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Give your answers of ALL sections in your answer book.
 ( 150 marks )

Section A  ( 50 marks )
Answer ALL questions. Choose the best answer for each question.

1
Subscription (fee-paying) mobile communication services provided by any one of the four companies in Hong 


Kong now is evidence of the fact that


A
a public good is produced by a private enterprise.


B
a public good is turned into a private good by the four companies.


C
there is no divergence between private and social costs.


D
none of the above.
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The diagram above shows the total cost curve of a firm. Which of the following statements is correct ?


A
The average cost is the same at the output level Q1 and Q2.


B
The marginal cost is the same at the output level Q1 and Q2.


C
The marginal cost decreases between the output level Q1 and Q2.


D
The average cost decreases between the output level Q1 and Q2.
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Which of the following above the above preference map is true ?


A
Only these convex indifference curves yield testable implications.


B
The consumer equilibrium must be on a point of one of the three indifference curves.


C
The shape of the indifference curves is consistent with the postulate of substitution.


D
The shape of the indifference curves is inconsistent with the postulate of diversity in consumption.

4
Which of the following is NOT a transaction cost ?


A
in deciding to sell a second-hand car, the cost of finding the prospective buyer.


B
in deciding to buy a flat, the cost incurred to search for the quality property agent.


C
in buying a refrigerator, the cost of transporting the good to the house of the customer. 


D
in starting a business, the cost of company registration with the Registrar of Companies.

5
Which of the following is NOT price discrimination ?


A
Most karaoke shops charge a lower price during happy hours.


B
The Ocean Park does not charge senior citizens any admission fee.


C
A disco charges a lower admission fee for all female guests in weekdays.


D
The Cafe De Coral provides a free cup of coke to students in school uniform in buying a lunch box.

6
The theoretical possibility of Giffen good 


A
still allows the law of demand to be useful because testable implications are present.


B
would make the law of demand useless in explaining behaviour.


C
is still based on the assumptions of the law of demand.


D
strongly supports the existence of inferior good in reality.

7
Which of the following statements about scarcity is FALSE ?


A
It is a constraint restricting human behaviour.


B
It is implied by the existence of price.


C
Scarcity in a Robinson Crusoe economy implies competition.


D
If scarcity is absent, economic problems would not arise.

8
Which of the following statements is normative ?


A
Most of the low-income groups are in the old urban districts.


B
The low-income groups received less than their fair share of H.K.’s GDP last year.


C
The highest-income groups live in the H.K. island rather than in the Kowloon side.


D
The income gap between the low and the high-income groups has been widening.

9
To a teacher, the cost of teaching will increase when


A
the students are becoming more reluctant to learn.


B
his students do not perform as expected in the public examinations.


C
the government provides more teachers to each school.


D
he can earn more as a book publisher, a job that he will choose if he decides not to teach.

10
A shortage of water will exist in H.K. when


A
the government imposes a price control on the water charges.


B
the price of water supplied is set below the equilibrium level.


C
there is an inflow of immigrants from China after 1997.


D
water is supplied by private firms instead of the Water Supplies Department.

11
Which of the following statements about exchange is true ?


A
Voluntary exchanges are mutually beneficial to the exchanging parties.


B
Exchange may exist in a Robinson Crusoe economy.


C
Exchange will take place whenever our MUVs are different.


D
Exchange is not productive because it does not increase the available amount of goods.

12
John owns $1 million worth of long-term bonds while Jim owns $2 million worth of short-term bonds. Suppose 
there exists only one market interest rate. A rise in the interest rate will


A
increase the wealth of Jim but reduce the wealth of John.


B
increase the wealth of John but reduce the wealth of Jim.


C
reduce the wealth of both men but Jim must suffer more.


D
reduce the wealth of both men but John suffer more.

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


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



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
Recently, more families employed Indonesian and Thai housekeepers rather than Filipino maids. With the same 
minimum wage rate set by the government, this phenomenon shows that


A
Filipino maids have a lower productivity on average than the other two groups of maids above.


B
the supply of Filipino maids is relatively lower than the other two groups.


C
competition does not guarantee the survival of the fittest.


D
None of the above.

16
In Hong Kong, more and more people increase their value on time so that a shorter time for services is always 
preferred. Which of the following statements could possibly explain the preference of people ?


A
The Cross Harbour Tunnel Company increases the toll.


B
For a ballot of a property, the queue at the office of the new residential blocks decrease.



