Jacky He/Econ(Macro) note
Ch1GDP & GNI
GDP(Gross Domestic Product):
Definition: total value of production of all RPU
Not included: transfer payment, capital gain(e.g. 樓價/股票升跌), secondhand goods

RPU(resident producing unit):
Individuals: live 12 months up or tend to do so, usually only foreign domestic helper or self-employed, other included in organization
Organization: ordinary operate in the economy, with production

Ways to measure GDP(at market price):
· Income approach(not in Hong Kong)
· Expenditure approach
· Value-added approach(Production approach)

Expenditure approach:
GDP(By expenditure approach) = C + I + G + X – M
	C
	Private Consumption Expenditure

	I
	Gross Investment Expenditure

	G
	Government Consumption Expenditure

	X
	Export

	M
	Import


Gross investment expenditure(I):
= gross fixed investment expenditure + change in inventory
= (net fixed investment expenditure + depreciation) + change in inventory

Depreciation(also called: capital consumption allowance)
investment expenditure(also called: domestic capital formation)

If see “net” , 	then + depreciation (net + depreciation = Gross)
If see “fixed”, 	then + change in inventory

Export(X)
= Total export - Total import
=(export of goods + export of services) + (import of goods + import of services)
=[(domestic export of goods + re-export of goods)+ export of services] + (import of goods + import of services)
Value-added approach:
Firm A + Firm B + Firm C
=(selling revenue - cost of buying raw materials)of A&B&C

GDP at Factor cost = GDP at market price + subsidies - indirect tax
GDP at market price = GDP at factor cost - subsidies + indirect tax

**Tax will affect the market price but not factor cost
**Subsidy is a part of factor cost and has nothing to do with market price
Ch2National income statistics & Price level
GDP deflator = 
ΔGDP – ΔPopulation ≈ ΔGDP per capita

Use&Limitation on national income statistics(GDP, GPD Deflator etc.):
· To assess the economic performance of an economy or an industry
· To reflect the economic welfare[經濟福利] of an economy
· To facilitate[促進] international competition 
· Future investment cannot be reflected(current live standard overestimate)
· The value of some unpaid services is not counted
· Leisure time not counted (more leisure time, higher living standard, lower GDP)
· Undesirable effects not considered (e.g. pollution)
· Distribution of income is not considered

Consumer price index(CPI):
Shows the price of goods generally purchased by domestic households. Can represent living cost. Include three parts, represent (high/mid/low)-income group’s living costs. 
10% households with too high or too low living costs will not be counted.

Different between GDP deflator and CPI:
· Coverage of goods and services (GDP includes government and investment)***
· Weight (different products different weights in CPI)


CH3Macroeconomic Problem
	Inflation 
	A persistent[持續] increase/decrease in the general price level

	Deflation
	



Cases are not inflation/ deflation:
· [Temporary/one time only change]in the general price level
· Change in price in single goods

Redistributive effect on inflation/ deflation:
There is an unexpected inflation/ deflation. The EXPECTED real value/ interest (of the goods) is [higher/lower] than the ACTUAL real value/ interest (of the goods). As a payer/receiver, he gain/loss in the unexpected inflation/deflation.
Explain: When inflation occurs, the price index is higher. The purchasing power of money is lower.

Unemployment/Underemployment rate:


**Remember that some of the issues will affect both un(der)employment population and labour force. The effect on the labour force should be smaller because the base value must be bigger (except extreme cases).
**Remember to list the algorithm of un(der)employment rate if the question is related.

Cost of unemployment:
	· Loss of output (compare to full employment rate of LRAS)
	· criminal rate

	· in political instability (dissatisfied with government)
	· Family problem

	· Loss of human capital ([skills/knowledge/experience] outdated)
	· government financial burden

	· 
	· Lower standard of living



Business Cycle:
	Phases of business cycle
	Location of real GDP graph

	Expansion/ recovery
	Upswing

	Peak/ prosperity/ boom
	Highest point

	Contraction/ recession
	Downswing

	Trough
	Lowest point





Variables that POSITIVE related to business cycle:
	· *Employment level
	· Private consumption expenditure(C)

	· *Inflation rate
	· Gross investment expenditure(I)

	· Volume of import(M)
	· Profit tax revenue

	· Business confidence
	· 



Variables that NEGATIVE related to business cycle:
· *Unemployment rate
· Transfer payment
· Inventory level
Ch4&5Aggregate [Demand & Supply]
Reason for a downward sloping AD curve:
**Opening of all effect: “When the general price level rises”
	Wealth effect
	Interest rate effect
	Net Export effect

