ECONOMICS PAPER 3 JUNE 2006

1. (a). Explain the characteristics of a free market @onomy

Detailed explanation of the following charactedstof the free market economy: private
individual own the means of production; Freedonemterprise and choice exist. Self interest;
competition among buyers and sellers is a contigpithechanism; market forces and price
mechanism:

a) a system of economic organization in which irdimal persons, singly or in groups, privately
own the factors of production and possesses thé taguse and dispose those economic resoufces
generally in whatever matter they choose
b) Economic activities will be conducted by managafrfirms instead of entrepreneurs freedom of
enterprise

¢) Requirements :
i) Competition ii) Unlimited use of Wants ; iii) Meeconomic institutions have significant bearipg
in capitalism in its development ; iv) There shobElsome economic institutions in free markef
economy - private property - freedom of enterpasd choice ; v) Private Property - right of
individual to control property and the right to epjthe economic rewards that result - government
protects owners claims - functions: (1) does nfarr® only tangible things (intellectual rights),
(2) encourage accumulation of private propertycoemages the private savings of private and
corporate income (3) inheritance - generationaisier of wealth - separate from but attached tp
private property - not based on merit

d) Economic Institutions

e) Conditions of Capitalism (perfect competition)

f) political power parallels concentration of ecamio power

g) competitive system achieves equilibrium priced quantities in every market by Pareto?

(b) Free market are often viewed as efficient in &cating scarce resources

Why then and with what implications on efficiency,are governments often intervening in
economic activities?

Discussion should be bases on role of governmethieimarket economy such as production and
distribution of public & merit goods; regulation control of externalities as way of insuring
efficiency in production and consumption
Market EconomyEfficient system making use of the price mechaniBnce changes signals
surpluses and shortages; Shortages can cause MWprdfds; Gluts incur losses; Reallocation of]
resource takes place with firms entering profit-mgkmarkets and exit loss-making markets
Economic efficiency is attained
- Productive efficiency achieved when goods are preduat lowest achievable cost (Any
point on the PPC)
- Allocative efficiency achieved when no one can lslebetter off without someone being
worse off (requires perfect competition and abseri@xternalities)
- Socially efficient allocation when Social Margirénefit = Social Marginal Cost, welfar
maximised
Market Failure in Market Economf@ccurs when free markets, operating without anyegawent
intervention, fail to deliver a socially efficieatlocation of resources to produce goods and
services
Sources:
1. Externalities (Either negative or positive)

D
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2. Underproduction of Merit Goods (Goods/servited have been deemed socially desirable and
under-consumed through the political process, lisbatause of external benefits)
3. Overproduction of Demerit Goods (Goods/servibes have been deemed socially undesiralp
and over-consumed through the political processallysbecause of external costs)

4. Failure to provide Public Goods (Total Marketl &)

5. Imperfect competition

6. Imperfect Information

7. Immobility of Factors of Production

Correction of Market Failure

Public provision: Public goods; May be extendedhtrit goods (e.g. education, vaccination)
Market Solutions

. Taxes

. Marketable permits

. Subsidies

. Identifying Property Rights

. Regulation

. Total Ban

. Nationalisation

e

~NOoO o~ WNBE

2. The manager of a firm selling chocolate and cigattereads of a government tax review raising
indirect taxes across the board. He approaches yaeeking advice on the tax implications
on the business. With ‘sales’ and ‘tax incidencehi mind, advise the manager on the impact
of the tax review on his business.

Discussion should be based on the elasticity impba of the indirect tax on the two goods {
chocolate as a luxury and cigarette as an addigtheels} candidates required to explain the
definitions of indirect taxes (sales tax) and tasidence(division of the tax between producers
and consumers) on the firm. Demand for chocolagtaistic; the business is likely to bear the
burden of the tax while the demand for cigaretaselastic and consumers will likely bear the
burden.

The firm’s view of the tax is that it adds to thestof production by raising the equilibrium price
and reducing quantity demanded of the good.

An evaluated discussion should covered the effadiise tax on revenue and costs of the firms

3. (a) Faced with rising costs, when should a firm cke down (i) in the short run (ii) in the long
run?
Explanation of the effects of rising cost and thatdown positions including the definitions of
the short-run and long-run. Diagrammatic illustvatof the shut-down must be clearly shown for
both short run( where price is equal to averagabbe costs) and long run (where price
=average total costs)
When a firm is making a loss, it will have to dexidhether to continue production or not. This
decision will, in fact, depend on the differentatiotosts levels and whether the firm is operating
in the short run or in the long-run. If the firmimsthe short run, and is making a loss whereby;
s -Total Costs (TC) is greater than Total Revenue)(TR
+« And Total Revenue is greater or equal to Total &aeg Cost (TVC),
It is advisable for the firm to continue productidint fails to achieve these conditions, it is
advised to close down so that the only costs the Will have to pay will be the Fixed Costs
(FC). Even if the firm stops producing, it will hato continue to meet the level of Fixed Costs
(FC). Since whether the firm produces or not, it nave to pay fixed costs, it is better for it to
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continue production in an attempt to decrease tatsil and increase total revenue, thus making

profit. This can be done by;

» Increasing Productivity:- The most obvious methods involve automation and
computerization which minimize the tasks that nhesperformed by employees. All else
constant, it benefits a business to improve pradiytwhich over time lowers cost and
(hopefully) improves ability to compete and makefir

» Adopting new methods of production likejust in time or lean manufacturing:- In an
attempt to reduce costs and wastages.

In the long run, the condition to continue prodgciequires the price (P) to be higher than

Average Cost (AC) i.e. the line representing magkete should be above the minimum point of

Average Cost (AC) curve. If price (P) is equal teefage Cost (AC), the firm is indifferent

between shutting down and continuing to producés Tase is different from the short run shut

down case because in the long run, there is nceloamdixed cost (everything is variable).

(b) Discuss the benefit to society of a large firm.
Discussion should focus on the benefit of largdéesoperation in market structures such as
oligopoly, duopoly or monopoly. These may include:
= Economies of scale
=  Employment
= Lower costs
4. Schweppes (Central Africa) and Coca Cola enteredio agreement whereby Schweppes
(Central Africa) stopped production of carbonated ®ft drinks ceded this to Coca Cola,
while the later ceded to Schweppes (Central Africahe right to produce fruit juice. This
was to remove wasteful competition.
(a) Explain the feature of the market structure inthe case above
Explanation of the features of an oligopolisticdoiopolistic market structure for the above case.
These may include:
Interdependence
Indeterminateness of the demand curve
Conflicting attitude of firms
Elements of monopoly and competition price rigidity
Aggressive or defensive marketing methods
Small number of large firms
Existence of kinked demand curve
Lack of uniformity and constant struggle

VVVVVVVYVY

(b) Discuss the actual advantages and disadvantagessociety arising from an agreement
between Schweppes (Central Africa) and Coca Cola the case above.
Discussion should focus on the real advantagesisadvantages to society of such collusion or
cooperation as shown by the two firms. These melyde for advantages:
> Oligopoly develops the innovations that advancdekel of technology, promote
economic growth, and leads to higher standardsiofl
» The firms are able to take advantage of econonifissade that reduce production costs
and prices
Disadvantages:
= |nefficiency in resource allocation
= Concentration of wealth and income
Evaluation should clearly show the merit and detsef price collusion to society
Collusive Oligopoly
« Firms agree to act together to restrict competition
o price
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o location allocation
- Price is likely to be higher than the market clegmprice meaning output/sales are
likely to be lower than they might otherwise be
- May not maximise profits, in order to create a ms@eure environment
+ Most efficient firms will be tempted to break rarkg cutting prices, leading to
increased market share
Inherently unstable
lllegal

5. (a) How does the economic theory explain differees in wages within and across occupations?

Explanation should focus on how economic theonysesd to determine wage rates. The MRP
theory and the classical theory of supply and dehstnould be used to explain the difference in
wages within and cross occupations.

The MRP theory states that, under conditions diegecompetition, every worker of the same
skill and efficiency in a given category will regeia wage equal to the value of the marginal
product of that type of labour (ceteris paribus: dMPabour in the industry is the amount by
which the output would be increased if a unit didar was increase). Marginal cost of labour is
equal to the wage rate.

Supply and demand theory states that the wagessrdétermined interaction of demand and
supply of labour at equilibrium.

(b) Discuss how useful economic theory explainingage differentials in your country

Discussion should focus on how economic theorgeful in explaining wage differential applied to
Zimbabwe. Focus could be on the underlining prilegmn which wages are determined such as:

>
>
>
>
>

Difference in efficiency

Existence of non-competing groups
Difficulty of learning the trade
Collective bargaining

Future prospects

As compared to the basic economic theories or extenhich economic theory is relevant in the
Zimbabwe’s wage determination.

Evaluation may include the mention of types of negskgovernment legislation and institutional
factors of critique based on assumptions

6. (a) How is the level of economic activity measured?

Explanation of the three methods or ways of meaguhe economic activity.

These are:

Expenditure Approach: Thiepproach looks at the final uses of the outpupfarate consumption,
government consumption, capital formation and héanports & exports. According this approach, GDP
is the sum of following four major components: GBE+I1+G+(X-M)

« Personal consumption expenditure on goods andcestvi
» Gross private domestic investment,

- Government expenditure on goods and services, and
« Net export to the rest of the world.

Income approachAdd up theflow of incomeeceived in the same year by everybody involved
in the production of these goods and services.
Income approach
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« Determining GDP by adding up all the componentsicdme that arises from the production of
that output.
o Compensation of employees + rents + interests pr@gtors' income + corporate profits
+ taxes on production and imports would equal thédwal Income.

+« The output approactAdding-up of all of the contributions to domestiatput made by each
producing unit in the country (after allowing fdosk depreciation). => Sum up the ‘value
added’ by each industry producing a good or senvicir economy.

(b) How useful are the measures of gross domestiogoluct and gross national product in
indicating living standards in a country?
Discussion should be based use of GDP and GNPresmaurement of standards of living. These
include GNP per capita which indicate the overahdard of living of a countries; to measure
economic growth; to calculate rate direction in evhnational income is growing; indicate
distribution of factor incomes among wage earnats@operty owners; assist in formulating
domestic policies and assist international econguanning.
Analysis should include limitation of GDP and GNP
Nonmarket transactions:

- Some productive activities don't take place inrtfegket, and as the GDP only measures the
market valueof output, these activities don't show up in tHeRG

- Thus, GDP understates a nation's total output
Leisure: GDP only takes the market value of outthérefore, LEISURE (paid vacation,
holidays, leave time), which shows increase of Abelhg, satisfaction, and 'psychic income' is
excluded in the GDP.
Improved product quality: GDP is a quantitative swea, and thus does not capture the value of
improvements in product quality
The Underground Economy ("black market"): Embedadeitie economy is a flourishing and
productive underground sector

o Include gamblers, smugglers, drug dealers, etc.
o However most participants engage in perfectly legaivities, but choose illegally not to
report their full incomes and therefore is not dednn the GDP

Understates GDP: GDP and the environment

« The growth of GDP is inevitably accompanied by &rdomestic by-products” (i.e. dirty air,
polluted water, toxic waste, congestion, and noise)

- the social cost of the negative by-products readuzesconomic well-being.

7. (a) Explain how a significant investment by a firmleads to a rise in national income
Investment
The influences include:

- Changes in real disposable incontfereal disposable income is increasing, demand for
consumer goods and services is also likely tosirgi This may encourage firms to expand their
capacity.

- ExpectationsFirms are much more likely to invest if they fefitonistic about the future.
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- Capacity utilizationthe extent to which firms are using their capgiabds) Firms are more
likely to infest if they are currently operatingfatl capacity.

- Current profit levelsHigh profit levels can encourage investment in imays. They provide
the finance to invest, and they are likely to citmie to firms™ optimism about the future.

- Corporation tax(a tax on firms™ profits). Cuts in tax increase phefit and might increase
investment, since more money is left to spend.