C
The queue for lunch in Chinese restaurants is shorter because people prefer other means of dining.


D
The commercial banks decrease the annual charges for the services of automatic teller machines.


17
A price-taking firm can earn a profit because


A
the demand for its products increases unexpectedly.


B
its entrepreneur bears a good foresight on the market situation.


C
it owns a highly productive factor resulting in an exceptionally low average production cost.


D
it produces at the optimal level of output in both the short and long run.

18
By a common property we mean


A
a property without exclusion on others on the right to use it.


B
any property upon competition will eventually lead to a dissipation of rent.


C
the private property rights of the property are restrained by the existence of transaction costs.


D
All of the above.

19
When a monopolist extracts the consumer’s surplus by price discrimination,


A
the demand curve will become the marginal revenue curve.


B
the average use value curve will become the all-or-nothing demand curve.


C
the monopolist still faces a downward-sloping demand curve.


D
the monopolist would not be efficient as transaction cost is involved.



20
The services provided by lawyers are always paid on the basis of the cases in court because


A
the cost of measuring the services of a lawyer is high.


B
the incentive to provide quality services by the lawyers is stronger.



C
the financial burden of the clients is smaller.


D
the result of the trial could not be expected beforehand.

21
Which of the following statements about the taxi industry is correct ?


A
Under the share-rent arrangement, it is efficient if taxi-drivers share a fraction of the fuel cost.


B
Under the fixed-rent arrangement, taxi-drivers can lower their cost of search for passengers.


C
The taxi companies are inefficient in monitoring the performance of taxi-drivers.


D
The rate of depreciation will rise if the taxi-drivers are not responsible for the maintenance cost.

22
A company offers two payment scheme for an air-conditioner. Scheme A : Pay the cash price of $5000 now.


Scheme B : Pay $2500 now and $2800 one year later. Which of the following statements is correct ?


A
Scheme A should never be chosen.


B
One should choose Scheme A if interest rate is equal to 10 %.


C
It makes no different for either scheme if interest rate is equal to 14 %.


D
The choice depends on the opportunity cost of using the air-conditioner, not the payment of either 


scheme.

23
The Hong Kong government is considering the prohibition of sponsorship on sports activities by cigarettes 


companies. Which of the following statements is a logical result if the prohibition is implemented ?


A
The prohibition increases the transaction costs in organising sports activities.


B
More smokers fond in sports activities will consider to give up smoking.


C
The spirit companies will start to sponsor the sports activities.


D
The standard, i.e. marginal productivity, of our athletes will reluctantly decline.

24
Which of the following statements is correct ?


A
The equi-marginal principle had to be abandoned if the assumption of maximization is given up.


B
The principle of comparative advantage is invalid if there is no constant cost in production,


C
The utility theory can be a testable theory even though utility is not directly observable and comparable.


D
All of the above.

25
In Hong Kong, the growth of supermarkets is more significant than that of traditional centralized markets 
selling 


fresh products during the 1990s. Which of the following statements is NOT a possible explanation ?


A
Supermarkets are efficient suppliers whereas centralized markets are not.


B
Supermarkets provide standardized products which can lower the cost of bargaining in transaction.


C
The supermarkets reduce the time cost of shopping more than the centralized markets.


D
The growth of supermarkets has gradually changed the shopping behaviour of households.

Section B  ( 50 marks )
Answer ALL questions. Keep your answer SHORT. ( 8 marks each except Q. 6 )

1
A straight-line supply schedule passing through the origin is unitarily elastic on all price ranges. 


Do you agree ? Explain.

2
In the indifference curve approach, the substitution effect is always negative but the income effect is not. 


Why ?

3
How important is it to hold the real income constant in the indifference curve approach ?

4
“ Whenever a firm exists, a contract exists but not vice versa. “ Do you agree ?

5
What is the relation between interest and rent ?

6
What is a public good ? Could the provision of a public good be efficient ?

Section C  ( 50 marks )
Answer ALL questions.

1
In Hong Kong, while the proportion of household spending on dining out has changed little from 1990 to 1995, 


the preferred choice of dining places has shifted from traditional Chinese restaurants to fast food shops.


(a)
Suppose dining out is considered to be a luxury good with relatively low income elasticity of demand. 



How would you explain the markedly increase in household spending on the fast food shops ?
(6) 


(b)
Suppose dining out is considered to be a normal good. How would you explain the decline of the sales 



revenue of the Chinese restaurants ?
(6)

2
During the week before the Chinese New Year, many flower bazaars are organized to sell New Year 
commodities to the public.