	When the general price level rises

	1. [real wealth/ purchasing power of money] 
2. Households & Firms purchase 
	1. Household&firm demand for money  (given that supply of money fix)
2. Interest rate 
3. Investment& consumption 
	∵ foreign-made goods become relatively cheaper
∴ Import  Export 

	real output 



Definition of [in/de]flationary gap:
	Inflationary gap
	The current output level is higher than the full employment output level

	Deflationary gap
	The current output level is lower than the full employment output level


*The [inflationary/deflationary] gap is the difference of the output level, not an area

How the market restores to full employment output level:
Since the input price in long run is fully flexible, the excess demand/supply of input would eventually increase the price for inputs. 
The SRAS curve will shift leftward/rightward until the inflationary/deflationary gap is closed. 
(The output restores to the full employment output level.)


Ch6Government revenue expenditure and budget
Adam Smith’s principles of taxation:
	[Equity/ Equality/ ability to pay] principle
	Must be a proportional tax

	Certainty principle
	Should [be certain about/ clearly state] the taxes to be paid
(e.g. timing, paying method)

	Convenience principle
	Should be convenient for taxpayers to reduce their costs

	Economy Principle
	Gov should minimize the administrative costs



Terms used in computing tax:
Taxable income = income – deduction (- allowance)
*No allowance was deducted when using the standard tax rate
Marginal tax rate: the tax rate incurred[發生] on each additional dollar of income
Average tax rate: 


Progressive, proportional, and regressive tax:
	Progressive tax
	
The average tax rate
	increase
	when taxable income increase

	Regressive tax
	
	decrease
	

	Proportional tax
	
	remain unchanged
	


Effect of 3 types of tax:
Working incentive:
Progressive earn more pay more, incentive lower
Effect on income gap:
	Higher income group pay higher tax rates(different with pay more), reduce income gap

Direct tax & Indirect tax:
	Direct tax
	Taxpayer can shift tax burden to another party

	Indirect tax
	Taxpayer cannot shift tax burden to another party (usually regressive in nature)



Compare direct/indirect tax:
Inflationary pressure:
	Direct tax: disposable income, AD, price level, inflationary pressure
	Indirect tax: Production cost, SRAS, price level, inflationary pressure
Effect on income gap:
	Indirect tax: regressive in nature, income gap 
Budget and Public sector:
Size of Public sector = 
Budget balance = Estimate Government revenue – Estimate Government Expenditure

	Surplus budget[盈餘預算]
	Budget balance > 0, revenue > expenditure

	Balanced budget
	Budget balance = 0, revenue = expenditure

	Deficit Budget[赤字預算]
	Budget balance < 0, revenue < expenditure



Type of tax: 
	
	Indirect/
Direct
	Tax rate
	Comment

	Profit tax
	
Direct
	Proportional  progressive (after 18-19)
	The only direct tax in Hong Kong

	Salary tax
	
	Progressive
	

	Property tax
	
	Proportional
	

	Sales tax
	Direct
	Not in Hong Kong

	Air passenger 
departure tax
	Indirect
	Per unit
	

	Tobacco duty
	Indirect
	Per unit
	

	Rate
	Indirect
	Ad valorem tax
	



Ch7Fiscal Policy
*Fiscal Policy is carried out by government, Monetary Policy is carried out by central bank
	Expansionary fiscal policy
	Real output 

	Contractionary fiscal policy
	Real output 



Tools of fiscal policy:
1. Change AD
2. Change AS (usually indirect tax)
Type of [in/de]flation:
[Demand/cost] [pull/push] [inflation/deflation]
	Demand
	AD

	Cost
	SRAS

	Push
	decrease(From right to left∴push)

	Pull
	Increase(From left to right∴pull)



Trade balance:
Two ways to calculate but those are the same
	X-M=α 
α>0 surplus trade balance
α<0 deficit trade balance
	X>M surplus trade balance
M<X deficit trade balance


Use improve or worsen as the verb to describe changes

Effect on (How to narrow the) income gap(ESSAY PART):
	Direct tax
	No effect if simply direct tax
Cutting tax allowance for high-income group and
increasing tax allowance to low-income group

	Indirect tax
	Raising tax on luxury
Reducing tax on necessity

	Government Consumption and investment expenditure
	Mostly benefit low-income group (e.g. public housing, education, medical)

	Transfer payment
	Usually benefit low-income group, even if both sides can have benefit, proportion of low-income group higher(e.g.)