- The rate of interest rise in the rate of interest would be likely sduce investment for four
main reasons. First, it will increase the oppottunost of investment because the return at the
bank is getting higher. Second, higher interedtmdke it more expensive to borrow. Third, as
well as affecting the cost of investment it wilbalaffect the expected return on the investment.
Finally, it reduces the demand for shares. Thisneduce their price level and so decrease the
funds that firms can raise for investment.

- Advance in technologiNew technology may cause lowanit cost, which is the average cost
per unit of output.

- Price of capital equipmenA reduction in the price of capital equipment méspancrease
investment. It will become affordable for more fgro buy new machinery.

(b) Discuss the economic factors determining invesient in Zimbabwe.
Discussion should focus on the factors influencing investment applied to Zimbabwe

1. Marginal Efficiency of Capital (MEC) or expectedeaf profit: MEC or expected rate of profit
the most important factor affecting private invest If the business expectations are good or
if the MEC is high, more investment will be maden the contrary, if there is an economic
depression in the country or there are bleak paisp# profits, investment will be discouraged.
Thus, the fluctuations in investment are mainlysealiby the fluctuations in the MEC.

2. Rate of interestThe second important factor affecting investmemtite of interest. The rate of
interest does not quickly change; it is more os k&scky or constant. Hence, the inducement to
invest, by and large, depends on the MEC. Foitalda investment condition, the rate of return
or profit must at least equal to rate of intereSt long as the expected rate of return exceeds the
rate of interest, investment will continue to bedeaa In other words, the MEC must never fall
below the current rate of interest, if investmentol be worthwhile.

3. Excess capacityThere are some other factors that affect investmErcess capacity is one of
them. If a firm has already ‘excess capacity’ aad easily handle increased future demand, it
will not go in for further investment in capitall@gment.

4. Technological progresstechnological progress also affects current lev@vestment. For
instance, a new invention may render the presgntatatock of a firm obsolete and adversely
affect its ability to compete. In this case, fertinvestment will be called for.

5. Political and security conditionsEhis factor has become one of the major imporfaetbrs that
affect the investment, esp. with reference to wudseloped countries including Zimbabwe.
Political instability, poor security arrangementslaociety’s negative attitude towards
investment companies can badly damage the inves@neirtonment, and the country can be
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suffered from poverty and unemployment due to lafakvestment. Countries like Kenya,
Zimbabwe, Sudan, etc. are the worst victims.

8. (a) Show how Comparative Advantage Theory justifiesrade between countries [10]
Detailed explanation of how comparative advanthgerny determines trade between countries
with illustrative examples with PPC diagrams
Nations engage in trade for the same reason ttatidoals engage in trade—they can both
gain from it (e.g., lower prices, more goods anmises, more consumer choices, greater
competition). A country has a comparative advantagegoducing a good if the opportunity cost
of producing the good (in terms of other good®iild produce) is less than another country’s.
This latter concept is the basis for internatidradle, or the exchange of goods and services
between countries. If each country specializesdentrates its efforts) in the production and
export of those goods and services in which itdhesmparative advantage and imports from
other countries those goods and services in whidbdas not have a comparative advantage,
more can be produced with the world’s scarce ressuand all countries can benefit from this
increased production.

(b) Should your country purse trade on the basis o€omparative Advantage Theory.
Discussion should be centered on comparative adgantheory as basis of trade in Zimbabwe.
Candidates are expected take position and may lisel@e advantage to justify trade in their
country.
Critics of free trade argue that wealthier cousttake advantage of low labor costs or low
environmental standards in developing countriesraackly exploit workers and degrade the
environment. Further, specialization, which leaxlgreater dependence on trade, may leave
some countries vulnerable to natural Limitations:

> Due to the law of increasing opportunity cost, ardoy will lose her CA with increasing
specialisation, making complete specialisationpusisible in the real world

> Difficult to realise the benefits of specialisatiand trade due to factor immobility

> International transport costs can be very high,intak cheaper to produce in the home country
than import

» Countries might produce goods without CA due tdgmtonism

> Sufficient differentiation of similar goods may neathe products competitive worldwide
disasters or swings in world prices.

9. Assess the benefits of growth to a developing couptsuch as Zimbabwe
Assessment of benefits and costs of economic gepptted to developing countries e.g.
Zimbabwe
The Benefits of economic growth include:
Higher Incomes This enables consumers to enjoy more goodsemetes
Lower unemploymenWith higher output firms tend to employ more waskereating more
employment.
Lower Government borrowingzconomic growth creates higher tax revenues lagict tis less
need to spend money on benefits such as unempldyaesfit.
Improved public servicedVith increased tax revenues the govt can spené mmothe NHS and
education
Money can be spent on protecting the environment
Costs of economic growth:
1. Inflation: If AD increases faster than AS then economic gowill be unsustainable.
The output gap will narrow causing inflation toiease.
2.Boom and Bust Economic CycléisEconomic growth is unsustainable then high
inflationary growth may be followed by a recession.
3. Balance Of Payments Deficlhcreased Economic growth causes an increase in
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spending on imports therefore causing a deficit

4. Increased economic growth will lead to increasefphut and therefore increased
pollution and congestion. This will cause healtblgpems such as asthma and therefore
will reduce the quality of life

5. Higher rates of economic growth have often tesuhcreased inequality, however this
depends upon things such as tax rates and theer@taconomic growth

10. The Earth summit brought more consciousness on thenvironmental impacts of production
activities in the world. (a) How do economists dealith the negative environmental impact
of production?

The question require a cost — benefit analysisagur to assessment of economic activities and
this includes assessment of social and privates @jgiroduction; shadow pricing;
The most common external costs arising from pradodire:

noise.

pollution of atmosphere, rivers etc..

danger to workers and public.

congestion.

The most common external costs arising from conpdion are:

pollution from motor vehicles.

litter.

noise pollution.

externalities from smoking and drinkingaddol.
External benefits from production and consumptienaiten grouped together; the following are
the most commonly used examples:
. industrial training by firms.

education which leads to an increase mdwucapital.

healthcare.

knowledge.

employment created.

arts and sports.

neighbourhood watch schemes.

(b) Should industries that pollute the environmentlose down in the interest of a clean
environment?

The discussion should centre on the candidatei@mn of cost-benefit analysis on production
(Cost-benefit analysis (CBA) is a framework for kenaing the social costs and benefits of an
investment project. This involves identifying, rsaeng and comparing the private costs and
negative externalities of a scheme with its privagaefits and positive externalities, using
money as a measure of value.)

Candidates should assess whether there is a nefittmmet cost to allowing them to produce
i.e. MSB>MSC.

Evaluation could be on assessment of costs anditseime difficulties in implementing costs-
benefit analysis

11.The Keynesian approach to unemployment is higher galic spending.

(a) How would higher public spending reduce unemplment?
Explanation should be based how fiscal policy mayged to address unemployment:
Tackling unemployment

o Better information about job availability

o Subsidise employment in specific regions or indestr
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Increase government spending

Cut taxation

Retraining schemes: national, regional and induspecific

Intervene in trade by using quotas and tariffs

Use the exchange rate to boost demand for homespeddoroducts and services
Incentivise employment by removing low-paid frongame tax liability

O O O 0O O o

(b) Discuss the possible solutions to the unemploymt in your country?
Measures to deal with unemployment
Employment policy:

Stimulate spending in the economy - increase p&ogending power by cutting taxes,
reducing interest rates

increase labour mobility both in sense of changirajession and geographical — free flow of
labour and capital in SADC

The Training Agency’s main aims are concerned Wélping the school-leaver and the long-
term unemployed by providing training, assisting duucation system to become more
responsive to the needs of the labour market, apdasting the self-employed and their
small firms.

Training policies:

youth training

training for work

the enterprise allowance scheme

Training policies are basically geared towards owering mismatch problems between
unemployed labour and job vacancies. The aim isdace skill shortages and make labour
more mobile.

12.Inflation has often been branded “public enemy numier one”.
(a) Why is inflation viewed as a public enemy?
Explanation of the costs of inflation:

> redistribution of income between different sectfrthe economy, including between the
poor and the wealthy who are able to protect therasagainst the harmful effects of
inflation

discourages savings particularly if real interesés are low or even negative
misallocates resources away from productive asseitsvestors direct their finances
towards speculative, non-productive assets

affects fixed income earners because their reahmecor purchasing power falls as
inflation rises and their nominal income staysshme

encourages borrowing because future loan repaymgihtse in inflated currency
reduces international competitiveness, particuldutlye domestic inflation rate is higher
than inflation rates overseas. This, in turn, caadse balance of payments problems
creates investment uncertainty and so businessamékely to commit themselves to
capital projects.

VV ¥V VY
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(b) Discuss how authorities could reduce inflatiomn your country.

Discussion should focus the use of monetary amdlfigolicies to curb inflation applied Zimbabwe:
Monetary authorities aim at reducing and absorkexaess supply of money in an economy. The
following are some of the anti-inflationary monegtaneasures: -

1. The volume of legal tender money may be rededber by withdrawing a part of the notes

already issued or by avoiding large-scale issustds.

2. Restrictions on bank credits.

4. Increasing bank rate and other interest rates.

5. Sale of Govt., securities in the open marketdmytral bank.
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6. Raising the legal reserve requirements
7. Prescribing a higher margin that bank and dénalers must maintain for the loans granted by
them against stocks and shares.
8. Regulation of consumer’s credit.
9. Rationing of credit etc.
The following are some of the important anti-infbaiary fiscal measures: -
1. Reduction in the volume of public expenditure.
2. Rise in the levels of taxes, introduction of newes and bringing more people under the
coverage of taxes.
3. More internal borrowings by public authorities.
4. Tariffs should be reduced to increase importstans allow a part of the increased domestic
money income to ‘leak-out’.
5. Inducing wage earners to buy voluntarily Gavbnds and securities etc.
Thus, Fiscal measures succeed to a greater egteantain inflation in its own way.

Cost-push (wage-push and profit-push) inflation:
« Government can clamp down on the power of tradenshand/or firms with monopolistic power
« Evaluation:
o Trade unions can be very powerful, making it difftdor the government to be
triangulated with the management and the tradensnio
o Trade union power threatened by outsourcing inmegears
o Not feasible to restrain monopolistic multinatiosaempanies which are engines of
growth to the economy
- Encourage increases in productivity through theaneihg of labour / investment grants / tax
incentives
« Evaluation:
o Ensures productivity keeps up with rising wages
o Difficult to retrain older workers who lack basitekacy and skills and usually have
strong inertia to changes and learning
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ECONOMICS PAPER 3 JUNE 2007

1. (a) Explain what is meant by basic economic probleraf scarcity

Detailed explanation of the economic problem ofata(the situation where the limited
resources available are unable to satisfy the utelddhuman wants). Scarcity leads to choice (3
fundamental choices to make:
What and How Much to produce: Type and amountgcation of scarce resources; How to
produce: Method of production varies accordingibto and resources. Aim to choose most
efficient method of production, use resource téetl For Whom to produce: Give to those who
want products most) and opportunity cost(The cbanhg activity measured in terms of the next
best alternative foregone).
The PPF diagram is used to illustrate

1. Scarcity: Points outside PPC unattainable

2. Choice: Only one point can be chosen

3. Opportunity Cost: Downward sloping nature

4. (Productive) Efficiency: Points on the PPC

(b) Discuss whether the basic economic problem igst solved in the free market economy
Discussion should be based on how the free madcgtogny answers the basic economic questions
compared to other economic systems such as mixatsety and planned economy

What to produce?

Theconsumption decisionis made in the markets for goods and serviceplPapend their money
on the goods they want most, thus registering vé&tepular goods attract more votes, sell quickly
and rise in price. Unpopular goods attract few sptemain unsold and fall in price. Producers
respond to these price changes in order to makesrohey expand the output of popular goods
and cut back output of unpopular goods, thus dlilegaesources in a way consistent with what
consumers want.

