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Write the sections A, B & C on the front page of your answer book. 

Give the answers of ALL sections in your answer book. ( 135 marks or  90 % of the total. )

Section A  
Answer ALL questions. Choose the BEST answer for each question. (  40 marks )

1
Which of the following statements about sunk cost is INCORRECT ?


A
Fixed cost is also a kind of sunk cost. 


B
It is the cost of a past act or decision.


C
It is irrelevant to make choice by a person at present.


D
It is equal to the purchase price of an asset if the immediate resale value of the asset is zero.

2
In the short run, when output is increased,


A
the difference between total cost and variable cost decreases.


B
marginal product decreases and marginal cost increases.



C
average product increases and average cost increases also.


D
average cost and average variable cost increase simultaneously.

3
Which one of the following statements about human capital is INCORRECT ?


A
A worker with more human capital can earn a higher real wage.


B
Human capital raises the marginal productivity of a human resource.


C
It is easier for a worker with more human capital to get a job. 


D
The value of human capital is determined by the anticipated net future stream of income.

4
Which of the following statements about monopoly is TRUE ? 


A
A monopolist needs not advertise its products because it faces no competition.


B
A monopoly will not incur transaction costs if simple monopoly pricing is used.


C
A monopoly normally produces a larger output than the one under price taking market.

D
The total revenue received by a monopolist also depends on the market demand curve. 

5
Which of the following is consistent with the postulate of constrained maximization?


A
A painter continues running an art gallery at a net loss.


B
A student stops working five minutes before the end of the examination.


C
A Christian businessman donates a fixed amount of his income to the church every month.


D
All of the above. 

6
Which of the following is an example of transaction cost ?

A
The cost incurred by a farmer in predicting the weather.


B
The cost of transporting the school magazines from the printing company to the school.


C
The payment on the bonus of a group of workers providing over-time work.

D
The time cost incurred to look for the lowest fare of an air ticket to Singapore. 

7
A person drove for one hour to a beach for an afternoon tea. Before he entered the cafe, it was already 


crowded with noise from everywhere. He hesitated to stay or leave. What is his cost at that moment ?


A
The gasoline cost, depreciation expense and the time ( one hour ) cost. 


B
The costs in (A) plus the expenses of the afternoon tea.


C
The costs in (B) plus the value of quiet atmosphere sacrificed.


D
None of the above.

8
The basic distinction between a price searcher and a price taker is that


A
The demand curves faced by them are of different elasticities. 


B
The price searcher produces at a higher average cost than a price taker.


C
The price searcher could enjoy an economic rent.


D
All of the above.

9
Which one of the following statements about interest is FALSE ?


A
Interest is the whole of income.


B
Interest is the rate of return on the capital value of assets.


C
Interest does not exist in a barter economy without a market price. 


D
Interest may include the amount of economic rent earned by a factor of production.

10
A firm earns a profit if


A
its promotion strategy is successful due to an unusually good foresight of the market.


B
the demand for its products increases out of a sudden. 


C
it is a closed market price-searcher but a price-taker in the factor market.


D
it owns a superior factor resulting in an exceptionally low production cost.

11
The emergence of firms implies that


A
there is a private property right system.


B
transaction cost is significant for at least some transactions. 


C
contractual arrangement is more efficient than market arrangement.


D
the number of contracts made will be increasing.

12
A chicken which lays golden eggs


A
is invaluable because the market value of it tends to be infinite.

B
will not be raised if the present value of the cost of feeding is higher than the market value of it. 


C
will be worth more when the interest rate rises.


D
should be protected by the government as it is priceless.

13
“ My wealth in the future will increase. “ This statement is


A
true so long as the market interest rate remains stable over the period of time.


B
true only if the present value of wealth could be found. 


C
false because wealth in the future could never be expected.


D
false because wealth is a stock and the time is not specified.

14
In a competitive labour market, the workers in industry A are earning higher wage rate than workers in industry B. Which of the following statements is correct ?