Budget:
When gov impose tax($x) on ppl to cover the expenditure($x, same amount). The effect on AD will increase instead of decrease. 
Gov expenditure (AD ) = $x
Private consumption expenditure (AD) < $x

Explain: People seldom spend all their income on Consumption. Assume that they usually save 20%, then 0.2x is from their saving and 0.8x is from their expenditure. (Hope you know what I mean)
But gov imposes taxes to cover the expenditure. All the money will be counted in AD
So AD 0.8x & AD 1.0x,
Then AD 0.2x
Ch8Money and banking
Barter economy:
Direct exchange of goods for other goods. Double coincidence of wants[雙向需求耦合] makes exchange become difficult.

Definition of money:
Anything that is generally accepted as a medium of exchange.

Function of money：
	Medium of exchange
	Facilitate(促進) the buying and selling

	Store of value
	Preserve purchasing power

	Unit of account
	Express in terms of money(e.g. USD, HKD, RMB)

	Standard of deferred payment
	Future payment are expressed in terms of money



Property of good money:
	· Generally accepted
· Durable
· Homogeneous
· Stable in value
	· Divisible[可分割]
· Portable
· Scarce




Different values of money:
	Nominal value
	The value it writes on the bank note

	Real value
	Purchasing power, negative related to general price level

	Intrinsic value
	Value other than medium of exchange(e.g. paper)



Different type of money:
· Commodity money[商品貨幣](e.g. shell, rice, gold)
· Representative/convertible money[代用貨幣][footnoteRef:1] [1:  Note: can convert to commodity money in same face, e.g. sliver certificate, gold certificate] 

· Credit money[信用貨幣]/fiat money[不兌現貨幣]
(e.g. legal tender[鈔票]/deposit)
· Electronic money

Function of central bank:
	· *To issue currency[footnoteRef:2] [2:  HKMA only issue $10 notes; other BOCHK, SCBHK, HSBC] 

	· To act as a lender of last resort[最後貸款者]

	· *To keep cash reserves of deposit-taking institutions[footnoteRef:3] [3:  HKMA not responsible, no cash reserve requirement in Hong Kong] 

	· To carry out monetary policy

	
	· Being a government’s banker and advisor

	· *Being a clearing house[結算所][footnoteRef:4] [4:  HK Interbank Clearing Ltd response, jointly owned by HKMA and HK Association of Bank] 

	- Manage official reserve[footnoteRef:5] [5:  For example in Hong Kong, every HKD$7.8 reserve for USD$1 to stabilize the value of local currency] 


	· To supervise[監管] deposit-taking institutions
	



Function of commercial bank:
· Accept deposit
· Provide loan
· Other banking services
The three-tier system of deposit taking institutions in Hong Kong:
	
	Licensed* banks
	Restricted license* bank
	Deposit-taking company

	Type of deposit
	
Any
	Time deposits only

	Size of deposit
	
	>$500,000
	>$100,000

	Maturity
	
	Any
	>3 months



Ch9Money Supply and Money creation
Meaning of symbols:
	C
	Cash
	NCD
	Negotiable certificate deposit

	CP
	Currency in public circulation
	rrr
	Required reserve ratio

	R
	Reserve
	L
	Licenced Bank

	D
	Demand deposit (cheque account)
	R+D
	Restricted licence bank and deposit taking company

	S
	Saving deposit
	
	

	T
	Time deposit
	MS
	Money supply



Money supply:	 CP + Deposits

Monetary base(M0) = R + Cp	 
	M1	=	CP + D

	M2	=	M1 + SL + NCDL
	=    CP + all deposit in licensed bank

	M3	=	M2 + SR+D + NCDR+D
=	M2 + all deposit in R+D
= 	CP + all deposit




maximum banking multiplier = 1/rrr

Assumption of maximum money creation:
· No excess reserve/ sufficient demand for loan
· No cash leakage

Increase or decrease in MS when deposit change:
	Method 1
= Change in deposit / rrr

	Method2(*only use this in MC):
= New reserve / rrr – old reserve / rrr




**Everything with [+/-] & $
Ch10Money and trade
Definition of transaction/asset demand for money:
	Transaction demand for money
	Total amount of money public desire to hold
	as a medium of exchange

	Asset demand for money
	
	for asset allocation


*People hold money because it is the least risky and most liquid asset. 