How to produce?

Producers in competition with each other makepitoeluction decision They will produce goods

as efficiently as possible to keep their costs maidmum. This allows them to keep prices low to
compete with other firms, and to make maximum psadn the goods they sell.

Who to

Thedistribution decision is made in the markets for factors of producti®eople own various
factors and they sell the services of these fattopsoducers. The price that they receive for the
factors will be their income, which in turn detemas how many goods and services they can afford
to buy, and hence their share of the economy’sututp

2. (a) Explain the factors that influence the price asticity of demand.
Explanation of the price elasticity of demand:
The maindeterminants/factors which determine the degree of price elasticitguybply are as
follows:

() Time period. Time is the most significant factor which affettie elasticity of supply. If the
price of a commodity rises and the producers haoeigh time to make adjustment in the level
of output, the elasticity of supply will be moreasiic. If the time period is short and the supply
cannot be expanded after a price increase, thdysisplatively inelastic.

(i1) Ability to store output. The goods which can be safety stored have relatalastic supply
over the goods which are perishable and do not kvrage facilities.
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(iif) Factor mobility. If the factorsof production can be easily moved from one usentiteer, it
will affect elasticity of supply. The higher the hility of factors, the greater is the elasticity of
supply of the good and vice versa.

(iv) Changes in marginal cost of productionlf with the expansion of output, marginal cost
increases and marginal return declines, the ptastieity of supply will be less elastic to that
extent.

(v) Excess supplyWhen there is excess capacity and the produceincegase output easily to
take advantage of the rising prices, the suppiyase elastic. In case the production is already
up to the maximum from the existing resourcesyiiag prices will not affect supply in the
short period. The supply will be more inelastic.

(vi) Availability of infrastructure facilities. If infrastructure facilities are available for
expanding output of a particular good in respoodhe rise in prices, the elasticity of supply
will be relatively more elastic.

(vii) Agricultural or industrial products. In agriculture, time is required to increase otiipu
response to rise in prices of goods. The suppbgotultural goods is fairly inelastic. As regards
the supply of manufactured consumer goods, itiisparatively easy to increase production in a
short period.

(b) Discuss whether the different elasticity of d@and concept could be useful to a tobacco
farmer.
Discussion of the importance of elasticity conceguplied to a tobacco farmer:
Price elasticity of demand-production planningpiseh fixing the prices of different crops;
helps in fixing the rewards for farm inputs and esigand explains the paradox of poverty in the
midst of plenty.
Application of the income elasticity of demand cepichelps in the demand forecasting of the
farmer; helps in production planning and marketimglps in ensuring stability in production.
Application of cross elasticity of demand concéphps to study the impact of change in the
price of a commodity which possesses either suibssitor complementaries; helps in
formulating various alternative business stratetpggromote different items in the market
Evaluation must be based counterargument on theecomomic determinants affecting the
farmer such as draught, floods, politics etc

3. (a) Explain the difference between the economistand the accountant’s definition of profit.
Explanation of the difference between Accounting Rifit and Economic Profit—the
“profitability” of a firm depends upon which measuof profit we useaccounting profitor
economic profit.
1. ACCOUNTING PROFIT —the difference between total revenues and exmasts. That
is,
> Accounting profit = Total revenue — Total (expl)atbsts
> Accounting profit is what most people think of whitsey hear (or say) the word “profit.”
There is another measure of profit that has molgevia economic analysis
2. ECONOMIC PROFIT —the difference between total revenue arglicit and implicit
costs. That is, Economic profit = Total revenu&xqicit costs + Implicit costs)
o Economic profit is usually lower (and never highéman accounting profit (because
economic profit includes implicit costs).
o A firm that just covers its operating costs plisimplicit costs (often thought of as the
cost of capital/ownership) is makiragro economic profitln economics, a firm that is
making zero economic profit is said to be makM@RMAL PROFIT . Any profit
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greater than normal profit (i.e., if the firm is kiag positive economic profit) is
considered to be “excess” profit.

(b) Are profitable firms necessary efficient firms?

4. (a) Compare and contrast the features of perfect eopetition and monopolistic

competition.

Explanation of the difference in comparison betwperfect competition and monopolistic
competition

Perfect competition Monopolistic competition

-is a market situation where there are large | -is market structure in which a large number| of
number of buyers and sellers buying and firms produce and sell products that are
selling homogeneous products at a single | differentiated but close substitute

uniform price. There is competition among the firms

There is high degree of competition. producing close substitutes

There are no selling expenses such as Firms incur selling cost to promote sales
advertising because the product is The firm is a price maker and has a downward
homogeneous. sloping demand curve

The firm is taker thus the firm has perfectly | Imperfect knowledge

elastic demand curve Barrier to entry

Perfect knowledge
Freedom of entry and exist

(b) Discuss whether perfect competition is the mogifficient market structure.

Perfect competition is the idealized market striecthat achieves an efficient allocation of
resources. The conditions of perfect competitinoluding (1) large number of small firms, (2)
identical products sold by all firms, (3) freedofreatry into and exit out of the industry, and (4)
perfect knowledge of prices and technology, enthatperfect competition efficiently allocates
resources. This is in fact the purpose of perfentymetition: a market structure that illustrates
perfection, the best of all possible resource alion worlds. The real world falls short of this
perfection

Perfect competition is used as a yardstick to campath other market structures (such a monopoly
and oligopoly) because it displays high levelsadremic efficiency. In both the short and long run,
price is equal to marginal cost (P=MC) and therefatocative efficiency is achieved — the price tha
consumers are paying in the market reflects therfaost of resources used up in producing /
providing the good or service. Productive efficigimccurs when price is equal to average cost at its
minimum point. This is not achieved in the short rufirms can be operating at any point on their
short run average total cost curve, but productifieiency is attained in the long run because the
profit maximising output is achieved at a level whaverage (and marginal) revenue is tangential to
the average total cost curve. The long run of pedempetition, therefore, exhibits optimal levefs
static economic efficiency. There is of course haoform of economic efficiency?(= SRMC =

LRMC = SRAC = LRAC)

5. How far can economic theory explain differentialsm wages?
Discussion should focus how economic theory maywesge determination to explanation wage
differentials
MRP theory of labour and supply & demand theorywse to illustrate wage differentials.
Wage Differentials:
Wages everywhere tend to approximate to the mdrgmductivity of labour. But, the marginal
productivity of labour is different in different gloyments and grades. It varies with the degree
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of scarcity of each kind of labour in relation ketdemand for it. Following are the causes of
differences in wages in different employments, @ssfons and localities:

(a) Differences in efficiency:that is, differences in education, training, andditions under
which the work is performed.

(b) Existence of non-competing groupsThese groups arise because of the difficultidhen
way of mobility of labour from low-paid to high-ghemployments. These difficulties may be
due to geographical, social and economic reasons.

(c) Difficulty of learning a trade: The number of those who can master difficult teadesmall.
Their supply is less than demand for them, and thiages are higher.

(d) Differences in agreeableness or social esteeBisagreeable employments must pay higher
wages in order to attract labourers. If disagrezalurk are performed by unskilled workers,
who cannot do anything better, wages may be gonte é¢.g., sweepers.

(e) Future prospects:If an occupation provides opportunities for futpremotion, people will
accept a lower star in it, as against another catop offering higher initial rewards, but no
chances of promotions in the future.

(f) Hazardous and dangerous occupationggenerally offer higher emoluments.

(9) Regularity or irregularity of employment: alegerts a strong influence on the level of
wages.

(h) Collective Bargaining: The differences in gteength and militancy of trade unions also
account for differences in wages in different indes.

Evaluative comments include the recognition thatetare other factors (non-economic)

6. (a) With examples, explain market failure.
Explanation market failure with examples:
Market Failure in Market Economy occurs when fresrkats, operating without any
government intervention, fail to deliver a social§icient allocation of resources to produce
goods and services
Sources
1. Externalities (Either positive or negative)
2. Underproduction of Merit Goods (Goods/servides have been deemed socially desirable
and under-consumed through the political processally because of external benefits)
3. Overproduction of Demerit Goods (Goods/servibas have been deemed socially
undesirable and over-consumed through the polificatess, usually because of external costs)
4. Failure to provide Public Goods (Total Marketl &)
5. Imperfect competition
6. Imperfect Information
7. Immobility of Factors of Production

(b) Assess the effectiveness of policies used loygrnment to correct market failure.

Critical analysis of effectiveness of policies use@orrect market failure:

Correction of Market Failure

Public provision: Public goods; May be extendedrit goods (e.g. education, vaccination);

Question of Qty provided; Issue of determinatiopuwblic demand; Concern about balance in

provision of mix of merit and public goods

Market Solutions

1. Taxes: Shifts PMC upwards, Tax should = EMC gkxdlity internalised

- Advantages: Permits the markets to operate; Endiunes bear full social costs; Magnitude can
be adjusted in response to magnitude of problerap@ages firms to find alternatives to avoid
the tax (e.g. for pollution)

- Disadvantages: Unfeasible to use different taxsr@f®@o many factors to consider); Lack of
knowledge (Measuring external costs and apportghlame is extremely difficult); If taxes are
lower than benefits from production, firms will dorue producing (e.g. pollution tax lower than
clean-up cost)
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2. Marketable permits: Cap and trade system, iatesing externalities; Market-based system that
places economic value on reducing external costerDconst penalty for producing externalities,
Immediate economic incentive to reduce them

- Advantages: Establishing market for externalitgesffective means of controlling its production
through market forces and internalising extern#s ¢bigher permit price, greater incentive to
reduce externality production)

- Disadvantages: Permits cheaper than reducing editigrproduction would be ineffective;
Permits are not effective if externality dischargeith common property, difficult to prevent
those without permits from producing these extétieal Enforcement is difficult, no way of
knowing source of externality produced; Difficultydetermining number of permits to auction
off, difficult to withdraw/reduce number of permits

3. Subsidies: Shifts PMC downwards, should = EM&emality internalised

« Advantages: Permits the markets to operate; En$iunes pass benefits to consumers;
Magnitude can be adjusted in response to magnatigeoblem

- Disadvantages: Breeds inefficiency, reduces ingeritr firms to stay efficient by finding
lowest cost of production; Increase income ineduatiifficulty in accurately estimating subsidy
to impose due to difficulty to measure level of EMBtent of co-payment for merit goods is
debatable

4. Identifying Property Rights: Define who owns peaty, its uses, the rights others have to it, and

the transfer of such rights

« Advantages: Encourage R&D (intellectual properghts); Internalise externalities; Reduce
need for government to estimate positive/negatkterreality (Property owner should have better
knowledge of property than the government

- Disadvantages: Government my bear the cost of imamit infringement of property rights;
Costs of merit goods may increase due to patehnts;igassed on to consumers; Firms may
monopolise as a result of possessing intellectuedgrty rights; Difficulty applying IP rights
when externality arises from another country; Psead extending rights may be extremely
difficult, resulting in overproduction for a longpte; Difficult even for property owners to assess
value of those rights

5. Regulation: Production limits; Age limits; Regté monopoly power through marginal/average

pricing; Exclusive bus lanes; Bursary grants (tostoner rather than producer)

« Advantages: Simple and easy to understand and &larifiMay be possible to invoke
emergency action; Case-by-case approach may beRsedsion of information to overcome
market failure

- Disadvantages: Blunt weapons (single time effé@ggulators bear high investigation costs;
Provision of information leads to higher productowsts

6. Total Ban: Absolutely zero output

- Advantages: Easier to manage negative externaliieg) ban; Protects community (especially
in the case of harmful drugs)

- Disadvantages: Cost of monitoring entry of bannedipcts may be high; May work against
welfare of society (depends on relative size offavelloss)

7. Nationalisation: Public ownership; Output cofle® to take into account of social costs and

benefits

- May result in lack of incentive, abuse of monoppbyver, bureaucracy, political interference

7. (a) What is meant by terms commercialization and pwatization?
Explanation of commercialisation: Commercialisatt@m be defined as the re-organisation of
enterprises, wholly and partially owned by the Goweent, in which such commercialised
enterprises shall operate as profit-making commakventures without subvention from the
Government. A critical component of the commersgdion programme, the performance
contract is designed to govern the relationshipreen the government and the commercialised
enterprise. Under it, the Board and managemeriteoéhterprises will guarantee the attainment
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of certain levels of financial and operational pemiance in return for enhanced operational
autonomy.

