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Section B
(40 marks)

1. The principle of diminishing marginal returns (DMR) is an observed result and the variables involved are 
quantifiable. It has not been rejected by actual evidence and is capable of explaining and provides testable and refutable implications to economists. 
Thus, it goes beyond a postulate and is of general application and explanation of the reality, i.e. a law in 
economics.

2. The supply curve of a price-taking firm is the marginal cost curve starting from the minimum point of the 
average variable cost (AVC) curve. As any firm is a wealth maximizer, it will not produce at a level where MR 
cuts MC at below the minimum point of the AVC because this would mean that the total revenue cannot even 
cover the total variable cost. In other words, the firm should shut down.

3. View from the Factor Market 


To the resource owner, the economic rent received by him/her is of course his/her factor income. He/she is 
receiving something in excess of his/her cost – economic rent – as his/her income.

To the resource buyer, say a firm employing a factor, the firm may pay him/her an income in excess of his/her opportunity cost. The amount paid by the firm, including the economic rent enjoyed by the resource supplier, is a cost to the firm. 

View from the Product Market

In the short run, a price-taking firm may earn an excess over its total cost, called economic rent. It is surely a type of income. Whereas the monopoly rent earned by a monopolist may be a part of cost when the option of outright sale of the monopoly right is also considered.

4.
A firm is characterized by the existence of contract with resource owners to lower the transaction costs in 
exchange. 


If transaction cost is zero, there is no need to have a middleman to organize production and arrange the 
provision of goods and services to the consumers. In other words, the factor market and the product market 
become inseparable. There will be no firms as resource owners will directly deal with consumers. 


The statement is correct.

5.
In a physical sense, land, labour and entrepreneur exist in order to carry out production. Rent, wage and profit 
may still exist as a result but they are collectively termed interest only.
OR : It may be argued that they exist in the form of interest income. They could not be distinguished so long as 
they are generated from the productivity of capital.

OR : Wage, rent and interest could be collectively called interest but profit is anything unexpected. It will not be included as interest because this amount could not be capitalized or its present value could not be found.


Any factor income expected and capable of capitalized is called interest.

Section C
(40 marks)

Any reasonable explanation is accepted !

6.
(a)
The chaos showed that the transaction costs of enforcing contracts to achieve smooth operation of the 

TKO Line are very large. The enforcement of contracts to ensure that the MTRC could function efficiently 
and effectively involves a very high administrative (transaction) cost, i.e. the contractual arrangement by a 

firm in the project is significant and the arrangement (with a factor market) may still be more efficient 
than the arrangement by a product market.


The chaos is just the consequence of an act. It is an accident.

6.
(a)
It is an example to show that both the product market mechanism and the factor market mechanism have 


their ways to reduce transaction costs in exchange (and both lead to other aspects of transaction costs).



* The costs of monitoring work, costs of supervision, costs of enforcing contracts, costs of making 


contracts etc. could be mentioned briefly.



If property rights including the various types of liability are well defined, the market (be it factor market 


and/or product market) will penalize the loser and reward the winner by its market forces.

(b)
So long as the commuters will choose the MTR services in the future, ceteris paribus, the service of the TKO Line is not an inferior good to them. They were complaining about the bad consequences of an act (choosing the service at that particular time and particular route only).

(c)
The problem involves a reduction in transaction costs of many kinds in the whole project. The 



reduction may not be effectively lowered by the action of government because the action of government 



will lead to other types of transaction costs like extra administrative costs. 



The chaos also reflected that the monitoring costs of performance of the staff, the costs of collecting 


accurate and updated information on the progress of work etc. were all very significant. 



(Otherwise the government did not need to have a supervision system to monitor/assess the services of 


the MTRC.)



The use of both the product market and the firm will involve high transaction costs mentioned.



The government intervention of any kind needs not be efficient.