Factors affected:
	Transaction demand for money:
	Asset demand for money:

	· Desire to save
	· Price/Return on other investment (e.g. nominal interest rate)

	· Time interval between receiving money and spending money
	· Liquidity/Risk of income-earning asset

	· Nominal national income(P×Y)
	· Cost of transaction

	
	· Prospective of the market



Earn/loss of holding money:
Nominal rate of return of holding money 	= 0%
Real rate of return of holing money		= -inflation rate
Cost of holding money					= nominal interest rate
Ch11Monetary policy and Quantity Theory of Money
	Expansionary Monetary policy
	Aggregate demand Real output

	Contractionary Monetary policy
	Aggregate demand Real output


*note that when MS, Aggregate demand (MC useful)

Different in Monetary policy and Fiscal policy:
· Monetary Policy is carried out by central bank, Fiscal Policy is carried out by government
· Monetary Policy can only control AD by MS, but not SRAS/LRAS

Operation of Monetary Policy:
· Open market sale/purchase of government bond
· Adjust the required reserve ratio
· Adjust the discount rate[footnoteRef:6] [6:  interest rate that bank borrow money from central bank, function: lender of last resort] 


Equations related to Quantity Theory of money(QTM):
Equation of exchange:
MV ≡ PY
Where:	M is nominal money supply
		V is velocity of circulation of money
		P is Price Level 
		Y is real output
*There is no assumption in Equation of exchange, note that it is ‘≡’ but not ‘=’
*You must state the equation of exchange and the meaning of Signs

Quantity Theory of money:
In QTM: 	velocity of money is assumed to be fixed.
		Real output is assumed to be fixed in LONG RUN ONLY[footnoteRef:7] [7:  In Long run, it will restore to full employment output level] 

Short run:	
Long run:	
*Long run is also known as classic theory of money
*Using ‘=’ but not ‘≡’

Result: In long run, increase in money supply will lead an inflation
Ch12&13International trade
Definition:
	Absolute advantage
	The country can produce larger amount of good with same amount of resources
	than the other country

	Relative advantage
	The country can produce the goods at lower Opportunity cost 
	


Which country will export Good X:
Remark: good X =X, Good Y = Y
Opportunity of producing 1 unit of X of:
	Country A: 	…= n1Y
	Country B:	…= n2Y
Country A/B has a lower opportunity cost of producing good X
It has the relative advantage in producing good X
Country A/B will export good X

Terms of trade:
OC of Exp. country≤ 1X ≤ OC of Imp. Country
*Need to +/- other expenses(e.g. transportation)
Principle of comparative advantage:
If each country specializes in producing the good in which it has [a lower opportunity cost/comparative advantage], total output will increase.

Chapter 13 is about Autarky[自給自足] vs World trade, Just draw the graph carefully
Ch14Exchange rate and Balance of Payment
Linked exchange rate:
Only 3note-issuing bank can exchange with HKMA in 1HKD:7.8USD
When >1:7.8, bank buy HKD from market sell to HKMA, reverse will be the same

Under Linked exchange rate system, when the foreign currency [app/dep]reciate against USD, it will [app/dep]reciate against HKD. 
Domestic goods become [more expensive/ cheaper] in terms of foreign currency. Demand /(local)
The foreign goods become [more expensive/ cheaper] in terms of domestic currency, Qd/(local)

Balance of payment:
Balance of payment only record the payment between resident and non-resident.
	Name of Account
	Credit(+)
	Debit(-)
	Name of Balance

	Current account
	Current account balance

	[Goods/ (Visible) Trade] Account
	Export of [goods/services]
	Import of [goods/services]
	(Visible) Trade Balance

	[Service/ Invisible Trade] Account
	
	
	Invisible Trade Balance

	Income
	Income receivable from aboard
	Income payable aboard
	Net Income From Aboard

	Current transfer
	Current transfer from aboard
	Current transfer aboard
	Net current transfer



	Capital and Financial account
	Capital and Financial account balance

	--Not in syllabus--
	Capital inflows from aboard
	Capital Outflow (to) aboard
	Financial reserve non-asset balance

	
	Decrease in reserve asset[footnoteRef:8] [8:  Use import as an example. When import, demand for foreign currency, local currency depreciate. HKMA buy local currency, reserve asset] 

	Increase in reserve asset8
	Change in reserve asset


*unlike BAFS, in BoP Credit(+) Debit(-)
2