(a)
In the flower bazaars, it was often observed that the prices of some popular fresh flowers will increase 



towards the last day ( especially the midnight ) of the year and more people still prefer to buy at the 


period. 



As a “rule”, these prices will decrease sharply only an hour or so later and less people will buy as a 



result.



Does the phenomenon violate the law of demand ? How could you explain the situation ?
(6)


(b)
There is also a wide variation in the prices of fresh flowers sold throughout Hong Kong during this week.



What is the economic explanation for this phenomenon ?
(6)

3
During the recent years, the number of audience entering the cinema decreased sharply. As a remedy to attract 
more audience, the cinema owners and film companies have just agreed to lower the price of a film ticket to 
$30 per head only on every Tuesday, except Public Holidays.


(a)
Is the new film ticket on every Tuesday an example of price discrimination ? Explain.
(4)


(b)
Consider the practice to be price discrimination. Would the practice allow the cinema owners to extract 

more consumers' surplus as a result ?

(4)

(c)
Give your explanation of the above practice other than price discrimination. 
(6)

4
The Western Cross Harbour Tunnel ( WCHT ) is scheduled to operate in April, 1997. It is expected to ease the 
congestion on the two existing cross harbour tunnels and improves the traffic condition in the western region of 


the Hong Kong Island.



Due to the highways along the seashore, the nearby property owners are compensated by installing air-


conditioners and noise-reducing windows free of charge by the government.

However, the policy was criticized as inefficient because the owners will gain, say by a rise in the property 
price and the installed facilities at the expense of noisy environment & pollution. 


Do you agree ? Is the government policy more efficient than the use of market mechanism in this case ?
(12)


End of Paper I
St. Joseph’s College

Mock Examination

7 A







Economics  II




February 1997

Time Allowed : 3 hours











Total Pages : 5

Give your answers of ALL sections in your answer book.
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Section A  ( 50 marks )
Answer ALL questions. Choose the best answer for each question.

1
Which of the following statements are correct ?


I
Along the IS curve, the autonomous consumption expenditure is constant.


II
Along the IS curve, the disposable income is constant.


III
Along the IS curve, the amount of money supply is constant.


A
I, II


B
I, III


C
II, III


D
All of the above.

2
What will happen if all payments are settled by the means of electronic transfer system ?


A
Money transactions will no longer exist.


B
Money will not exist physically in the form of commodity.


C
The medium of exchange will no longer exist.


D
The money supply M1 cannot be defined anymore.

3
Suppose the required reserve ratio is 25 %. If  a person deposits $ 100 cash into his current account, the 
maximum amount of money supply that the banking system can create is


A
$ 500


B
$ 400


C
$ 300


D
$ 100

4
Open market operation is the most commonly used policy in the control of money supply because


A
the use of discount rate is an indirect means with more uncertainty in its effect.


B
the required reserve ratio is legally set and cannot be changed frequently.


C
open market operation is relatively less costly to use to adjust money supply by a desired amount.


D
All of the above.

5
Monetary policy is completely ineffective in Hong Kong because


A
Hong Kong has adopted the linked exchange rate system.


B
commercial banks always keep excess reserves for safety precaution after the bank crisis.


C
Hong Kong does not have a central bank to adjust the liquidity ratio.


D
All of the above.

6
Which of the following statements about the different items of investment is INCORRECT ?


A
Gross investment cannot be negative in a closed economy.


B
Change in stocks can be negative if inventories are sold.


C
Net investment can be negative if gross investment is smaller than depreciation.


D
Depreciation can be negative if the value of the initial stock of capital increases.

7
Suppose within 12 years, the GNP at current prices of an economy has increased by 6 times, its GNP at 
constant market prices 3 times and its population 1.2 times. Which of the following conclusion(s) is/are correct ?


I
The nominal per capita GNP increases by 5 times.


II
The real per capita GNP increases by 2.5 times.


III
The GNP deflator doubles.


A
I only.


B
I & II only.


C
II & III only.

D
All of the above.

8
Which of the following statements about the national income adjustment is INCORRECT ?


A
Whenever withdrawal is smaller than injection, national income will increase.


B
Whenever expenditure is smaller than income, there will be an unintended inventory accumulation.


C
When there is no change in inventory, equilibrium will be achieved.


D
None of the above.