A
The workers in industry B have a lower marginal productivity than workers in industry A.



B
The workers in industry A have a higher amount of labour supplied than workers in industry B.


C
If information is perfect, workers from industry B must switch to work in industry A.


D
The demand for products from industry A is relatively elastic than that of industry B.

15
Suppose Tim stores a bottle of red wine for investment purpose. Which of the following statements about 
the selling of the bottle of red wine is correct ?


A
If the storage cost increases, he will sell the bottle of red wine later.


B
If the interest rate decreases, he will continue to keep the bottle of red wine. 


C
The higher the growth rate of its market value, the later will he sell the wine. 


D
All of the above.

16
If a change in constraint allows a monopolist to change its simple pricing to perfect price discrimination, 
with negligible transaction costs, 


A
the market value of the monopoly right will increase.


B
the change in pricing policy leads to a loss borne by some consumers. 


C
the monopolist has already minimized its variable costs.



D
the marginal revenue curve of the monopolist is no longer downward-sloping.

17
Which of the following is NOT an investment ?


A
John brings $5 to school to pay for the locker fee.


B
Timber is used to make some wooden cabinets.


C
Villagers collect underground water for irrigation.


D
Students prefer more time on self-study rather than on sleeping in the afternoon.

18
Policemen are often paid a salary while teachers are paid similarly in H.K. because


A
both groups have a low tendency to shirk work and duties.


B
their services are so specific and technical that piece rate is impossible to use.


C
the pricing and measurement costs on their performance can be saved. 


D
All of the above.

19
In a monopoly model, the maximization of wealth implies that


A
the amount of monopoly rent had not been taxed by the govenment.


B
there is no deadweight loss to the consumers or to the society.


C
the monopolist earns a capital return at a greater rate than the market interest rate.


D
the marginal use value of the good to consumers is greater than the marginal cost. 

20
The demand curve for a factor input is downward sloping because


A
the marginal revenue is the same as price in a price-taking market.


B
the product market is a price-taking market.


C
of the law of diminishing marginal returns.


D
the value of the marginal revenue product is diminishing.

Section B
Answer ALL questions. Keep your answer SHORT. 
( 8 marks each, total 48 marks. )

1 How is capital value and investment related ?

2
The marginal use value curve becomes the marginal revenue curve faced by a price-searcher when he practises all-or-nothing pricing. Why ?

3 If an individual suddenly found that he needed less sleep per night than before, he works less and with more leisure, his consumption would go up. Do you agree ? Explain. 

4
What are the major similarities and differences between economic rent and monopoly rent ?

5
You’ve been helping some Form 1 students during lunch hours under the Study Assistance Scheme 

 
organized by the Students’ Union. Recently, one boy asked you to be his private tutor at home after 

school based on an hourly wage of $150. 

Jim, your classmate, said, “ ah, in economics, the product market (tutoring service) and the factor market 

(your labour service) are not separated. A firm does not exist. ”


Do you agree with Jim ? Explain.

6 Explain the income and substitution effect of an increase in wage rate if the individual labour supply curve is vertical.

Section C
Answer ALL questions. ( 47 marks ) 

1
In order to curb speculation and to allow adjustment of the property market, the government declared the suspension of public auction of land for nine months starting from June 1998. Many people expected that the price level of (private) properties will fall as a result.

(a) Some critics suggested that the falling prices of the (private) properties in Hong Kong are already  close to the costs of production. The prices will unlikely fall anymore because the prices would be based on the costs of production of the properties.  Do you agree ?  Explain.


(6)

(b) If people in general treat properties as investment goods, how will the expectation on the change in the market interest rate affect the capital value of the properties ? Explain.


(4)

2
Analyse the following cases of pricing arrangement : 

(a) Department stores always have their discount sales at the end of each year. Sometimes, the same 

types of goods are priced (with discounts) differently among these department stores. 

Are they examples of price discrimination ? Explain.





