

	5
	Topic 8  Money

8.1 The Nature of Money
	Major Points

(1) the nature and functions of money

(2) different theories of money demand

(3) the control of money supply

(4) monetary policy

Objectives

(1) to understand the functions and characteristics of money

(2) to explain the transaction demand and asset demand for money,

(3) to show the main aspects of the Quantity Theory of money

(4) to understand the concepts of different definitions of money supply,

(5) to understand the process of multiple creation of money,

(6) to specify the conditions affecting the effectiveness of monetary policies.
	Questions for thinking

(1) Why is there a transaction demand for money?

(2) What is the liquidity of an asset?

(3) What are near monies?

(4) ‘The real interest rate is the opportunity cost of holding money.’ Explain this statement.

Quiz

(1) The widespread sue of credit system undermines the quantity theory of money. The velocity of money in circulation can no longer accurately indicate the total value of transactions.” Do you agree? Give your answer in relation to the underlying assumptions of the QMT model.

(2) In an open economy, suppose money supply is positively related to interest rate, how will it affect the effectiveness of monetary policies as compare to a closed economy?

(3) Describe the process of multiple contraction of money. You may construct a model of your own to illustrate. What assumptions are necessary?


	Chan Chap 11

Chan Chap 12

	6
	Topic 9 The Price Level

9.1 Inflation
	Major points

(1) the concepts of price level and the definition of inflation

(2) causes of inflation

(3) the trade off between inflation and unemployment

Objectives
(1) to calculate the different types of price indexes

(2) to understand the limitations of price indexes to indicate the inflation rate.

(3) To define inflation.

(4) To understand different theories/causes of inflation

(5) To explain the Phillips Curve.

(6) To distinguish nominal and real rate.
	Questions for thinking

(1) Both the consumer price index and the GDP deflator tend to overstate the inflation rate because the baskets of goods used are incomplete. True or False? Explain.

(2) Relate the concept of natural rate of unemployment (NRU) with inflationary expectation.

(3) Explain the Phillips Curve with the framework of Keynesian model.

(4) Explain the occurrence of ‘negative’ real interest rate.

Quiz

(1) Why is the Phillips curve negatively sloped? How will its slope be affected by the degree of imperfect information?

(2) What is money illusion? Cite one real example to verify its significance.

(3) “Inflation is caused by the persistence increase in the general price level.” What is wrong with this statement?


	Chan Chap 13

	7
	Topic 10 International trade and Finance

10.1 Gain from trade: The law of comparative advantages
	Major points

(1) the law of absolute advantage vs. the law of comparative advantage

(2) the trade pattern and gain from trade

(3) production possibility curve under 3 conditions: increasing return to scale, constant return to scale, and decreasing return to scale

(4) Partial equilibrium and general equilibrium in trade theories.

Objectives

(1) to understand the law of absolute and comparative advantages,

(2) to illustrate gains from trade for countries with constant and increasing costs of production.

(3) To understand how non-traded goods can affect the gains form trade,

(4) To determine the terms of trade.
	Questions for thinking

(1) Explain why there is trade between developed and developing countries?

(2) With the aid of a diagram, show the gains form trade between two countries,

(3) What is a community indifference curve used for? Can it be constructed in reality?

(4) ‘Whenever there are more than 2 goods, one item must become non-traded good.’ Explain.

(5) Describe the production gain and consumption gain with the help of diagram(s)

Quiz

(1) ‘Different comparative advantages in producing two goods in two countries are no longer regarded as a necessary condition for trade to take place. Hence, the law of comparative advantage in no longer valid.” Criticize this statement.

(2) How will the terms of trade be determined if

a. trade takes place between a large country and a small country;

b. trade takes place between two small countries.
	Chan Chap 15

	8
	10.2 Protection versus Free trade: An elementary graphical analysis of tariffs and quotas
	Major Points

(1) the economic impacts of tariff and quotas

(2) the effectiveness of government policies in import substitution and export expansion

Objectives

(1) to understand economic effects of tariffs and quotas

(2) to illustrate graphically the loss from trade restriction,

(3) to understand the relationship between quotas and rent dissipation.
	Questions for thinking

(1) What is the meaning of a ‘prohibitive’ tariff?

(2) ‘Quota can lead to rent dissipation.’ Discuss.

Quiz

(1) With the help of a diagram, compare and contrast tariffs and quotas systems in relation to production and consumption distortions.


	Chan Chap 16

	8
	10.3 Balance of Payments Accounting and Adjustments
	Major Points

(1) current account, capital account, and the official reserve account

(2) government policies in dealing with external disequilibrium

Objectives

(1) to identify the major components of the balance-of-payments account,

(2) to understand the effects of the balance-of-payments surplus(deficit) on national income and foreign exchange markets,

(3) to explain the means of adjusting the balance-of-payment surplus (deficit) and the conditions affecting their effectiveness.
	Questions for thinking

(1) In the accounting sense, the balance of payment is always in balance. Do you know why?

(2) ‘The imposition of tariff/quota can correct the balance of payments deficit.’ Under what conditions do you think that this statement is true?

(3) Can fiscal/monetary policies successfully cope with external disequilibrium?

Quiz

(1) ‘In dealing with external disequilibrium, export promotion and import restriction are the means to correct it.” Justify this statement.

(2) ‘The balance of payment deficits can bring more benefit than harm to a country. Hence, the balance of payments deficits are more desirable.’ Under what conditions do you think that this statement is correct?
	Chan Chap 17

	9
	10.4 Exchange Rates: A brief discussion of fixed rates, flexible rates and the Hong Kong Linked rate
	Major Points

(1) gold standard, species-flow adjustment

(2) factors affecting the price of currency

(3) effectiveness of fiscal policies and monetary policy under fixed exchange rate or flexible exchange rate respectively

(4) Arbitrage and competition activities under the linked exchange rate system.

(5) Devaluation and external balance

Objectives

(1) to explain the determination of exchange rate under the fixed exchange rate system and the flexible exchange r rate system,

(2) to understand the factors affecting the exchange rate,

(3) to understand the adjustment under the different exchange rate systems,

(4) to compare the merits and demerits of the flexible exchange rate system,

(5) to understand the operation of the Hong Kong Linked rate and its impact on the local economy.
	Questions for thinking

(1) What is the difference between official rate and market rate?

(2) Use diagrams to show the effects of revaluation and devaluation.

(3) How far can devaluation effectively correct the balance of payments deficit?

(4) What is the J-curve effect?

(5) ‘It is of no use for a small country to devalue its currency.’ Do you agree?

Quiz

(1) How can the exchange rate between the H.K. dollar and the British pound be affected under the linked exchange rate system in Hong Kong, i.e. USD 1 = HK$7.8

(2) What is meant by ‘arbitrage’? How can it stabilize the linked exchange system in H.K.?

(3) The continuous fall in the value of the U.S. dollar in the foreign exchange market has led to a strong debate over the validity of the linked exchange rate. Since the linked rate has been maintained for over 15 years, the president of the H.K. Monetary Authority said that there would be no change in the ensuing years.” State TWO foreseeable consequences of the lifting of the linked exchange rate system.
	Chan Chap18