9
If the government raises its expenditure and the required reserve ratio simultaneously, the equilibrium interest 


rate will _________ and the national income will ___________.


A
fall ; rise.




B
fall ; be indeterminate


C
rise ; be indeterminate


D
rise ; fall

10
Study the following diagram.
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Which one of the following statements is correct ?


A
GNP will rise but interest rate will remain unchanged at point A.


B
Money supply is larger than money demand at point B.


C
Withdrawal is larger than injection at point C.


D
GNP will rise but interest rate will fall at point D.

11
Study the following information.

	Disposable income
	0
	10
	100
	1 000

	Consumption expenditure
	100
	108
	180
	900


	
Investment per annum
	220

	
Government expenditure
	400

	
Proportional tax rate
	20 %



The equilibrium income is


A
9 000


B
5 000


C
2 000


D
1 000

12
Study the following diagram. 


Expenditure








     R (










AE = C + I








         (  S











  C









  T









 45o




0



Yf


    Income





At the full employment income level ( Yf ) , the distance RS denotes _______ and RT denotes ________.


A
past inventories sold ; planned saving.


B
inflationary gap ; unrealized investment.


C
deflationary gap ; actual saving.


D
unplanned inventory investment ; realized investment.

13
Which one of the causes below would lead to a higher interest rate and national income ?


A
An increase in the liquidity preference by the public.


B
A reduction in the income and profit tax rates.


C
An open market sale of government bonds.


D
One trading partner imposes projectionist measures on the economy.

14
Which of the following statements about the liquidity trap is false ?


I
There is zero crowding-out effect for a change in government expenditure.


II
Expansionary monetary policy will shift the LM curve including its horizontal portion.



III
The transactions demand for money is perfectly income elastic.


A
I, II


B
I, III


C
II, III


D
All of the above.

15
Suppose government expenditure is used to stimulate an economy facing with mass unemployment. 


Which of the following means of financing government expenditure is more favourable ?


A
Borrowing from foreign financial institutions and merchant banks.


B
Raising the corporate income tax of the relatively large listed companies.


C
Raising the sales tax of the relatively large-scale joint-stock companies.


D
Issuing of government bonds to local financial institutions.

16
A sole-trader borrowed $ 2 million from a bank a year ago. The anticipated inflation rate is 7 % and the real 


interest rate desired is 8 %. 


If the actual inflation rate is found to be 6 %, what would the realized real interest rate be ?


A
14 %


B
9 %


C
8 %


D
1 %

17
An unanticipated inflation will lower


I
the search flow



II
the search duration


III
the unemployment rate


IV
the marginal cost of search for a job.


A
I, II only

B
I, IV only

C
II, IV
only

D
II, III only

18
When people have money illusion,


A
their decisions would not be based on real values anymore.


B
they still accept money payment rather than payment in kind.


C
they choose to keep their monetary liabilities larger than their real liabilities.


D
they think that the percentage increase in the capital value of financial assets will be larger than that of 



real assets.

19
The following table shows the price of good X and Y in nation A and B.

	
	Good X
	Good Y

	Nation A
	$ 40
	$ 30

	Japan
	Yen 2000
	Yen 1000



Which of the following statements are correct ?


I
The absolute advantage in producing either one good is indeterminate from the table.


II
Japan has a comparative advantage in producing good Y.


III
Nation A has an absolute advantage in producing both goods.


A
I, II


B
I, III


C
II, III


D
All of the above.

20
Refer to the diagram below. The concave curve is the production possibility curve of a nation. The line TT 


shows the terms of trade.
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Which of the following statements are correct ?


I
The consumption optimum could not be at point C.


II
If the consumption optimum is at A, the amount of exports is BC.


III
The ratio AB / BC denotes the terms of trade.


A
I, II


B
I, III


C
II, III


D
All of the above.

21
The real growth of Hong Kong’s GDP in 1996 is about 4.8 %. This will 


I
raise the volume of our imports.


II
lead to a more unfavourable terms of trade.


III
enlarge our existing trade deficit.


A
I, II


B
I, III


C
II, III


D
All of the above.

22
Which of the following statements about the quantity theory of money are INCORRECT ?


I
It is valid when the equation of exchange is supported by evidence.


II
It is a theory of full employment and money supply.


III
Monetary policy determines the change in price level.


A
I, II


B
I, III


C
II, III


D
All of the above.

23
Which of the following statements would NOT lead to a change in the money supply ?


I
The Bank of China started to issue Hong Kong bank-notes since 1995.