(6)

(b)
A mobile phone company allowed any client to trade-in its mobile phone (valuing $500 ; whatever 

brand it is) for a new mobile phone of the company.  Suppose the value of the trade-in phones is zero to this company.

Is the above arrangement a practice of price discrimination ?




(6)

3
A record-producing company is going to sign contracts with a few young and potential singers selected from a singing contest. 

Usually, the singers, like the song-writers, may be paid by the record-producing company under either one type of the contracts shown below :

Contract A : Percentage Royalty - An amount based on a fixed percentage of the gross sale.


Contract B : Fixed Amount Royalty - A fixed amount per record sold. 


Future Quantity of records sold
Future Price of records sold

Condition 1
Certain
Uncertain

Condition 2
Uncertain
Certain

Hint : The company and the singers will negotiate to get a mutually accepted contract.

(a) Explain which contract ( A or B ) will be accepted by both the company and the singers in case :

· Condition 1 exists ; or

· Condition 2 exists.










(8)

(b)
Under what condition would a lump-sum (i.e. once-and-for-all) payment to the singers be chosen and accepted by both sides ? Explain briefly.







(4)

4
Compact discs (CD) and video compact discs (VCD) are being illegally reproduced (of similar quality to 

 
the legal discs) on a massive scale in China. 

They are sold almost publicly in Hong Kong at significantly lower prices than the legal discs.

View 1 : The significant difference in prices between the legal and illegal discs could be explained by 

the presence of large amount of economic rent earned by the producers of legal discs. 


View 2 : The producers argued, “ the relatively higher-priced legal discs always required the services 

of superstars. Their services and the payment involved are costly to the producers like us. So, it is the superstars, not us, that earn high economic rent. ” 

View 3 : The managers of the superstars replied, “ the high amount of payment received by these superstars are NOT determined by us nor by them. ”

Explain what each view is referring to. Are the views contradictory ?

Give your own argument also.










(13)
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Section A
( 40 marks )

1. A

2. B

3. C

4. D

5. D

6. D

7. A

8. A

9. C

10. B

11. B

12. B

13. B

14. A

15. C

16. B

17. A

18. C

19. D

20. C

Section B
( 48 marks )

1 Meaning of capital value and investment ( as an act & as an expenditure ) explained.

Whenever the present value of the stream of income generated by the capital, i.e. its capital value is greater than the cost of capital, the capital should be acquired. That is, the investment should be made and the investment expenditure should be incurred. 

2
When the all-or-nothing pricing is used, it implies that the consumer’s total use value is equal to its total 

exchange value, i.e. TR of the price-searcher = total expenditure of the consumer = total use value. 

The marginal revenue of the price-searcher will depend on the amount of the marginal use value of the 

consumer because he could extract all the consumer’s MUV in the form of extra consumer expenditure 

earned. So the MR curve faced by the price-searcher is the MUV curve of the consumer.

3
True or uncertain. This leads to a parallel shift of the budget line of the labour. There is an income effect on the choice of leisure. If leisure and consumption are normal goods, he will choose more leisure, i.e. he works less and consumes more as a result. 

If leisure is an inferior good, he will work more instead. Whether he consumes more or not depends on the income effect on the good faced by the person.

4
Similarities : They are earnings of factor income in excess of the operating costs. They could be 

expected, capitalised and hence a part of costs.

Differences : Economic rent can exist in any factor inputs or can be earned by any input owners. It exists in any market. Monopoly rent can only be enjoyed by a price searcher.

5
Yes, the weekly wage paid to the student is either for the tutoring or for the student’s labour work, hence it would not be meaningful to analyze this case with a product market and a factor market. 

In this case, it could be analyzed under either the product market or the factor market, but not both.

There is only a market and no firm.

( Only if you are hired by an employer ( say his parents ) and paid a wage ( a factor market ), and the employer charges the family of the school boy ( the product market ), then the two markets become separate and the employer’s organization becomes a firm. This is highly unusual. )

6 Substitution effect : if wage rate increases, a worker prefers more work and less leisure. The effect of 

wage increase on leisure is negative.


