Suggested Answers:

Section A
(40 marks)
1.
(a)
Opportunity cost is the highest-valued option forgone.


(2)


(b)
Using the car bought, Mr Leung has to forgone the option



of selling the car at the market value.





(1)



So the opportunity cost of using the car bought is HK$50,000.
(1)

2.
A fall in the costs of producing DVD will lead to an increase in


supply.













(1)


The supply curve shifts to the right from S0 to S1.




(1)


Since pirated DVD and original DVD are substitutes.



(1)


An increase in demand for pirated DVD will lead to a decrease in 

demand for the original DVD.








(1)

The demand curve for original DVD shifts to the left, from D0 to D1.
(1)

The magnitude of the rightward shift of the supply curve is smaller

than the magnitude of the leftward shift of the demand curve,

(1)

so the price decreases from P0 to P1.
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(2)
3.
Firstly, there exists competition in the transport market.



(1)


The MTR uses advertisement to compete for passengers with other


substitutes such as taxi and bus services.






(1)


Secondly, the MTR uses advertisement to improve image.


(1)


This will raise the market demand for MTR.





(1)

4.
(a)
It is horizontal integration.








(1)



It occurs when firms producing the same product or engaging



in the same stage of production combine to form a single firm



under the same management.







(1)


(b)
By combining the two firms, the new firm would be able to



enjoy greater economies of scale.






(2)



The new firm would have a greater power in affecting the



market.












(2)



It would also be able to utilize the resources of the other firm.
(2)



5.
The renting of office and other production equipment is a fixed 


cost.















(1)


The cost is independent of the level of output.





(1)


The printing cost / paper cost / electricity is a variable cost.


(1)


The cost rises or falls with the level of output.





(1)

6.
(a)
No.













(1)



It is only a form of wealth transfer.  The transaction does not



involove any production and this does not lead to any increase



in output.












(1)


(b)
Yes.













(1)



It is a kind of tertiary production that provides services.  The



total output increases.









(1)


(c)
No.













(1)



It is no part of current production.  It has been included in the



calculation of the past GNP.







(1)

7.
No.















(1)


It is because the Octopus is not widely accepted as a medium of


exchange.












(2)


It cannot be exchanged for any goods and services directly.


(1)

8.
(a)
The principle of convenience.







(1)



The method of payment should be convenient for both the

 

taxpayers and the government.







(2)


(b)
The principle of certainty.








(1)



There should be no doubt about the rules and amount of



tax payment











(2)

Section B
(50 marks)
9.
(a)
There is a decrease in demand.







(1)



The demand curve shifts to the left, from D0 to D1.



(1)



There is a decrease in supply.







(1)



The supply curve shifts to the left, from S0 to S1.



(1)



The extent of the leftward shift of the demand curve is larger



than that of the supply curve.







(1)



The price decreases from P0 to P1.






(1)
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(2)


(b)
The demand for new housing units is elastic.




(1)



The price falls from P0 to P1.







(1)



The quantity demanded increases from Qd0 to Qd1.


(1)



The percentage decrease in price is smaller than the



percentage increase in quantity demanded.              

(1)



Area P0E0XP1 represents a decrease in total revenue.


(1)



Area XE1Qd1Qd0 represents an increase in total revenue.

(1)



Area XE1Qd1Qd0 is greater than area P0E0XP1, so the total



revenue increases.









(1)
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(2)


(c)
(i)
The shuttle bus service is an economic good.


(1)





More is preferred to less.







(1)



(ii)
Yes.












(1)





It is a kind of service provided.






(1)





It leads to an increase in total output.




(1)


(d)
New housing units and second-hand housing units are



substitutes.











(1)



A decrease in price for the new housing units will reduce the



demand for second-hand housing units.





(1)



The demand curve shifts to the left, from D0 to D1.



(1)



The equilibrium price decreases, from P0 to P1.



(1)



The equilibrium quantity decreases from Qd0 to Qd1.


(1)
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(2)

10.
(a)
(i)
The opportunity cost of producing one unit of nervous gas or protective mask for Iraq and the USA are as follows:




Let N = Nervous gas





  P = Protective mask





For the production of nervous gas:






Iraq:

2N = 5P









1N = 2½P






USA:

1N = 4P







 (3)




Iraq can produce nervous gas at a lower opportunity cost 




than the USA and therefore it has a comparative 




advantage in producing nervous gas.





 (2)




According to the law of comparative advantage, Iraq can 




gain from trade when it specializes in the production of and




exports nervous gas.








 (1)



(ii)
The terms of trade is:






3P = 1N










 (1)




The gain of Iraq from one unit of export:





Before trade:






IN = 2½P





After trade:






1N = 3P





Gains:






3P - 2½P = ½P








 (3)




The gain of the USA from one unit of export:





Before trade:






1P = 1/4N





After trade:






1P = 1/3N





Gains:






1/3N – 1/4N = 1/12N







 (3)


(b)
(i)
The supply curve of newly-imported China made nervous




gas becomes vertical, from S0 to S1.





 (1)




The equilibrium price rises, from P0 to P1,




 (1)




and the equilibrium quantity falls, from Qd0 to Qd1.


 (1)
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 (2)



(ii)
The locally produced nervous gas is substitutes for the




newly-imported nervous gas.






 (1)




The demand for locally-produced nervous gas rises, 




D0 to D1.











 (1)




The equilibrium price rises, from P0 to P1,




 (1)




And the equilibrium quantity rises, from Qd0 to Qq1.


 (1)
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 (2)


(c)
The change in the total import value is uncertain, dependent on



import demand elasticity.









 (1)



This has an uncertain effect on the GNP.





 (1)



The total production value of locally-produced nervous gas rises



and this will raises the GNP.








 (1)



The combined effect on the GNP is mixed.





 (1)

11.
(a)
(i)
The required cash reserve ratio
= cash / deposits


 (1)












= $160 / $800












= 0.2




 (1)



(ii)
Excess reserves of Bank A
= actual reserves – required











  reserves




 (1)











= $100 -$200 x 0.2











= $100 - $40











= $ 60





 (1)



(iii)
Increase in deposits
= excess reserves x banking










  multiplier





 (1)




Banking multiplier

= 1 / reserve ratio




 (1)










= 1 / 0.2










= 5







 (1)




Increase in deposits
= $60 x 5










= $300






 (1)



(iv)
Firstly, there is no cash leakage.





  
 (2)




Secondly, people are willing to borrow.




 (2)


(b)
(i)
M1 will remains unchanged.







 (1)




As an increase in currency held by non-bank public will be




offset by a decrease in current account deposits.


 (1)



(ii)
Bank A is falling short of

= $20 -$20 x 0.2











= $20 - $4












= $16





 (3)




Bank A can recall loans from customers




 (1)




Or sell assets.









  
 (1)


(c)
(i)
Decrease in real GDP growth rate,





 (1)




decrease in price level, and







 (1)




increase in unemployment rate.






 (1)



(ii)
The government can increase her expenditure,



 (1)




refund tax payments to taxpayers to stimulate consumption,
 (1)




reduce interest rate to stimulate investment.



 (1)