II
The note-issuing banks in Hong Kong stopped the issue of ten-dollar paper-notes since 1996.


III
The H.K. Monetary Authority started to issue Exchange Fund Bills in 1996.


A
I, II


B
I, III


C
II, III


D
All of the above.

24
The diagram below refers to a two-sector economy.
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When the marginal propensity to save increases, 


I
the average propensity to consume has increased at each income level, except at Y1.


II
At Y3  , realized saving is still equal to realized investment.


III
the equilibrium level of income must be smaller than Y2.



A
I, II


B
I, III


C
II, III


D
All of the above.

25
Ever since the Hong Kong dollar is linked with the US dollar, 


A
the public can exchange between HK$ and US$ from the Exchange Fund.


B
the Exchange Fund will gradually keep more foreign exchange reserves.


C
the existence of arbitrage activities will destabilize the market exchange rate.


D
it becomes nearly impossible to control the money supply in Hong Kong.

Section B  ( 50 marks )
Answer ALL questions. Keep your answer SHORT. ( 8 marks each except Q. 6 )

1
The argument in the paradox of thrift has committed the fallacy of composition. Do you agree ? Explain.


2
Investment is equal to savings in a two sector model but not in a three sector model. Do you agree ? Explain.


3
“ The cost of holding money should be the nominal interest rate. “


“ The cost of holding money should be the real interest rate. “


How could BOTH statements be true ?

4
“ A balanced-budget helps to stabilize the economy. “    


“ A balanced-budget may still be destabilizing. “




How could you reconcile these two statements ?

5
Recently commercial banks put forward the “electronic cash”, i.e. a stored-valued card specialized in settling 
daily transactions of a small amount ( e.g. the bus fare ). 


Explain how the popular use of this electronic card would affect the prediction of the Quantity Theory of Money 
under an economy with unemployment and an increase of 10 % in the money supply.

6
Initially, there is a balance of payments deficit under a fixed exchange rate system.


(a)
If the government re-sets the fixed rate at a level other than the equilibrium level, would the deficit be 


eliminated ? Explain.
(6)


(b)
How could the central bank solve the problem arise in (a) ?

(4)

Section C  ( 50 marks )
Answer ALL questions.

1
(a)
In 1996, the Hong Kong economy experienced a negative growth of  8.4 % in its domestic exports. 



Total exports grew only by 4 % which was the lowest rate since 1975. Our visible trade deficit amounted 



to $ 137 600 million in 1996, compared with a similar deficit of $ 147 000 million in 1995 which was the 



largest amount of deficit ever recorded.



How would the balance of payments of Hong Kong and GDP be affected as a result ?
(6)


(b)
There is an expectation of an influx of tourists in mid-1997 due to the historic return of Hong Kong to 



China. How would the exports and income of Hong Kong be affected as a result ?
(6)


2
(a)
According to a financial report of a local commercial bank, in 1997 the strength of the US$ is expected to 



continue and there is a low possibility of a rise in U. S. interest rates. 



How would the interest rates and inflation rate of Hong Kong be affected then ?
(8)


(b)
A monthly report of a local bank in December, 1996 revealed, 



“ The residential property market staged a strong rebound towards the end of 1996. The price of 


flats in popular housing estates had increased by more than 25 % by October 1996. The number 



of Sale and Purchase agreements ( S&Ps) rose to an average of 12 100 per month in the first 11 



months of 1996. “



What would be the effect of it on the money supply of Hong Kong ?
(4)

3
Use an IS-LM model to explain the effects of the following cases on the income and employment of an 
economy :


(a)
The government decided to raise the proportional income tax rate of the individual taxpayers.
(6)


(b)
The mandatory provident fund is implemented with the contribution ( a percentage of employees’ salaries ) 

of employers and employees altogether merges into the funds. Suppose the funds are mainly managed by 



foreign financial institutions which perform investment activities in the local financial markets.
(8)

4
The labour input requirements for the production of watches and garments in Hong Kong and Japan are shown.

	
	Watch ( 1 unit ) 
	Garment ( 1 unit )

	Japan
	16
	4

	Hong Kong
	?
	1



Suppose both places have 12 000 units of labour and they have complete specialization in production before 
trade. The terms of trade is 1 unit watch to 10 units of garments and Hong Kong exports 400 units of garments 
to trade with Japan. 


(a)
After trade, Hong Kong finds that its gain from trade is at least 20 units of watches. 