Explanation of privatisatiorprivatisation means the transfer of government-aisteareholding
in designated enterprises to private shareholdemprising individuals and corporate bodies.
Privatisation is an umbrella term to describe aetgrof policies which encourage competition
and emphasize the role of market forces in plactattitory restrictions and monopoly powers.

(b) Discuss whether privatization leads to efficiecy of firms.
Discussion should focus advantages of privatisatiay lead efficiency of firms:
Advantages:

» Revenue for the government — reduces public-séctioowing requirement. Allows the
government to make tax cuts without reducing spendrevenue might come in from higher
corporate tax receipts from the privatized companie

Increased competition due to contestable marketpeofit motives which translates to
Benefits for consumers in the form of lower prioegjer choices and better qualities as X-
inefficiency is reduced

Increased efficiency and flexibility as private quamies are normally more successful in
raising capital, lowering prices and cutting outstea Little governmental interference allows
the company to respond to market forces, and makenercially sensible decisions and
investments

Wider share ownership increases accountabilitiie¢goublic

Cost-push inflation is reduced. Private firms a&sslwilling to accept inefficient working
practices. Wage raises have to be justified bydrigioductivity.

>
>

Disadvantages:

K/
£ %4

X/
A X4

Long term revenue loss — future profits from indigstare lost by the state

Natural monopolies are best left to the public @eat duplication of services is unnecessary —
wasteful and inefficient and not in the best inséseof consumers

Competition may not increase replacing a publidegamonopoly with a private-sector one does
not increase competition as firms are still abladblike monopolists

Market forces may not ensure greater efficiencike-tbefore, remaining as private-sector
monopolies are likely to earn supernormal profitsreif they are inefficient. Large firm size
also prevents firms from being taken over

Private-sector firms may not act in public inter@sthey do not take into account negative
externalities (like resultant unemployment) andwarikely to base their output and pricing on
social justice and equity

Evaluation should whether the privation may leadftaiency of firm

8.

(a)Explain the differences between gross nationalrpduct at factor cost and net domestic
product at market prices.

Explanation of the difference between GNP at factmt and NNP at market prices

GNP is the basic national income accounting
measure of the total output or aggregate sup
of goods and services. It has been defined &
the total value of all final goods and services

Net national product (NNP) or national incor

glepreciation from GNP. NNP is a sounder
measure of a nation’s output than GNP, but

phy market price can be obtained by deducting

ne

produced in a country during a year. most of the economists work with GNP. This
. ' . is S0 because depreciation is not easier to
GNP is a ‘flow’ variable, which measures the estimate. Whereas, the gross investment can

guantity of final goods and services produce

lbe estimated fairly-accurately.

during a year.
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Market Price: The value of the output at the | NNP equals the total final output produced
shop level/ the prices purchases have to pay fwithin a nation during a year, where output
the goods & services sold on the organised | includes net investment or gross investment
market less depreciation. Therefore, NNP is equals

to:
Factor Cost: What the factors of production

received for the goods and services producedNNP = GNP — Depreciation

May diverge due to indirect taxes and subsidi#tsis the net market value of all the final goods
and services produced in a country during a

« Indirect taxes raise market price year.
« Subsidies lower market price Market Price: The value of the output at the
. . shop level/ the prices purchases have to pay
- GDP (Mkt Price) — Indirect tax + for the goods & services sold on the organised
subsidies = GDP (Factor cost) market

The concept of domestic product is based on GNP (FC) — Depreciation = NY = NNP(FC)
the production units located within economic| NNE(FC) = NNI(FC)

territory, operated both by residents and non
residents. The concept of national product is based on
residents, and includes their contribution to
production both within and outside the
economic territory.

(b) Is the gross domestic product statistics adeate for measuring changes in living standard
within a country?

Question focuses on changes on ‘changes in livargdards’ and within a country. Candidates
should explain the use of GDP as measurement of $k¥#se are: (a) Clear picture of the economy
(b) Promotion of efficiency and stability of teeonomy (c) Measurement of economic welfare
(d) Interrelationship of different sectors of #@nomy (e) Monetary, fiscal and trade policies

Problems that limit usefulness include that of measient of SOL using GDP; distribution of
income; environmental factors; etc

The main problems or flaws involved in the consinrcof GDP are as under:

(i) Non marketed items:GDP ignores transactions that do not take placeganized markets. For
example, the services performed in the home suckeasing, cooking, child care, painting of
houses by the residents themselves etc., go unietoGDP statistics, thus, understate the trud leve
of production in the country.

(2) Ignores the underground economyThere are certain economic activities that shoahkkh
been included in the GDP account but they are mmive up because the activity is either illegal or
unreported. For instance, a teacher doing tuitiorkvat home but does not declare income to evade
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taxes. The waiters and waitresses doreport all their tips to avoid paying tax. The pi®bf illegal
trade such as drugs sale etc. also go unrecorded.

(3) Human cost of productions:If GDP increases as a result of people having to workoioger
hours and in unhygienic conditions, its net beneiiitbe less to the citizens of a country.

(4) GDP ignores externalities\When there is industrial growth in the country sitde effects such
as pollution of air, water etc., are not taken iatgount.

Evaluation: GDP statistics are a measure of output of a cowantdyshould be primarily seen in this
context. However, if a country's industrialistseye high priority on a clean environmental, quality
production and relaxed way of life and still incsegroduction, the GDP would be a good measure
of economic welfare of its citizens.

9. (a) What is meant by free trade area and economimion?
A well explained description of the terms is expéctvith examples
{i} free trade area;
In such type of economic integration the countfaeming free trade area remove tariff walls
amongst each other. However, each country hastoghtpose tariff against non-member
countries imports. In this respect the examplekafropean Free Trade Area (EFTA) is given
which comprised of Austria, Denmark, Norway, Swedad Switzerland. The EFTA was
formed in 1960.
{ii} economic union:

This is such a type of economic integration wharaddition to above properties of common
market the stress is laid upon uniformity or p@gcregarding currency credit, government
expenditure and taxation. The best example of aoananion was “Benelux” whose members
were Belgium, Netherland and Luxemburg. Such ecanomon has nowadays been merged
into EC. The EC has also assumed the form of ecanonion. Its present name is European
Union (EU) which is having a common currency by edBuro. Again the members of EU have
to unify their economic policies. The economic umis an extreme type of integration; it is not
practically possible because it will have the dffafcsurrendering economic and political
independence of member countries

(b) Assess the benefits of free trade to a country.
Assessment of benefits of free trade to a country:

1. If all resources in countries with comparative atege are diverted into the production of the
goods at which they have the lowest opportunity teen (assuming constant returns to scale)
the production will double.

2. Trade allows countries to benefit from more goaus services by specializing in the production
of the goods in which they have comparative adgmta

3. Consumers have a wider range of goods at loweeptitan they do without trade.
4. Trade enables countries to consume outside thé&irtliis expanding the curve.

5. Economies of scale are achieved because countriggdeializing may increase output and gain
lower unit costs.
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6. Efficiency is gained due to international competitiwhich is a motive for countries to become
more competitive seeing that now they have to caengean international scale.

7. Political, social and cultural gains by bringinguotries together.
Free trade has the following disadvantages:
I.  With the removal of trade barriers, structural upgyment may occur in the short term.

ii.  Increased domestic economic instability from inational trade cycles, as economies
become dependent on global markets.

iii.  International markets are notewvel playing fieldas countries with surplus products may
dump them on world markets at below cost.

iv.  Developing or new industries may find it diffictitt become established in a competitive
environment with no short-term protection polidsgovernments, according to the
infant industries argument.

v. Free trade can lead to pollution and other enviremiad problems as companies fail to
include these costs in the price of goods in try;mgompete with companies operating
under weaker environmental legislation in some toes

10.(a) What are the causes of inflation in your county?
Explanation of causes of inflation:

Demand side causes: Increase in aggregative ekedtimand is responsible for inflation. In this
case, aggregate demand exceeds aggregate sugolgds and services. Demand rises much
faster than the supply. We can enumerate the fallgweasons for increase in effective demand.

1. Increase in money supply
2. Increase in disposable income

. Increase in private consumption expenditureianeistment expenditure

A~ W

. Increase in Exports

5. Existence of Black Money

6. Increase in Foreign Exchange Reserves

7. Increase in population growth creates increaskemand for every thing in a country.
8. High rates of indirect taxes would lead to riserices.

9. Reduction in the rates of direct taxes wouldideimore cash in the hands of people inducing
them to buy more goods and services leading to@ease in prices.

10. Reduction in the level of savings creates ndereand for goods and services.

Supply side
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Generally, the supply of goods and services d&keep pace with the ever-increasing demand
for goods and services. Thus, supply does not nwitththe demand. Supply falls short of
demand. Increase in supply of goods and servicgdoméimited because of the following
reasons.

1. Shortage in the supply of factors of production
2. Operation of law of diminishing returns

. Hoardings by Traders and speculators

A W

. Hoarding by Consumers

5. Role of Trade unions

6. Role of natural Calamities

7. War. During the period of war, shortage of edakgoods create rise in prices.

8. International factors also would cause eithertsige of goods and services or rise in the
prices of factor inputs leading to inflation. E.gigh prices of imports.

9. Increase in prices of inputs with in the country
Role of Expectations

Expectations also play a significant role in acuatihg inflation. The following points are worth
mentioning:

1. If people expect further rise in price, the eantraggregate demand increases which in its turn
causes a raise in the prices.

2. Expectations about higher wages and salariestaféry much the prices of related goods.

3. Expectations of wage increase often induce dmmsaess houses to increase prices even
before upward wage revisions are actually made.

Thus, many factors are responsible for escalatiqmices.

(b) Assess the effectiveness of policies used toecinflation.

Critical assessment of the effectiveness of pdicised to cure inflation

Supply-Side policies as remedy for Inflation: Cpash (wage-push and profit-push) inflation:
Government can clamp down on the power of tradensnand/or firms with monopolistic power

o Evaluation: Trade unions can be very powerful, mgkt difficult for the government to
be triangulated with the management and the tradms. Trade union power threatened
by outsourcing in recent years; Not feasible tore&s monopolistic multinational
companies which are engines of growth to the ecgnom
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« Encourage increases in productivity through theaneihg of labour / investment grants / tax
incentives

o Evaluation: Ensures productivity keeps up withmmaswages; Difficult to retrain older
workers who lack basic literacy and skills and ligdzave strong inertia to changes and
learning

Prices and incomes policy: Any form of direct adimect intervention by the government on wage-
price setting with a view to influence the ratardfation; Operates through AS curve; Includes @ric
controls, price fixing, wage freeze, wage reductiothe public sector; Effective against cost-push
inflation only; Can be removed once the target chteflation has been achieve and stabilised

o Evaluation: Distorts market forces, expanding saciall find it more difficult to attract
labour, contract sectors will hang on to labouitidhpolicy becomes ineffective once
restraints are removed as wages and prices resuumgdstrained level; Difficult to
enforce in the private sector; May result in blackrkets; Earnings (Wages + Overtime
Pay + Bonuses) tend to rise faster than wage ratidition of fringe benefits by
expanding sectors to overcome wage restraints tiilbgdd to the costs of production of
the firms

11.Population is growing faster in developing countris than in developed countries. (a)
Describe the characteristics of a developing countr

Explanation of the following characteristics of deeloping countries:

1. A Dualistic Economy

2. Widespread poverty: a) Income poverty or makteegrivation; b) Health and education c)
Vulnerability (helplessness) and exposure to riskKaiceless-ness and powerlessness

. Predominance of Agriculture

. Low levels of Living: a) Low per capita incon®; Other quality of life indicators —Nutrition
. Pressure of population

. Low rate of Capital formation

. Deficiencies in Infrastructure

. Widespread chronic unemployment

. Poor quality of Human Resources

10. Low lever of World or Global Competitiveness

11. Disparities, inequalities and imbalances

O oOo~NO UL W

(b) Discuss the implications of population growthdr both the developing and developed
countries.

