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Section B
(40 marks, 8 marks each)

1. The word maximization refers to the act of any person in maximizing one’s net gain (in wealth). As any 
economic activities involves a consideration of cost, in equilibrium, the voluntarily chosen act must be the 
one with the highest potential net gain, i.e. the option at which the (positive) difference between the total gain and total loss (or cost) being the greatest.

To minimize cost would lead to a greater net gain. Thus, the goal of maximization could be achieved.

2. A voluntary exchange implies the transfer of goods and services from the lower-valued owner (seller) to the higher-valued owner (buyer). As a result, social welfare could be higher. As more value (TUV) is created by the exchange, it shows that exchange is productive. There is a gain from trade.
A voluntary exchange is efficient because it guarantees the attainment of consumption efficiency with MUV of a person = MUV of another = MUV of any other = Market price; as well as a state of allocative efficiency (MUV = MC) based on a consideration of transaction cost involved in exchanges.

3.
A firm is characterized by the existence of contract with resource owners in order to lower the 
transaction costs in exchange. 


1st Statement: 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 because resource owners will directly deal with 
final consumers. If transaction cost is positive, then a middleman will eventually emerge to lower the 
transaction cost in exchange on the one hand, and searches for a net gain by its services as a middleman on 
the other.


2nd Statement: Firms exist to reduce the transaction costs of using a price/market mechanism or the market 
coordination. + 
Explanation.


Firms reduce transaction costs by using contractual arrangement with the input owners to coordinate 
production within the firm. Hence, a contract exists as a result.

4.
Interest, as the whole of income, is derived or generated from the productivity of capital. 

The act of capital formation is called investment or the amount involved called investment expenditure. 


Interest could be the whole of income but in economics, it is the act of production that generates income 
rather than investment (which is just an act of capital formation) that leads to income. 


Investment may be called the initial act and the crucial point is the result through production.

5.
View from the Factor Market: gain in wealth & cost

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 – a gain in wealth.

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: a gain in wealth

In the short run, a price-taking firm may earn an excess over its total cost, called economic rent. This is a gain in wealth by the firm.


Section C
(40 marks)

Any reasonable explanation is accepted !

6.
(a)
No, there is incentive for the 2 bus companies to operate. 



Firstly, the actual income stream may be higher than expected because bus fares may be revised with 



quality improvement in its services. The increased cost may be offset by a lower depreciation expense 



due to economies of scale.



Secondly, there is the possibility of enlarging the market share later on with more and more 



passengers (choosing bus services instead of other means of transport) and thus sales revenue.

(b)
(i)
Some of these routes may be operating with a net loss (remote routes) or with a net gain (popular 

routes). However, this is the condition required by the government in order to serve the majority 

of the public. As a whole, the public bus companies are still earning economic rent and this is 


supported by the fact that they are paying a franchise fee to the government.


There is not enough evidence or reasoning to support the view that the monopoly power of the 

bus companies is increasing. Whether the take-over would increase the competitiveness or not 


depends on the consumer choice of substitutes in the various means of transport.


(ii)
The two views need not be opposing because as mentioned, some of these routes may be 



operating with a net loss (remote routes) or with a net gain (popular routes). The joint sales 


amount from these monopolizing routes may be a net gain or a net loss.

7.
(a)
Price discrimination explained.



It is not a practice of price discrimination provided that everybody knows about the pricing policy.


(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 



consumer surplus could be increased instead. 


It helps to lower the level of excess capacity rather than to extract consumer surplus in the first 
place.


Potential audience of afternoon shows is relatively inelastic in demand so that the use of different 
pricing strategies does not guarantee a higher revenue in return.

(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 morning shows is very elastic so that a lower price could raise the total 


revenue.


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




shopping arcades. 
8.
(a)
The firework show is basically a public good with non-rivalry and some degree of non-exclusion.



The show requires scarce resources (the police force; costs on the arrangement of traffic flow; 



public announcement etc.) to produce so that it is absolutely not a free good.


(b)
The prohibition of automobiles on these roads would of course lead to a welfare loss of some potential 

road users (drivers). However, the constraints involve a consideration of welfare gain from a 



controlled environment for the public enjoying the show. The welfare gain as a result, or the loss due 

to confused traffic condition without prohibition may even be greater than the potential gain of drivers 

without prohibition. It is a comparison of potential marginal benefit and marginal cost.


(c)
The right to organize the firework show could be auctioned out in a free market.



So long as the cost of auctioning is significantly low, this mean could be efficient. There is a gain in 


organizing the show even though the collection of money is costly. The successful firm may treat it as 

an advertising strategy or expense. In other words, the use of market mechanism may not be 



inefficient and direct government involvement is not necessarily efficient.
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Section B
(40 marks, 10 marks each)

1.
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.