What is the possible amount of labour input to produce 1 unit of watch in Hong Kong ?
(4)


(b)
Suggest the possible range of the terms of trade and the new gain from trade if the export of Hong Kong 

is the same as before. Explain.
(8)
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Section A
( 50 marks )
	1. D
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	2. B
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Section B
( 50 marks )

1
The elasticity of supply is given by the percentage change in quantity supplied with respect to a percentage change 
in price, i.e. Es = ( ( Q / Q ) ( (( P / P ) = ( ( Q / ( P ) ( ( P / Q ).


A straight-line supply curve passing through the origin would imply that the rate of the percentage change ( the 
first bracket above ) is a constant and is equal to the slope of the curve ( the second bracket ). The numerical 
values of the two brackets cancel off to give an absolute value of 1. 


The result is true for all price ranges. I agree with the statement.

2
The substitution effect is always negative because it is based on the postulate of substitution and the 

postulate of a variety of choice of any rational person. A consumer will always buy more if the price (cost) of a

good is relatively lower. They substitute other goods by a higher amount of this good.

The income effect is not always negative because it depends on how the consumer treats the types of good.

If it is a normal good, the income effect is positive, i.e. when real income increases, the quantity demanded increases. If it is an inferior good, the income effect is negative.

So, the statement is correct.

3
If anyone aiming at the derivation of a demand curve that can be consistent with the law of demand, then the real-
income-constant condition is very important. It is because this condition allows only the substitution effect to 
affect the quantity demanded of a consumer without a consideration of the income effect. As a result, the demand 


curve derived is always downward-sloping, thus supporting the law of demand. Otherwise the Giffen good case 
will violate the law of demand and lowers the degree of validity of the “ law ”.


Another argument is that by holding real-income-constant, the price effect can be decomposed into substitution 
and income effect which can further on explore the consumer theory of demand. The effect of a change in price is 
analysed in depth. 

4
Yes, a firm exists to lower the transaction costs in exchange by making contracts with the resource owners and 

the consumers. So whenever a firm exists, a contract exists.

A contract could be made between the resource owner and the consumer directly. For example, a shoe-shine boy provides services directly to the customers without the existence of a factor market ( unless he is employed by a 

firm ). So, whenever a contract exists, a firm needs not exists.

5
Interest and rent explained.

In a traditional sense, rent is a return to one type of factor of production - land only. While interest is the return 

of another factor - capital.


In a broader sense, capital comprises all factors of production and interest becomes the collective term for any factor return, be it rent, wage, interest or reward of the entrepreneur. 

Therefore, rent is a kind of factor income and interest is the whole of factor income.

6
A ( pure ) public good explained : non-exclusion + non-rivalry.

The provision is difficult because due to the nature of non-exclusion of the public good itself. The existence of free riders would make the collection of revenues or charges extremely costly. So long as the collection cost is significantly high, no private firm will be willing to supply public good. 

If the provision of public good involves a certain level of production cost plus a low transaction cost in administration compared with the gain in use value brought to the public, the provision would be efficient.


( Efficiency : P = MC, but MC of serving an extra user of public good = 0. So, ceteris paribus, price should be 
zero but the production of public goods need resources and somehow needs financing or govt. revenues. )

Section C
( 50 marks )

1
(a)
*
The real income of people has increased over the period so that dining out, a luxury good, will 



have an increased in demand even the income elasticity is low. 



*
Suppose consumers treat Chinese restaurants and fast-food shops as two major categories of 



serving-food outlets, people substitute Chinese restaurants by fast-food shops. The choice may 



be due to a change in preference/habit ( e.g. relocation of factories results in a decrease in 




business negotiation by businessmen, a rise in time cost ) by the consumers.



*
The relative prices of food provided by the fast-food shops rise relatively lower than that of 




the Chinese restaurants.


(b)
*
If dining out is a normal good, the higher the (real) income, the larger than demand for dining out 



including the demand for the fast-food shops and Chinese restaurants.



*
But people prefer fast-food rather than food provided by the Chinese restaurants. The strong




substitution effect leads to a decline in demand for services of Chinese restaurants. Their sales 




revenue decreases also. The decline is a result of the competition between fast-food shops 

( and other food suppliers ) with the Chinese restaurants.



*
Any reasonable explanation.

2 
(a)
No, it does not violate the law of demand.



The marginal valuation changes due to customs /cultural habits. 