Discussion of the implication of population grovitin developing countries (increase in
unemployment, decrease in SOL) and developed desrftncrease in workforce). Population
growth can worsen SOL if not matched with incregsexdiuction. Large strain on economies
already suffering from high unemployment. The cdath could argue that developed countries
need population growth to provide for workforcetthdl produce the resources for the ageing
population.

Effects of an Over-Populated Country
a) Low per capita GNP.

b) Health hazard.

c) Lack of educational facilities.

d) Housing & slum problems.

e) Air, water & land pollution.
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f) Lack of food

g) Traffic congestion

h) Unemployment

i) Less savings as most income is spent on consgoTass.

Advantages of an increasing in population

a) Increase in the market size. More people woatirmore demand for all kinds for goods &
services. It will be possible for firms to spedalin the production of certain goods.

b) Increase in investment.

c) More young people are more willing to move iarsé for jobs.

d) Facilitates mobility of labour.

Disadvantages of an increasing in population

a) It may lead to a fall in the standard of livilpt enough consumers goods to be purchased
since most of the investment will be in capitaheatthan consumer goods.

b) It can cause more environmental problem. Citgobee crowded & rise of slump areas.

c) Increase pressure on the availability suppliaod.

Detailed discussion and evaluative comments shoeildlased on the effects of population
growth between the two types of economies

12.(a) What is {i} economic growth :

ECONOMIC GROWTH : economic growth refers to a rise in national er gapita income

and product. If a production of goods and servioescountry rises, by weather means and
along with it average income increases, the coumsyachieved economic growth.

Economic growth can be either positive or negatNegative growth can be referred to by
saying that the economyséirinking Negative growth is associated with economic reoesand
economic depression

Economic growth on the other hand, is a narrowacept than economic development. It is
defined as the increase in the value of goods aendces produced by every sector of the
economy. It is usually expressed in terms of tlwsgidomestic product or GDP of the country.
Economic growth is defined by increases in GDP. i¥ag, economic development is more of a
vague measure usually incorporating social measwes as literacy rates or life expectancy as
a means of measuring a country's level of developme

{ii} economic development?

ECONOMIC DEVELOPMENT : economic development implies more, particularly
improvements in health, education and other aspédtsman welfare. Countries that increase
their Income but do not also raise life expectamegiuce infant mortality, and increase literacy
rates are missing out of some important aspeatewlopment. The economic development of a
country is defined as the development of the ecan@raalth of the country. Economic
development is aimed at the overall well-beinghef titizens of a country, as they are the
ultimate beneficiaries of the development of thenemny of their country.

Economic development is a sustainable boost istédredards of living of the people of a
country. It implies an increase in the per capitabme of every citizen. It also leads to the
creation of more opportunities in the sectors afoadion, healthcare, employment and the
conservation of the environment.

(b) Assess the effectiveness of policies of borrawiand trade instruments of effecting
development in developing countries.
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Exchange Rate Policy and Macroeconomic Objectives:

Achieve high growth: Through trade balance
o Especially pertinent to economies which rely onléréor growth

o Devaluation of currency raises trade surplus /dweficit into surplus, allows actual
growth

- Through attracting foreign investment
o Stable exchange rate encourages investments wésakt in real and potential growth

o Long Term investor would delay investment if cuis expected to depreciate, but
weaker currency makes exports more competitiverisgpbaribus

o Short Term investor would invest if currency is egfed to appreciate, unless short term
interest rate falls correspondingly

o Policy of appreciation need not interfere with talpinflows as these depends on many
other factors as well
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ECONOMICS PAPER 3 JUNE 2008

1. (a) Explain how resources are allocated in {i} markt economies {ii} planned economies.
Explanation of how the following three questionseobnomic problem are answered in the two
economic systems:

1. What should be produced in the economy and it whantities? [It deals with the allocation
of resources to make the goods and services ihgigdmtities that society wants with society's
limited resources]
2. How should production be organised? [It deatf wroduction, methodology, organization
and technology for best outcome.]It determinesitag society's limited resources are combined
in the production of goods and services]
3. For whom should production take place? [It & pnoblem of distributing Economic goods
and services.]
Planned or command economies:
In a planned economy, the consumption, productimhdastribution decisions are made by a
group of planners appointed by the government/stdte system has the following features
»  All factors of production are owned by the state
*  Planners make decisions to maximise the commod go
*  The government plays the central role in the eoon
Theconsumption decisionis made by planners who collect information on titha economy
and its consumers want.
Theproduction decisionis made by planners who set output targets fordiand allocate
resources to them so that these targets can bevachi
Thedistribution decision is made by planners who can use ration cards siribdtion centre
to share out the economy’s output.
Market economies:
In a free market economy, the consumption, prodaand distribution decisions are solved by
the operation of market forces and the price mdasharrhe system has the following features
» All factors of production are privately owned
* People make decisions to maximise their own s&df@st
* The government does not have a role in the economy
Theconsumption decisionis made in the markets for goods and services.
Producers in competition with each other makeptaeluction decision.
Thedistribution decision is made in the markets for factors of production.

(b) Is it truth that true that resources are moreefficiently allocated in the market
economies than in the planned economies.

Discussion should focus on the comparison of magkehomies vs planned economies based
their efficiency in resource allocation.

Market EconomyEfficient system making use of the price mechaniBnce changes signals
surpluses and shortages; Shortages can cause MWprdfds; Gluts incur losses; Reallocation of
resource takes place with firms entering profit-mgkmarkets and exit loss-making markets

1. Economic efficiency is attained; Productive @ffncy achieved when goods are produces at
lowest achievable cost (Any point on the PPC); édlive efficiency achieved when no one can
be made better off without someone being worséreffuires perfect competition and absence of
externalities); Socially efficient allocation wh&ocial Marginal Benefit = Social Marginal Cost,
welfare maximised.

Efficiency; Most of their industries are assumed to be pdyfeampetitive and so allocative and
productive efficiency will occur. It makes sensattfree market economies allocate their
resources more efficiently. Decisions about whairtmluce are made by the people who will
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actually consume the goods. Planners are lesy likehake the correct decisions across the
whole economy

Choice: Firms will produce whatever consumers are preptrdaly. Remember that the
consumer is sovereign. Due to the free enterpais®f, there are no restrictions on what the
firms can produce. It is of no surprise, therefdnet there will be a much larger choice of goods
and services in a free market economy comparedanittmmand economy. The planner will be
more concerned with making sure there are enouggngéal goods to go around rather than
allocating resources efficiently between all goods.

2. (a) Explain {i} constant returns to scale {ii} dimnishing returns to scale.
Explanation of terms {i} constant returns to scale
Constant Returns to Scale: For the firm above, @ties of scale assure that the larger it
becomes, the lower its average total costs getié&ficy in production improves whether
through the lower price of inputs achieved throbgtk-ordering, its ability to attract and hire
skilled managers, the lower per unit cost of smggarger quantities of products, or other such
benefits of being big. At a certain point, howeubg benefits of getting larger begin to diminish.
This firm’s tenth factory is iteninimum efficient scaléfhe level of total output this firm must
achieve to minimize its long-run average total cBstyond this level of production, as this firm
continues to grow, it will see no further cost biésgin other words, it will achieveonstant
returns to scale (size).

{ii} diminishing returns to scale
The shape of short run costs (MC, ATC and AVC)atednined by the law of diminishing
returns. Since short-run costs are determined éyptbductivity of the variable resource in
the short-run (labor), diminishing returns assuhes at first, since a firm can expect to get
MORE output for additional units of labor (as fixeapital is used more efficiently) ATC
declines as output increases. But beyond a cgrtaim, diminishing returns sets in and the
additional output attributable to more units of ttagiable resource declines. Inevitably, a
firm will experience higher and higher average s@st its output continues to grow, since
it's only able to vary the amount of labor used, capital.

(b) As firms grow bigger, they enjoy economies atale. Does this mean that firms should

continue to growth?

Discussion should be based on costs and benefsooiomies of scale enjoyed by large firms
Are larger firms always more efficient (lower AT@jan small firms? It depends. Large
scale production can result in Economies of Sdaléng ATC as output expands), but
may eventually result in Diseconomies of Scala@ATC as output expands).

Mass production, assembly line production, andigjization results in economies of
scale/increased efficiency - e.g automobile pradagtuniversity education, large farms.
Spreading fixed costs of operation over large nurobenits/students.

However, large organizations can run into Disecaesrof Scale. Bureaucratic
procedures, inefficiencies of large organizatidvasder to coordinate large organizations,
harder to monitor employees, lack of innovatiormemteneurship, etc.

3. (a) Explain the factors affecting elasticity of suply.

Explanation of Factors affecting Price ElasticifySupply
The maindeterminants/factora/hich determine the degree of price elasticitgugbply are as
under:

() Time period. Time is the most significant factehich affects the elasticity of supply. If the
price of a commodity rises and the producers haoaigh time to make adjustment in the level
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of output, the elasticity of supply will be moreasdic. If the time period is short and the supply
cannot be expanded after a price increase, thdysigolatively inelastic.

(i1) Ability to store output. The goods which cba safety stored have relatively elastic supply
over the goods which are perishable and do not k&vrage facilities.

(iif) Factor mobility. If the factors of productiocan be easily moved from one use to another, it
will affect elasticity of supply. The higher the hility of factors, the greater is the elasticity of
supply of the good and vice versa.

(iv) Changes in marginal cost of production. Itlwihe expansion of output, marginal cost
increases and marginal return declines, the ptastieity of supply will be less elastic to that
extent.

(v) Excess supply. When there is excess capacdytize producer can increase output easily to
take advantage of the rising prices, the suppiyase elastic. In case the production is already
up to the maximum from the existing resourcesyigiag prices will not affect supply in the
short period. The supply will be more inelastic.

(vi) Availability of infrastructure facilities. linfrastructure facilities are available for expargli
output of a particular good in response to theingarices, the elasticity of supply will be
relatively more elastic.

(vii) Agricultural or industrial products. In agulture, time is required to increase output in
response to rise in prices of goods. The suppagotultural goods is fairly inelastic. As regards
the supply of manufactured consumer goods, itiisparatively easy to increase production in a
short period.

(b) Due to an increase in tourist trade in Zimbabwesupply of wood carvings increased
drastically.

Discuss how the elasticity of supply affects woadveng industry. An increase in tourism may
cause an increase in demand which will be matclgeddsease in the supply of wood carvings.
The supply of the good is supply inelastic in thers run and supply elastic in the long run.
The elasticity of supply depends on

1. Resource substitution possibilities: The easier it is to substitute among the resowrsed to
produce a good or service, the greater is itsieigsof supply.

2. Thetime frame for supply decisions. The more time that passes after a price change, the
greater is the elasticity of supply.

The magnitude of the cross elasticity of demandeddp on following factors:

1. Thecloseness of substitutes:

The closer the substitutes for a good or servictésmore elastic the demand for it.

2. Theproportion of income spent on the good.

The greater the proportion of income consumersaépera good, the larger is the demand
elasticity for that good.

3. Necessitiesand Luxuries

Necessities, such as food or housing, generallg iralastic demand. Luxuries, such as wood
carvings, generally have elastic demand.

4. Thetime elapsed since a price change.

The more time consumers have to adjust to a phiaege the more elastic the demand for that
good.