7.
(a)
(For purchases smaller than $100, there are no discount of any kind. This is insignificant here because 


most potential customers would not go to the store for less than $100 items.)



For purchases above $100, the sales discount involves a smaller cost to customers on purchases as they do 

not need to spend time for the cash refund, no matter they need to queue up or not. They did not need to 


buy items with lower MUV in order to obtain the cash refund. 



Customers preferred a discount rather than a cash refund.



(Credit cards are not popular in Shenzhen at the moment so that the gain from cash refund is NOT 


significant in this case.)

The storeowner would find this pricing policy more attractive to consumers and the expected queues formed would have great demonstrating effect. A sales discount policy may be thought of a result of marking up the original prices. The storeowner expected that the gain from advertisement through the customer queues was greater than the administration cost incurred on the arrangement of cash refund.

The less popular (price inelastic goods) products could have a higher chance to be sold because customers would likely to purchase goods by a multiple of $100 in order to enjoy the cash refund. 

It helps to clear the stocks, no matter price elastic or price inelastic products within the store.

(b)
No, I do not believe them. They were compensated by the refund. Initially they were attracted by the pricing policy. Otherwise, they would not choose to stay and queue. As long as the transactions are voluntary and property rights well defined, they are maximizing and enjoying consumer’s surplus.


Their waiting time was sunk (a sunk cost) when they got back the cash refund.

(c)
The duration of the policy depends on the (changes of the) constraints considered by the storeowner.

The policy depends on a number of factors :

· the elasticity of demand of consumers especially within the price range of reduction ;

· the reaction and strategies of competitors ;

· the level of present inventories clear or sold with the pricing policy ;

· the additional administration costs (transaction cost) emerged due to the promotion.

· Any reasonable answers.

This pricing policy should be ended once the marginal revenue from sales could not cover the sum of the 

marginal costs of production and the transaction cost incurred from the policy.

8.
(a)
* There is a divergence between private & social cost, i.e. externality like dirty remains in the streets ; 

noise produced by lighting fire-crackers ; the threaten of fire. All these create external costs not borne 

by the consumers of firecrackers. (Political stability and public confidence obtained from prohibition.)



* The cost of lighting firecrackers by the public may be greater than the use value of lighting firecrackers 


to the society as a whole when external costs are included. That is, the final result may be a net loss if the 

use of firecrackers is allowed. The prohibition becomes more efficient.
(The prohibition, compared with other options, should have the lowest transaction costs under the 


constraints considered by the government.)


(b)

(i)
* The marginal valuation on using firecrackers by the people in the N. T. is relatively higher (due to 



custom and tradition) than that of urban citizens. Their net (social) benefits are greater than that of the 


urban residents as a whole.

* The cost of enforcing the prohibition is higher in the N. T. because of geographical accessibility and     

 the relatively sparse population.

* In many villages, the property rights are well defined so that the cost of externality is relatively lower     

within a small community.

(ii)
No, we cannot conclude that the urban residents are obeying laws more firmly than the suburb residents.



However, the former may have a sharp difference in preference from the latter due to cultural heritage and 


valuation. 
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Section B
(40 marks )

1. AE = C + I + G + X – M. With budget deficit, an increase in G should not be used to avoid enlarging the deficit.

So, increases in C, I, X and a decrease in M are desirable. A tax cut to stimulate C is not desirable as it will lower the government revenue and again, enlarging the budget deficit.

(A balanced budget is acceptable but must be clearly explained.)

(A fall in interest rate by some means to stimulate investment is a good answer.)

2.
(a)
Nominal r = Real r + Expected inflation rate.

(Nominal r = Real r – Deflation rate)



With deflation, even if nominal interest rate approaches zero, real interest rate remains positive. In theory 


(and in practice), nominal interest rate could be zero at times of deflation.

(b)
The cost of holding money is the highest rate of return foregone by holding another form of income-

earning asset, i.e. the nominal interest rate.

In this case with deflation, it is still equal to the nominal interest rate, i.e. zero.