The time spent on searching may be costly at that time so that searching cost is relatively higher than 



that at normal times. ( People need time to prepare themselves for the New Year due to customs ). 



People have a higher willingness to pay at the margin.



Fresh flowers have few close substitutes so that its demand is inelastic.



After midnight, people may treat that the new year comes already and more people prefer to leave the 


market so that the demand falls sharply. 



There may also be a decline in quality of the goods within the period so that the asking prices fall sharply.


(b)
As information costs are high, consumers have not clear ideas about the prices of flowers elsewhere.



The practice of price discrimination may exist to lead to a wide range of prices. 



Fresh products lack standardization and are highly differentiated products. Information is costly especially 

when the time cost of people increases significantly within the week before the new year. 

Many firms entering the industry may be temporary suppliers so that the asking prices vary widely due to a lack of information on the flower market.

3
(a)
Price discrimination explained.

Provided that the services and costs of provision of services are the same either on Tuesday or on other days. 


(b)
The demand for watching films is elastic. Otherwise, the lower price cannot create more total revenue and 

the practice would not be used. So, total revenue could be increased and at the same time, the consumers’ 


surplus could be increased instead. It helps to lower the level of excess capacity rather than to extract 


consumers’ surplus in the first place.

(c)
*
It helps to lower the excess capacity at a relatively low transaction cost. The marginal cost of 

serving an extra consumer is very low and the sunk or fixed cost is relatively significant.



*
The demand for films on Tuesday is very elastic so that TR could be raised by lowering price.



*
It is a means to compete with other forms of entertainment provided by competitors, e.g. shopping 



arcades. 



*
Any reasonable answers.

4
It depends on a consideration of the marginal social benefits and the marginal social costs. The former gain 
includes : improved living facilities of the residents; a potential rise in property prices; the convenience caused by 


the WCHT; the save in costs spend on taking legal actions for compensation. The latter includes resources 


spent on the installation and measurement of resources used; government administration costs. 

( The list could be significantly long. )


( No matter the policy is used or not, some residents will use resources in installation of such facilities and 

external cost ( pollution ) is not avoidable. )


The use of market mechanism would require a determination of private property rights on the use of environment 
along the seashore, i.e. could the government have the rights to “ pollute “ the environment around the residents 


there. If the transaction costs involved ( possibly by court trials ) are significantly high in the use of market, the 

government policy may still be efficient than the use of market mechanism. Otherwise, the use of market is 

chosen.

Paper II

Section A
( 50 marks )
	1. A
	6.   A
	11. C
	16. B
	21. B

	2. B
	7.   D
	12. D
	17. D
	22. D

	3. C
	8.   C
	13. B
	18. A
	23. A

	4. D
	9.   C
	14. C
	19. A
	24. C

	5. A
	10. C
	15. A
	20. C
	25. D


Section B
( 50 marks )

1
The paradox of thrift has not committed the fallacy of composition. It just makes use of the fallacy to bring out 
the possible misunderstanding on the relation between savings and income, based on the assumption that there is 
no direct relation between savings and investment. ( The paradox has illustrated the fallacy of composition. )


The paradox argues that if a person believes the view that the more everyone saves, the more income we could 


have at the end, then the person has committed the fallacy of composition. That person will put himself in a 
paradox because the actual result may contradict with the traditional belief ( i.e. the more one save, the more one 
could have later. ) above due to the assumption mentioned.

2
Yes. In a two sector model, realized investment must be equal to realized savings but planned investment would 
only be equal to planned savings in equilibrium.

In a three sector model with the government sector, injection is equal to leakages only in equilibrium.


Even in a case of equilibrium, I + G = S + T. If G ( T, then both realized and planned investment would not be 

equal to realized and planned savings respectively.

3
The first statement is true if the anticipated inflation rate is same as the actual one, then nominal r is equal to the 
sum of anticipated inflation rate plus real interest rate desired. Anyone holding money will forego the possible 
return at a rate of the nominal r.


The second statement is true if the anticipated inflation rate or the actual inflation rate is zero, then nominal r = 
real r so that the cost of holding money is very easy to find.

4
Under an economy with mild unemployment or a moderate growth in income required, a balanced-budget would 
expand the economy in a moderate pace with steady growth towards full-employment. 

So the first statement could be right.


Under an economy with full-employment or severe inflation, a balanced-budget would also over-heat the economy


with higher rate of inflation and a significantly high level of aggregate demand that causes destabilization.