4. (a) Describe briefly the main forms of imperfect copetition.
Brief explanation of the main forms of imperfechgeetition eg. Monopolistic completion,
oligopoly and monopoly:
Monopoly is that market form in which a single puadr controls the whole supply of a single
commodity which has no close substitutes. Monopady be defined as a condition of
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production in which a person or a number of persmtisilg in combination have the power to fix
the price of the commaodity or the output of the comdity. It is a situation where there exists a
single control over the market producing a commpol&ving no substitutes and no possibilities
for any one to enter the industry to compete.

Monopolistic competition is a market structure ihigh a large number of small sellers sell
differentiated products which are close, but nofgm substitutes for one another. Under this
market, the products produced and sold are diffeber they are close substitutes for one
another. This leads to competition among diffesstlers.

(b) Discuss the means by which the government of yocountry may control the power of
monopolies.
Discussion should be based the methods the govetnmes to control monopolies applied.
These may include the following;

» Price regulation e.g. price of goods provided bluwitilities;

» Taxation

* Reducing barriers to entry

* Preventing collusion

* Breaking large firms monopolies commission
Evaluation should take into account whether govemnmterfering in the operations of
monopolies good or bad when applied Zimbabwe.

5. (a) Using substation and income effects, distingsh between normal and inferior goods.

The effect on the demand for various goods follgnarprice rise as a result of the income effect
will depend on whether the good in question is radron inferior. Following the price rise, real
incomesfall, so for a normal good the income effect will catreedemand for the good fall
(because of thpositive income elasticity). For an inferior good, ttadl in real income will lead

to arise in the demand for the good as a result of thenmeceffect (because of tinegative

income elasticity).

(b) Discuss why it is not always possible to prectirevenue implications of a fall in the
price of firm’s goods.
Discussion should focus on the effect of price gkeao Total Revenue and price elasticity of
demand
» Total revenue is the price of a good multipliedthy quantity sold
» Total revenue changes as the price of a good ckahgean increase in price does
not always mean an increase of revenue
* Looking at the demand elasticity is a good wayetednine how a price change will
affect the total revenue
» If the demand is elastic, then a rise in price d@trease revenue and vice versa
because the buyers’ demand will change accordipgite
» If the demand is unit elastic, then total reveniiernever change
» If the demand is inelastic, then cutting the prck not result in an equivalent
increase in demand, so total revenue will decrease
By measuring the ratio of percent change in quadeimanded to percent change in price, the
price elasticity of demand answers our questiohs. fésult of the ratio is alasticity
coefficient.The value of the elasticity coefficient tells usettiner demand islastic inelastic or
unitary elastic If demand is elastic, then a change in price eswasproportionally larger change
in quantity demanded. If demand is inelastic, the@hange in price causes a proportionally
smaller change in quantity demanded. If demanditsity elastic, then a change in price causes
a proportionally similar change in quantity demahde
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6. (a) Explain the following terms:
Detailed explanation of the terms

« {i} economic rent; -is a payment received by a ¢acif production over and above what would
be needed to keep it in its present value. lis.the amount which someone can earn which is in
excess of their transfer earnings (what they cealth elsewhere). It is a demand determined
reward to labour and will be earned when laboto isome degree in inelastic supply.
(Economic) Rent is
- the part of anticipated return that is not neapsto keep a factor in its current use.
-the part of anticipated return that can be takeayawithout affecting its current use.
- the part of anticipated return over and aboveridwesfer earnings.

{ii} quasi rent;

Quasi rent is a surplus earned by investmentsaafyztion other then land. It is the income
derived from appliances and machines, which ar@tbduct of human effort. Quasi rent stands
for whole of the income, which some agents of potidn yield when demand for them is
suddenly increased. It is earned during a periatdttieir supply cannot be increased in response
to increase in demand for them. Hence it is a gienibd concept. It has also been defined as the
excess of total revenue earned in the short runawe above the total variable costs. QUASI
RENT = TOTAL REVENUE — TOTAL VERIABLE COST The coapt of quasi rent can be
understood with the help of an example. At the tohendependence of Pakistan, the demand for
houses increased due to sudden increase in papulait the supply could not be increased due
to the scarcity of building material. The abnornmakease in the return on capital invested in
capital (building) is quasi rent.

and
{iii} transfer earning.

The amount which factor can earn in its next pa#d alternative use called transfer earning. In
this sense if the factor is earning above its fearsarnings, the surplus or excess earnings is
called economic rent.

Transfer earnings is

- the part of anticipated return that is the minimamount a factor must earn in order to
prevent it from transferring to another use.

-the part of anticipated return that is the minimammount a factor must earn in order to keep

it in its current use.

-the part of anticipated return that is necessalgeep a factor in its current use.

(b) Does MRP theory adequately explain the pricingf the use of urban land?

Discussion should focus on whether MRP theory sirifiution adequately explains rates of
urban land:

Marginal Revenue Productivity is theextrarevenue earned when an additional unit of factor o
production is employed. MRP is also subject tolthe of Diminishing ReturnBy marginal
productively theory of a factor is meant the value of the marginal physical prodfiche factor.
It is worked out by multiplying the price of thetput per unit by units of output.

Formula:

VMP = MP x P

Value of Marginal Product (VMP) = Marginal Physical Product x Price

The marginal productivity theory contends tha&icompetitive market, the price or reward of
each factor of production tends to be equal tanaisginal productivity

Land

Zimsec June Examination Paper (2006-2010)



House land differs to other Factors of Production
1. Fixed supply
2. No initial cost to society

Rent s price determined, not price determining.

Increase in price of land

Increase in population

Land for industry

Transport

Agriculture

Leisure

. Tourism

Location of firms and industries

Location factors to be considered:

Land

Labour

Capital and Infrastructure

Back up services

Government regulations

Markets

QA WNE

oA LNE

7. (a) Explain

{i} real growth

Thorough explanation of the term: Nominal growtbludles price changes and, if there has been
any inflation, it exaggerates the measured ragg@ith. Clearly, if all prices were to double but
output were to remain the same, it is not trudntoki that we have a hundred percent growth
rate!

“Nominal rate of growth” = change in GDP over theay (e.g., 2.9%).

And

{ii} nominal growth.

Explanation of the term: Real growth = GDP minus iiite of inflation; e.qg., if inflation is 1.4%,
the real growth rate is (2.9 - 1.4) = 1.5%.

Growth as an indicator of the standard of living

(b) Discuss how fiscal and monetary policies may hesed to stimulate economic growth.
Discussion should focus on how fiscal and mongpaticies may be used to stimulate
economics growth:

Fiscal policy is more effective in promoting ecoriomgrowth by increasing government
spending or reducing tax rates, both of which aléipally appealing. Here, fiscal policy is
more effective than monetary policy. The CentrahiBwill use monetary policy to lower
interest rates and promote economic growth. Inggoeary times, people are more reluctant to
spend or borrow money, even when rates are extydmel There is still worry that expansion
will not pay off and so people won't borrow the rapnAt the same time, banks are more
reluctant to lend money at the lower interest rakes is why monetary policy is unlikely to
induce economic growth in times of recession, legvi up to fiscal policy to pick up the slack.
Both fiscal policy and monetary policy each sente@®wn purpose and is most effective in its
own way. Monetary policy succeeds in slowing ecoiwognowth while fiscal policy succeeds in
expanding economic growth. Together the two haeeattility to stabilize the economy.

8. (a) Explain the reasons why government may imposeimimum and maximum price
legislation. (
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Explanation of the reasons why government may imposimum and maximum price
legislation or Objectives of price controls
« Keep price of good at affordable level
- Support incomes at higher level than market equuirh
- Stabilise price
- Prevent exploitation by suppliers in times of shge
Effective price Floor: Legally established minimyomce above the market equilibrium
« Creates surplus
« Government may absorb surplus
- Inefficient allocation of resource (Agriculturalqatuce price floor)
« Unemployment (Minimum wage law)
Price Ceiling
+ Effective price Ceiling: Legally established maximgprice below the market
equilibrium
« Creates shortage
- Rationing may be needed
. Goods sold on®icome f'serve basis
- Inefficient allocation of resource (too little prackd)
May result in Black Market

(b) Discuss the effect, to society, of price contioon goods.
Discussion of the effects of price control on gotwsociety based on the short run and long run
period. Positive effects may include:
- Lower price
- Better access to goods
- Higher standards of living for consumers in thershun
- Suppression of inflation
Negative effects may include:

o Black Market: Sellers ignore government’s pricdaniesons and sell illegally at whatever
price equates illegal DD and SS; If all goods aid &1 black market, Price = point on
DD where Qs intersects, higher than normal equuiibrprice; Normally, only some
guantity of price controlled good is sold in blaokrket; When Price Ceiling and Black
Market co-exist, government will only achieve go#testricting production, but cannot
keep prices down or satisfy notion of equity in do@sumption of temporarily scarce
commodity

It target symptoms rather than causes of inflation

May stimulate further inflation in the long run

Shortage of goods unfair business practices likelitional selling

o O O O

Under the counter trading

9. (a) Explain the causes of inflation in your country
Explanation of causes of inflation applied to Zimbawe based on the following:
Increase in aggregative effective demand is resplenfor inflation.
1 in the level of savings creates more demanddodg and services.
Supply-side :
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Generally, the supply of goods and services d&keep pace with the ever-increasing demand
for goods and services. Thus, supply does not nwitththe demand. Supply falls short of
demand. Increase in supply of goods and servicgdomémited because of the following
reasons.

. Shortage in the supply of factors of production

. Operation of law of diminishing returns

. Hoardings by Traders and speculators

. Hoarding by Consumers

. Role of Trade unions

. Role of natural Calamities

. International factors also would cause eithertsige of goods and services or rise in the
prices of factor inputs leading to inflation. E.gigh prices of imports.

8. Increase in prices of inputs with in the country

Role of Expectations

Expectations also play a significant role in acaatihg inflation. The following points are worth
mentioning:

1. If people expect further rise in price, the eatraggregate demand increases which in its turn
causes a raise in the prices.

2. Expectations about higher wages and salariestaféry much the prices of related goods.
3. Expectations of wage increase often induce dmusaess houses to increase prices even
before upward wage revisions are actually made.

Thus, many factors are responsible for escalatiqmices.

~NoO o, WNBE

(b) Should government be concerned with controllingnflation in a country?

Discussion should focus on benefits and costs afftational situation in a country and whether
it requires government intervention in countriese3e are:

Positive side of effects of inflation:

Leads to rise in investment

Creates better opportunities

Encourage entrepreneurship

Inflation tax

Full utilization of resources:

Leads to increase in the demand for money

It is a necessary cost of development

Effects on production: 1. Disturbs the working otp- mechanism; 2. adverse effects on
investment and production; 3. adverse effects gimga and capital formation; 4. Creates
business uncertainty; 5. Reduces production; @sléachange in the pattern of production;

7. Leads to hoardings and black marketing; 8. Dmpseh sellers market; 9. encourages
speculative activities; 10. Distortion in resouat®cation;

Effects on distribution: 1. leads to unequal disition of income and wealth; 2. Inflation creates
hardships for fixed income earners; 3. Debtors gauhcreditors lose; 4. Adverse effects on
wage-earners and salaried class; 5. Entreprenedrisusiness community gain; 6. Effects on
farmers.

NouokrwhE

(C) Social and political effects of inflation

1. Social effects

D) External effects of Inflation: 1. reduces théwnoe of exports; 2. Create exchange rate
difficulties; 3. Discourage the inflow of foreigmital; 4. Decline in international
competitiveness.

10. (a) Explain how import substation works.
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(b) Discuss the strategies a country may use touv&rse a negative movement on its balance
of payment.

There are a number of policy options availablesttuce a balance of payments deficit.

+ Exchange Rate Adjustment
Devaluation results in expenditure switching. kgmers buy more of our exports and less of
their own and other countries’ production, whilstrestic producers buy fewer imports and
more domestically produced goods.

The extent to which exchange rates affect ex@ortsimports will depend upon the elasticity of
demand for the products and the nature of the actstthat have been agreed.