3.
In the product market (money market), the equality between aggregate expenditure (money demand) and aggregate supply (money supply) brings about the state of equilibrium based on a certain value of interest rate and income. 


The former (i.e. r) affects the investment expenditure (asset demand for money), and thus the overall value of aggregate expenditure (total money demand).


On the other hand, the amount of income determines the output and supply (transaction demand for money) in the product (money) market. 


Interest rate and income are related in the sense that one corresponds to the other to jointly determine the product market and money market equilibrium.

4.
(a)
Increase in money supply ( More funds available with excess money supply ( In equilibrium, market r 


falls.



(b)
Increase in money supply ( Increase demand for goods and services, with full employment (and the QTM) 



( Rises in the price level leading to inflation. ( Nominal r rises accordingly as a result.

5.
(a)
US$ depreciates against the EURO ( HK$ depreciates against the EURO due to the linked exchange rate 


mechanism.


(b)
Our export prices fall and import prices from European goods rise. This helps to improve our current 


account.

Section C
(40 marks )

6.
(a)
Under a liquidity trap (i.e. LM is horizontal), expansionary monetary policy becomes totally ineffective in 

raising income and lowering unemployment from a desired increase in output.



With a large crowding-out effect (i.e. LM is very steep), expansionary fiscal policy becomes very 


ineffective in raising income and lowering unemployment from a desired increase in output.


(b)
Yes, they are not compatible because LM curve had to be flat enough to give rise to a liquidity trap or 


steep enough to create a significantly large crowding-out effect. 



The former makes monetary policy ineffective and the latter one makes fiscal policy very ineffective.


As a result, when monetary policy is ineffective, fiscal policy could be used and vice versa.
7.
(a)
Expansionary fiscal policy should be avoided to limit the government deficit in this case. 



Expansionary monetary policy with a fall in interest rate to encourage investment could be used.



Any programs stimulating exports and/or domestic exports are encouraged.


(b)
(i)
Exports ( ( GDP(( Employment & output ( ( Aggregate demand ( ( Y (( Tax ( ( Deficit ( )

(ii)
Growth in trade leads to capital inflow and a surplus in the current account of the balance of payments account (BOP). The domestic currency will gradually appreciate against its trading partners. There is a higher volume of international trade activities.

8.
(a)
To increase competitiveness, the new linked rate should be a higher one, i.e. HK$ had to be depreciated 
against the US$.



In the immediate short run, the commercial banks will sell HK$ in the forex market at HK$7.8 : US$1 
and buy the HK$ from the Exchange Fund at the new linked rate for gain. The market exchange rate 
will finally go back to the new linked rate but the supply of HK$ will rise because more and more HK$ 
are going out from the account of the Exchange Fund. 



(Initially, the number of Asian tourists visiting HK was falling due to the rise in the prices of HK goods 


after the depreciation of the Asian currencies. The tourist receipts of HK will fall as well as our value of 


exports, especially the amount of invisible trade will fall as a result.)

 
With the new linked rate, our export performance should be improved thus raising our real income.

(b) Our money supply has changed when the new rate was decided and disclosed as mentioned in (a).

After the adjustment mechanism, i.e. arbitrage, once the market rate is closed to the new rate. Our money supply will depend again on the economic situation of the USA.



With an increase in money supply, interest rate will fall and real income will increase with the rise in 


exports.

*

*

*《獅子山下》歌詞

曲：顧家輝
詞：黃霑

人生中有歡喜




放開彼此心中矛盾

難免亦常有淚




理想一起去追

我哋大家在獅子山下相遇上

同舟人誓相隨

總算是歡笑多於欷歔



無畏更無懼

人生不免崎嶇




同處海角天邊

難以絶無掛慮




攜手踏平崎嶇

既是舟在獅子山下且共濟


我哋大家用艱辛努力寫下那

拋棄區分求共對
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