2.
1st Statement: This is simply a movement along the investment function or the IS curve.

2nd Statement: Basically, there is a shift of the IS curve to the right. Interest rate will fall because:

(i)
Under full-employment, the rise in investment leads to an excess aggregate demand and/or inflation 
and if the nominal interest rate is 
stable in the very short run, the real interest rate falls; 
OR

(ii)
LM curve shifts to the right far more than the shift of IS curve, say due to expansionary monetary 
policy in response to the economic situation so that the equilibrium interest rate falls.
3. I do not agree with this statement. 


Inflation, to be more exact, decreases the purchasing power of money.


Inflation does not necessarily discourage people to save. Inflation affects their choice from saving only.


With anticipated inflation, people will transfer their monetary assets into (whatever forms of) real assets.


The behaviour of saving depends on the real rate of return / real interest rate. People, anticipating inflation, 
may save up their wealth by holding their purchasing power in other forms of assets (other than money).


They invest on other assets and such acts are also acts of saving (anything not consumed, is saved, by 
definition).


Only wealth in the form of monetary assets is eroded by the rising prices or inflation.

4.
(a)
Nominal money balances (money holdings) refers to the total number of money (cash or dollars) that a 

person actually holds at a specific time.



Real money balances (money holdings) refers to the total value of money a person actually holds in 


terms of goods. That is, it refers to the money a person holds in terms of the purchasing power.



For example, if a person holds $10 (M) facing with the only good - apple at a price of $2 / apple (P).



Nominal money balances = M = $10.

Real money balances = M / P = $10 / $2 = 5 apples.

(b) QTM: MV = P. y with V and y being constant at full-employment.

M / P = y / V = constant. 

The real balances are unchanged but the nominal balances could be varied, by means of monetary policies of the central bank.

Section C
(40 marks)

5.
(a)
During the first half of 2003, the economy experienced the SARS Incident with a deficit in the balance 

of trade or in the current account.



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

At the end of 2003, our economy rebounded with an influx of tourists from the Mainland. It would cause a favourable effect on the current account. The visible trade and invisible trade in our current account will record an inflow of capital.
The overall result will lead to a growth in our GDP (with the multiplier effect by a rise in X). 
(We have a trade surplus resulting in a real growth in total exports.)


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


transportation services). 


Exports ( ( GDP(( Employment & output ( ( Aggregate demand (


AD ( ( Investment & Employment ( ( Aggregate output or income ( ( Stimulating Consumption.

6.
(a)
The issue of bonds provides a source of government fund without raising taxes to support its 



expenditure. The budget deficit could be lowered, at least in the short term. In the long term, the 


amount of interest and repayment would enlarge the budget deficit if the government revenue at the 


maturity time of bonds has not yet increased with significant economic growth.



As for unemployment, it depends on whether the fund from bond issue is used on capital formation 


or increasing job opportunities or improving the efficiency of the labour market or not. There is no 


strong reason that government bond issued could directly lead to a higher level of employment.

(b) (i)
Bond is a debt and the burden of debt will emerge. The interest paid to the bondholders would 
cause a burden to the government as well as the public when the bonds are matured. The interest 
rate involved also directly affects the amount of debt burden as a result.




If the interest payment is supported by raising tax revenue, it is a transfer of wealth from the 



taxpayers to the bondholders. The taxpayers of the future generation will bear the burden.




In general, if the money supply is constant, the issue of bonds will raise the market interest rate 



and discourages investment. In economics, this is the so-called crowding-out effect.

(ii)
It depends on the nature of the bondholders. If local parties, no matter the public or private firms, hold the bonds, the money supply is not affected. (Local commercial banks holding bonds would affect their ability to create deposits and would lower the ability to carry out credit creation.)


If foreign investors bought the bonds, there is money inflow into HK and the level of money supply will be raised. 
7.
(a)
(i)
A balance of payment surplus of China would mean that the present (managed) RMB exchange 

rate is higher than the market equilibrium rate in the US$ exchange rate market, i.e. the US$ 

is on the X axis with the price of US$ in terms of RMB in the Y axis. 




If the new rate is still higher than the equilibrium rate, the surplus could only be smaller and 


could not be eliminated.




If the new rate is lower than the equilibrium rate, the surplus is eliminated but a deficit in the 



B/P may be resulted.


(ii)
The central bank may continue adopting its managed policy by selling or buying US$ to keep the 


managed exchange rate closed to its desired level.




The central bank could also issue bonds to regulate the amount of foreign exchange in the 



market.

(b) Hong Kong has the linked exchange rate system with HK$ linking to US$ at HK$7.8 = US$1. 



If RMB appreciates against 
the US$ through the linked exchange rate mechanism, it will also 



appreciate against the HK$.


In other words, HK$ will depreciate with the same rate of change (depreciation here) as a result.

*

*

*《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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