After a depreciation of the dollar demand for@stp will grow faster if the demand for
Zimbabwe goods overseas is elastic. Howeverdépreciation raises the dollar price of
imports causing total spending on imports to riSgort demand will also be inelastic in
response to the exchange rate change in the short therefore the earnings from exports may
be insufficient to compensate for higher spendingnoports. The current account deficit may
worsen for some months.

Providing that the elasticities of demand for imip@nd exports are greater than one, in the

longer term then the trade balance will improverdirae. This is known as the Marshall-Lerner

condition

% Demand Management
This is an expenditure reducing policy as aggredateand falls causing fewer imports to be
demanded. This is very effective in the Zimbabweva have a very high marginal propensity
to import. This can be carried out using eithengtary or fiscal policies.

“* Monetary policy

Higher interest rates reduce aggregate demandimafays;

» Discouraging borrowing by both households and congsa

» Increasing the rate of saving (the opportunity adstpending has increased)

» The rise in mortgage interest payments will recumemeowners' real 'effective’ disposable
income and their ability to spend. Increased m@egeosts will also reduce market demand
in the housing market

» Business investment may also fall, as the cosboblwing funds will increase. Some
planned investment projects will now become unpaibfe and, as a result, aggregate
demand will fall.

These policies will reduce the demand for impogsthibuseholds and firms in the Zimbabwe.
s FISCAL POLICY
> Higher direct taxes (causing a fall in disposabt®ime)
» Lower Government spending
» A reduction in the amount the government sectordves each year (PSNCR)

These fiscal policies increase the rate of leak&ges the circular flow and reduce injections
into the circular flow of income and will reducendand for imports.
Supply Side Policies
These should lead to increased exports and redoneaits as the quality of Zimbabwean goods
improve whilst they decrease in cost. Examplesupply side policies are:
changes in size & quality of the labour force aafalé for production
changes in size & quality of capital stock throurgbestment
technological progress and the impact of innovation
changes in factor productivity of both labour aagital
changes in unit wage costs (wage costs per uititput)
changes in producer taxes and subsidies
changes in inflation expectations - a rise in itndla expectations is likely to boost wage
levels and cause AS to shift inwards

VVVVVVYVYY
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11.To what extent is it necessary, in a modern economfor government to interfere with the
operation of the price mechanism? [25]

Discussion should focus on the role played by pmeghanism as compared to resource

allocation using government. The price mechanisabks the community to tackle the

fundamental problems of the economy, viz (a) wbairoduce? (b) how much to produce? (c)

how to produce? For whom to produce? And adagf itsehange.

Markets usually work well, ensuring an efficienfbahtion of resources between different

consumption and investment activities;

- however, there are many circumstances in whictketdorces, left to themselves, will fail to

maximise economic and social welfare and, as aeguesce, there will be a case for

Government intervention.

There are efficiency, equity and ethical argumémt$overnment intervention:

» though since Government intervention has costsedisas benefits none of them is a

sufficient reason for intervention;

though since Government intervention has costsedisas benefits none of them is a

sufficient reason for intervention;

the existence of public goods, externalities, irffgarcompetition and imperfect

information;

most relevant to public services such as healtheaindation are externalities, imperfect

competition and imperfect information;

Imperfect information is particularly important narly because it may contribute to

imperfect competition, but because it may underrnimeeefficient functioning of

insurance and capital markets on which efficienwmion of health care and education
depend. As a consequence, health insurance méaeratailable at any price, for
example, for high cost medical conditions of uraiertikelihood;

> there are a range of equity arguments for Goverhmé&rvention including vertical and
horizontal equity; social inclusion and intergerierzal equity.

» cash benefits are to be preferred to benefitsnd ks a means of redistributing income
unless there are merit good, political economyageas arguments for using benefits in
kind;

» ethical considerations may also lead to Governnmatvention. For ideological reasons
(beyond the scope of this note), some people mayvbese to market provision of health
care or to the involvement of profit-making prowisleOthers may not wish to see
markets operating (however economically efficienthior example human blood, human
organs or human embryos.

Y VWV VYV V¥V

12. ‘Anincrease in a country’s Gross National Productwill always lead to an improvement in
its welfare’. Discuss the validity of this assertio. [25]
Discussion should focus on whether an increaseNR @&ay lead to an improvement in the SOL.
The Gross Domestic Product (GDP) of a country mmoonly defined as the total market value of
all final goods and services produced in a coumtiy given year. The fact that it is measured
regularly and quite consistently in practically @luntries of the world allows a direct comparisdn
the standard of living in individual countries. Tlnequent measuring also makes it possible to
quickly recognize changing trends. For examplis, itsed to determine whether an economy is
growing faster or slower than in the previously swead period and to compare it with other
economies in the world. When GDP is calculatecelation to the population of a country, one
speaks of the average GDP per capita. This is ofed as an indicator of a country’s standard of
living.
There is thought to be a strong positive corretabietween real GDP and economic wellbeing.
Greater production means “the good life”. But... there are some shortcomings.
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1. Non market transactions—by not counting some kinds of production (homemakerk

done for oneself), we understate the well-being.

2. Leisure—the decline of the workweek in terms of hours vearkand the additional of a range
of fringe benefits are not accounted for and thesuwderstate our well-being. The “psychic
income” of working is also ignored.

3. Improved Product Quality—GDP is a quantitative measure, not qualitative.
Improvement in quality over time is not truly meeeiand well-being is understated, if we are
really getting more for our money

4. Composition and Distribution of Output—GDP tells us nothing about who gets the goods
and services produced, or the “goodness” of thelg@and services. A shift to a more unequal
distribution of income (rich are richer, poor aworer) is not reflected in a rising GDP.

5. Per Capita Output—if GDP growth is less than population growth, figeires to not reflect a
lower well-being.

6. GDP and the Environment—"gross domestic byproducts” accompany the grovitGOP.
The costs of pollution reduce our well-being; thegdover costs are associated with
production, but are not deducted from GDP, overgjaiur economic wellbeing.

7. The Underground Economy—both illegal activities and unreported activitee not

reported

8. Government transfer payments—are not counted as part of GDP. These are the @atgm
made for Social Security, Veterans, unemploymengefis, and welfare programs like AFDC
and Food Stamps. The logic of this is that NO curpgoduction is generated. Yet...these
sources of income are used to purchase goods andeseand hence
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ECONOMICS PAPER 3 JUNE 2009

1. (a) Explain what is meant by allocative efficiencyand X-efficiency [10]

Detailed explanation of allocative efficiency withe aid of PPC diagram:

Allocative efficiency is achieved when the valuesomers place on a good or service (reflected
in the price they are willing to pay) equals thetaaf the resources used up in production.
Allocative efficiency occurs when price = margiakt, when this condition is satisfied, total
economic welfare is maximised.

Paretodefined allocative efficiency as a situation wheoeone could be made better off without
making someone else at least as worth off.

In the perfect competition diagram below, where MEIR for the firm, we have allocative
efficiency because the firm’s pricgthe marginal revenue (it can sell any amount at the
unchanged price - each extra unit sold at thaegrovides the marginal revenue), so MC = P.
In fact, at that point we have more equalities ME =
=MR = AR.

Thorough explanation of X- efficiency with aid if APF graph:

This kind of productivity exists when we are on greduction frontier; this means we are using
the least resources possible to produce any giugrut This also means that we are at the
minimum point on the AC curve. This happens wheraveein perfect competition — so
economists prefer this state and may refer to ‘@& @fficiency” — it is where we are truly
efficient.

Where market equilibrium is efficient, we cannotk@@aomeone better off without making
someone else worse off

(b) To what extent does government intervention imgve efficiency in an economy? [15]
Discussion should focus on extent government impefficiency in an economy:

Markets usually work well, ensuring an efficienfoahtion of resources between different
consumption and investment activities;

- however, there are many circumstances in whictketdorces, left to themselves, will fail to
maximise economic and social welfare and, as aeguesce, there will be a case for
Government intervention;

» the efficiency arguments for Government intervamiizclude : the existence of public
goods, externalities, imperfect competition andenfgct information;

> the efficiency arguments for Government intervamtioost relevant to public services
such as health and education are externalitiesriiegt competition and imperfect
information;

» imperfect information is particularly important naily because it may contribute to
imperfect competition, but because it may underrnimeeefficient functioning of
insurance and capital markets on which efficienwmion of health care and education
depend. As a consequence, health insurance méaeratailable at any price, for
example, for high cost medical conditions of uraiertikelihood;

> there are a range of equity arguments for Goverhmé&rvention including vertical and
horizontal equity; social inclusion and intergeriersal equity.

» ethical considerations may also lead to Governnmatvention. For ideological reasons
(beyond the scope of this note), some people maywéerse to market provision of health
care or to the involvement of profit-making prowisleOthers may not wish to see
markets operating (however economically efficientior example human blood, human
organs or human embryos.
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2. Discuss the benefits to society of changing froma@ammand economy to a market economy.
[25]

Discussion may centered on the advantages of arfagket economy vs disadvantages of command or

planned economy: these includes

Advantages of free market economy:

Competition in markets promotes an efficient useesburces.

Competition produces a greater variety of goodstemte more choice for consumers.

Risk taking and initiative are encouraged by thafipmotive, and these are likely to promote
economic growth.

The price mechanism adjusts quite quickly to chagpgiconomic conditions so that resources
are not wasted producing unwanted goods or beiegipioyed.

Disadvantages of planned economy:

Resources used in planning are not available tdym® goods and services to satisfy wants.
Planners may get the plan wrong causing gluts hadages of goods.

Once in operation it is difficult to adjust the pla cope with changing economic conditions.
There is limited choice and variety of goods fonsamers.

There is little incentive to work hard or to takeks because the state owns all resources and
planners decide on the distribution of goods. T¢eemy is likely to grow more slowly and
technology may lag behind others.

Planners may be corrupt in their decision making

Evaluation may also focus of Problems of transifrem planned to a free market economy such as:
Falling growth; Lack of legal institutions; Lack fihancial resources; High unequal distribution.;
Corruption at highest level; High inflation ratesddfalling exchange rate; Development of Barter
economies.; Black markets and organised crimese&sed unemployment and falling demand for
domestic goods.; Lack of necessary funds

3. (a) Explain the factors that influence the price esticity of demand for a product. [10]

Definition of price elasticity of demand as degoéeesponsiveness of quantity demanded to a
change in price accompanied by formula

Detailed explanation of the factors influencingcprelasticity of demand: i.e.
Nature of the commodity

Existence of substitutes

Number of uses for the commodity

Durability and reparability of commodity

Possibility of postponing the use of a commodity

Levels of income of the people

Proportion of expenditure on the commaodity habits

Period of time

Existence of complementary goods

VVVVVVVYVYY

(b) Discuss the relevance of elasticity concepts & farmer. [15]

Discussion of the importance of elasticity concegptplied to a farmer:

Price elasticity of demand-production planningpiseh fixing the prices of different crops;
helps in fixing the rewards for farm inputs and esigand explains the paradox of poverty in the
midst of plenty.

Application of the income elasticity of demand cepichelps in the demand forecasting of the
farmer; helps in production planning and marketimglps in ensuring stability in production.
Application of cross elasticity of demand concéphps to study the impact of change in the
price of a commodity which possesses either suibssitor complementaries; helps in
formulating various alternative business stratetpggromote different items in the market
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Evaluation must be based counterargument on theecomomic determinants affecting the
farmer such as draught, floods, politics etc

4. (a) Explain
Explanation of the terms with illustrative examples
{i} horizontal merger;
A horizontal merger is a merger between two conbqesti Suppose, for example, that tomorrow
Pepsi were to buy Coca-Cola. This would be a hatedanerger.
Horizontal mergers may negatively affect the contipetsituation in an industry. Therefore,
they frequently run afoul of regulatory officials.horizontal merger often increases the degree
of concentration in an industryii} lateral merger;
A lateral merger is a union of two companies thaiee not competitors, and b.) not part of the
same supply chain. If Microsoft were to purchasasafood chain, this would be a lateral
merger. Software has no relationship to fast féask food has no connection to software (other
than providing sustenance for programmers who \War§ hours.)
Causes of lateral merger are believed to inclutiei&ficy, financial, competition, growth,
economies of scale motivation. These diversificatido have implications for conduct and
hence market performance e.g. a large firm may ba@otential to engage in predatory pricing
to eliminate competitors in some markets becausanitsubsidize its losses in those markets
with earnings from other markets.

and {iii} vertical merger. [12]

A vertical merger occurs when a supplier buys alles or vice versa. The key point is that the
two companies have a buyer-seller relationship.