Income effect : if wage rate increases, leisure, being a normal good, is more preferred. The effect of a 

change in wage rate and hence a change on income is positive between income and leisure.

If the above two effects just offset each other, the supply curve derived is vertical, meaning that a change in wage rate will not affect the number of working hours supplied as a result.

Section C
( 47 marks )

1
(a)
The prices of the (private) properties depend on the net effect of the shift of the demand and 

supply curves or whether there are new comers entering the property market or not. Price is not 

determined by the cost of production. Therefore, if the demand is really weak, the prices of 

properties may be lower than the costs of production although the possibility is very low.

(b)
If r is expected to rise (fall), the capital value or its present value falls (rises). The property prices may fall (rise) together with a fall (rise) in demand for properties in the market.

2
(a)
No, it is not an example of price discrimination. Different consumers are charged with the 

same price for the goods within a store. Their costs of production among these department stores (e.g. servicing costs, storage costs, advertising costs, post-sale service etc.) may well be different.

2
(b)
Yes, it is a practice of price discrimination.

The value of the trade-in phones is zero to the company so that the cost of providing services to the clients is the same. 





The clients with mobile-phones and those without are two groups of clients. They are charged 

with different prices with different price elasticities of demand because existing users are more 

elastic – used phones are substitutes of new phones – so that they are charged with a lower price 

( $500 less than the new users ).

3
(a)
Condition 1 : Contract A ( Percentage Royalty ) will be chosen. 

A percentage or share contract reduces risks and/or transaction costs for all parties because of 

uncertainty on the future price. In case of Contract B is signed, if the final price of records is closed to the fixed amount of royalty, the gain of the firm is very small ... 

Condition 2 : Contract B ( Fixed Amount Royalty ) will be chosen.

A fixed amount royalty involves a lower amount of transaction costs than contract A. 

If the future price is certain, both contracts will give the same sharing between the singers and the 

producer. Contract B could avoid the cost of monitoring against the producers cheating on the 

price (although the producers can still cheat on the quantity sold).

(b)
If the future gross sale is certain, the lump-sum payment which is the discounted present value of the certain future income stream, will likely be adopted. It is because the costs of transactions – including the negotiation and drawing-up of long-term contracts, counting and monitoring record sales – would be the lowest under the lump-sum payment.

4
View 1

The amount of economic rent may not be great. The rent, if any, may be shared by many parties.

The difference includes the advertising cost, packaging design, risks, payment on copyrights, other transaction costs in exchange, share of profit to composers and writers etc.

View 2 

It all depends on how you interpret the meaning of  " costly ".






Yes. The high salary represents a high factor payment ( fixed cost ) to the record producers. The supply 

of records becomes more inelastic with a few superstars to choose. To the producers, the records are just 

too costly to produce because a higher stream of income is expected to cover the high factor payment 

spent on hiring those superstars.



OR :


No. It may not involve high economic rent. Cost refers to opportunity cost. The high salary is a result of 

demand and supply only. 



OR :



The high salary may involve a high economic rent due to highly inelastic supply of superstars. To 

the superstars themselves, they could earn high salary. To the producers, the superstars also help to 

generate a higher stream of income to the producers as their demand is great due to their popularity. If 

superstar A is not hired, superstar B may be chosen. They are not costly to the producers.


View 3


Yes, it is determined by the forces of demand and supply in the market. Even if the supply of superstars 

is highly inelastic (due to a few close substitutes of superstars), the market prices of services of the 

superstars still depend on the demand condition.


* The 3 views may not be contradictory. Economic rent could be viewed from the point of the factor 

owner as well as the factor employer / user. In addition, the amount earned by a factor will be affected by the market demand and supply of the final product. So long as a market is competitive enough, no single element – be the supplier or the consumers – could act against the market to gain an amount in excess of cost in the long run.


* Any reasonable explanation.

*

*

*
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