5
The popular use of electronic card would lower the use of coins and bank-notes considerably because in every 
transaction only an exact amount is exchanged. The value of the variable “ V “ in the Quantity Theory of Money 


(QTM) would decrease. 


The product of M times V will have a rate of increase less than 10 %. With unemployment, real income may 
increase due to the increase in money supply in the short run. So the price level may also rise but by a smaller 


percent and the actual percentage change is uncertain especially when ( M +  ( V =  ( P +  ( y.


The prediction of the QTM on the change in price level becomes more difficult / uncertain.

6
(a)
If the new rate is still lower than the equilibrium rate, the deficit could only be smaller and could not be 


eliminated.



If the new rate is higher than the equilibrium rate, the deficit is eliminated but a surplus in the B/P exists.


(b)
There implies an excess demand for foreign currency with a deficit of the B/P and an excess supply of 


foreign currency with a surplus of the B/P. The former case would be solved by supplying forex by the 


central bank to the open market and the reverse in the latter case. 



Moral suasion by the central bank to the commercial banks could still be used.

Section C
( 50 marks )

1
(a)
In 1996, the economy experienced a deficit in the balance of trade or in the current account, though a 


smaller amount of deficit compared with that in 1995.



This persisted balance of trade deficit would have an unfavourable effect on our balance of payments. 



The GDP would grow at a slower rate together with a negative growth in our exports. ( We have a visible 

trade deficit but an invisible trade surplus resulting in a slower growth rate in total exports. )

1
(b)
The influx would mean a higher demand for domestic services of various kinds ( e.g. hotel services, 


transportation services ). The visible trade and invisible trade in our current account will record an inflow 

of capital. 



With multiplier effect, the expenditure leads to more national income generated as a result.

2
(a)
Due to the linked exchange rate, the inflation rate and interest rate of Hong Kong would be roughly in line

with that of the U. S. If the interest rate in the U. S. remains low, the interest rate in Hong Kong will also remain low. 

The strong US$ will keep HK$ strong also. As an economy with most raw materials imported, HK$  remains strong in its purchasing power in importing commodities and the effect of imported inflation is 

less significant. The inflation rate in Hong Kong could remain stable compared with that of last year.

(b)
The prosperous property market will encourage the creation of loans for the transactions involved. The 

increase in mortgage loans will increase the level of credit creation.  

When more loans are created, money supply will be increased with the effect of the banking multiplier.

3
(a)
The rise in proportional income tax rate will lower the level of disposable income for consumption 

expenditure. It will also increase the slope of the savings function. 

( Think in terms of the simple Keynesian model. )

The resulting IS curve has a steeper slope and rotates clockwise. With a generally upward-sloping LM curve, the equilibrium interest rate and income will both decrease. The employment level could be decreased. + A well-labeled Diagram.


(b)
On the one hand, the disposable income of the employees will decrease after the contribution because their 

real wage rate may be decreased as employers may shift their burden by offering a lower real wage rate. 

The profit of firms may also lower. The level of consumption expenditure falls. The IS curve shifts in.

The investment activities will lead the IS curve to shift out to the right.

The increase in investment may offset the effect of lower consumption expenditure in the product market. The IS curve may still shift to the left or uncertain.

Extra Credits :
The increase in funds in the capital market will decrease the market interest rate. With more capital in the financial sector, a higher level of money supply may be resulted. The LM will shift to the right also.

The equilibrium income will be increased if the magnitude of shift of the LM curve is greater than that of the IS curve. The interest rate is likely to fall.

A well-labeled Diagram.
4
(a)
Hong Kong exports 400 units of garments and imports 40 units of watches based on the I.T.T.



If H.K. gains at least 20 units of watches in trade, then H.K. must at most get 20 units of watches only 



by foregoing the resources in producing 400 units of garments. 



That is, the domestic exchange ratio between watch & garment is = 20 or above ( up to x ) W : 1 G.



So, to produce 1 unit of watch in H.K., at least 20 units of labour input are required.


(b)
The domestic opportunity cost of 1 unit of watch is 4 units of garment for Japan.



So long as Japan could get back at least 4 units of garments for each unit of watch exported, trade is 


beneficial to Japan.



For Hong Kong, 1 unit of watch could exchange at least 20 ( up to x ) units of garments domestically.

The possible I.T.T. would be 1 unit of watch to at least 4 up to x units of garments.

The new greatest amount of gain from trade is x - 20 units of watches for Hong Kong.

*
*
*
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