Suppose that a jewelry retailer purchased a comgratymanufactures jewelry. This would be a
vertical merger. Or, suppose that a pharmaceut@abpany acquired a drugstore chain. Vertical
mergers are more likely to be approved by regwadothorities. Consumers can benefit from
the increased efficiencies that result from sumblgin integration--- often in the form of lower
prices and/or better service.

(b) Discuss the benefit of a big firm to society15]

Discussion of the benefits of big firm (existingagopolies and monopolies) should focus on
their advantages and disadvantages to societyeTdres

Advantages of large firm

(a) Control over distribution: A large firm is inpasition to choose the distribution channels
because of the popularity of its products. It ca@neopen its own retail depots and provide
goods to the customers at lower prices. It can @lewide after sales services, home delivery and
other services to the customers.

(b) Services of experts: A larger firm can appoahtnted sales personnel to organize various
areas of marketing.

(c) Advertising: A large firm can spend sizable amis on advertising because of its higher
capacity. Sine production is carried on a largées@alvertisement and other sales promotions
activities will prove to be economical.

(d) Competition: A large firm can meet competitiarthe market by quoting competitive prices,
carrying on competitive advertising and so on.

(e) Economy in selling: A large firm sells a numbé&product lines in large quantities it can
have its own brand names and can popularize thecaue of large scale distribution
overheads per unit are comparatively less as cadpgara small firm.

Disadvantages:

(i) Large firms tend to be bureaucratic in admnagon.

(i) There is lack of personal contact with thetomsers.

(iif) There are greater business risks becauseigé¢ investment. A large firm cannot easily
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adapt itself to a new technology because of thk bast involved in changing form one
technique to another.

(iv) There may be problems of effective coordinatémd control.

(v) There may be difficulty in getting talented pennel to man various positions

5. (a) Explain the difference between oligopoly and mwopoly. [10]

Detailed explanation of the main differences betwalggopoly and monopoly:
Oligopoly and monopoly have some similarities, biethd to be relatively large and possess
significant market control, but also have a few amant differences; oligopoly market has more
than one firm. The dividing line between oligopalyd monopoly, however, can be blurred due
to the closeness of substitutes and the inclinatfaigopoly firms to collude.
Oligopoly is amarket structureontaining a small number of relatively lafgens that often
produce slightly differentiated output and withrsfgcant barriers to entryMonopoly is a
market structure containing a single firm that progbs a good with no closebstitutesand with
significant barriers to entry. While it might seasithough the difference between oligopoly and
monopoly is clear cut, such is not always the case.
A comparison between these two market structurbeusd to be illuminating.

> One or Few: The primary difference between oligg@eid monopoly is that monopoly contains
a single seller, whereas oligopoly has two or nsaléers. Such a difference might seem to
provide a clear separation. But not necessarily.

> Substitutes: In some cases, the difference betwkgopoly and monopoly is blurred by the
closeness of substitutes. A monopoly produces d gailn NO close substitutes.

> An oligopoly firms produces a good with a small raenof relatively close substitutes.

(b) Discuss the view that oligopoly is a more benefal market structure to society than
monopoly. [15]

Discussion should be based comparison of beneftsasts to society between oligopoly and
monopoly

Benefits include:

* Price stability-Price does not change much (wnglget a price war!).

* There is fierce competition to improve the pradaarder to increase the demand for one’s
own output - so we may see fast technical charmgat glynamism and much R & D effort.

* “Countervailing Power” - if a single monopolybad (as we feel), then a few more competing
firms can stand up against it, so the situationtbdee better.

» The size of firms is usually larger — this me#resy can reap economies of scale

The disadvantages of Oligopoly

* An oligopoly restricts output where it can, sedes produced than could be, and at higher
position on the cost curve.

* Price is higher than if the firms in the markedres perfectly competitive.

* Collusion to try to establish a cartel and beh#deea monopoly is likely; if successful, we get
all the problems of monopoly.

* Price wars may emerge, perhaps caused by neangtor the existing firms reduce price
because they fear the high price might attraciaeist

» There may be wastes (for society) of high adsemij costs, or offers to consumers of free trips
or lotteries. These are not cheap to run and wdeasources.

* We may get bribery or other pressure on, goventritekeep or establish Marketing Boards or
other devices of restriction.

» There is a time and energy waste involved whendfiare forced to watch rivals, try to guess
their likely innovations, or whether they will réago what the first firm did.

* Industrial espionage and other illegal acts maptomoted. Some firms are reputed to pay
people to search the waste bins of their rivals!

* Employment is restricted, because an oligopogpkeoutput down.
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» Uncertainty levels are increased; this is gehefalt to be bad thing.

Evaluation should also focus on the weakness ofopolies. These include the following:

* It limits output and keeps price high - as justisReally this means that a monopolist
misallocates (and misuses) resources.

* This behaviour of the monopolist redistributesoime from all the consumers of the product
(they are paying more than they need) to one firpeoson (the monopolist). This is an equity
issue.

» A monopolist may develop political and social gawver others which reduce the efficiency
of democracy and the amount of equity. There isang political danger from a very few rich
and powerful people emerging and changing the ecnfrgvents.

* A monopolist may behave badly in an anti-sociaywFor instance, he or she may force out a
potential rival firm by selling at give-away pricésell below cost). After they have forced out
the honest competitor, they will put the price bapkagain.

* Lack of competition tends to encourage inefficiem the firm. The monopolist tends to rest
on his laurels, has no need to try hard, and ldghkemism -this is probably the main criticism
said Austin Robinson.

* As a result, we can get the emergence of lazyagens and owners.

» And it may mean that technical progress is sleacling to slow growth of the country as a
whole, and a lower standard of living than we caergby.

» A monopoly breeds inefficiency which means tlmat tost curves will be higher than they need
be; this means that the intersection of MC and M& tve higher.

* Resources are misallocated - too many are goitiget monopolist who does not fully use
them. This is a waste for society. It really meta the price mechanism is prevented from
working efficiently.

6. (a) With reference to the labour market, explain tte following:

Detailed explanation of the terms
- {i} economic rent; -is a payment received by a ¢aaif production over and above what would

be needed to keep it in its present value. lis.the amount which someone can earn which is in
excess of their transfer earnings (what they cealth elsewhere). It is a demand determined
reward to labour and will be earned when laboto isome degree in inelastic supply.
(Economic) Rent is
- the part of anticipated return that is not neapsto keep a factor in its current use.
-the part of anticipated return that can be takeayawithout affecting its current use.
- the part of anticipated return over and aboveriduesfer earnings.

{ii} quasi rent;

Quasi rent is a surplus earned by investmentsaafyction other then land. It is the income
derived from appliances and machines, which ar@tbduct of human effort. Quasi rent stands
for whole of the income, which some agents of pobidn yield when demand for them is
suddenly increased. It is earned during a periadttieir supply cannot be increased in response
to increase in demand for them. Hence it is a ghenibd concept. It has also been defined as the
excess of total revenue earned in the short runawe above the total variable costs. QUASI
RENT = TOTAL REVENUE — TOTAL VERIABLE COST The coapt of quasi rent can be
understood with the help of an example. At the tohmmdependence of Pakistan, the demand for
houses increased due to sudden increase in papulait the supply could not be increased due
to the scarcity of building material. The abnornm&kease in the return on capital invested in
capital (building) is quasi rent.

and
{iii} transfer earning.
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The amount which factor can earn in its next pagd alternative use called transfer earning. In
this sense if the factor is earning above its fearsarnings, the surplus or excess earnings is
called economic rent.

Transfer earnings is

- the part of anticipated return that is the minimamount a factor must earn in order to
prevent it from transferring to another use.

-the part of anticipated return that is the minimammount a factor must earn in order to keep

it in its current use.

-the part of anticipated return that is necessalgeep a factor in its current us¢l2?]

(b) Discuss the extent to which trade unions contoute to wage differential in your country.
[13]
Discussion should focus on ability influence wagécential applied in Zimbabwe:
» wages differential among occupation depend dovaehg:
» Nature of the work. Is it dangerous or not?
b) Difference in educational qualification.
c) Members of trade union.
d) Number of working hours.
e) Gender discrimination. Male or Female.
f) Level of talent of the employee.
g) Satisfaction of a person.
h) Fringe benefit. E.g.: Not only get the wagesdiab can travel to other places for free.
» Reasons for wage differential for same occupation
a) Maternity leave for female.
b) Level of responsibility.
c) Nature of occupation. E.g.: Same jobs are oldyvavomen.
d) Lack of training
» Reasons for wage differential between urban aral eweas
a) High level of training in urban areas.
b) Higher cost of living in urban areas
* Methods to raise wages
a) The trade union has to work on the market foofe®emand for and supply of labour
to influences wage rate. To raise wages, it cdreerestrict supply of labour or increase
demand for labour.
 Factors that limits to power of Trade Union
a) The size of the trade union can affect the dehfianhigher wages.
b) Changes in the elasticity of demand for a firgo®d.
c) Profits will be reduced when cost of productiocreases.
d) Economic condition
e) Trade Union will be less successful if labourstiiiuted easily with capital or
machinery.

7. (a) Explain what is meant by market failure? [10]
Explanation of Market Failure in Market Economy
Occurs when free markets, operating without anyegawient intervention, fail to deliver a
socially efficient allocation of resources to prodwgoods and services
Sources
1. Externalities
2. Underproduction of Merit Goods (Goods/servited have been deemed socially desirable
and under-consumed through the political processally because of external benefits)
3. Overproduction of Demerit Goods (Goods/servibes have been deemed socially
undesirable and over-consumed through the poliicadess, usually because of external costs)
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8.

4. Failure to provide Public Goods (Total Marketl &)
5. Imperfect competition

6. Imperfect Information

7. Immobility of Factors of Production

(b) Microeconomic objectives are not always consisit and may sometimes conflict.
Discuss whether government’s microeconomic policyf efficiency and equity can be
achieved at the same time in your country. [15]

Discussion should focus on whether government’saemonomic policy of efficiency and
equity can be achieved at the same time appli@hiabwe

Explanation of the conflict between microecononubgectivesThere is often a trade-off
between economic efficiency and equity. Efficiemogans that all goods or services are
allocated to someone (there’s none left over). Wéhararket equilibrium is efficient, there is no
way to reallocate the good or service without Imgrsomeone. Equity concerns the distribution
of resources and is inevitably linked with concegftfairness and social justice. A market may
have achieved maximum efficiency but we may be eomed that the "benefits” from market
activity are unfairly shared out

Efficiency: Efficiency is achieved when societyaisle to get the greatest amounsafisfaction
from available resources. Wittficiency, society cannot change the way resources areinised
any way that would increase the total amount aéfadtion obtained by society. The pervasive
scarcity problem is best addressed wiraited resourceare used to satisfy as many wants and
needs as possible.

While efficiency is indicated by equality betwed@mand pricendsupply pricefor a given
market, there are no clear-cut comprehensive italisdor attaining this efficiency goal. While
it is possible, in theory, to pinpoint what is neddor efficiency, the complexity of the economy
makes the task difficult to accomplish in practice.

Equity: Equity is achieved whencomeandwealthare fairly distributed within a society.
Almost everyone wants a fair distribution. Howewehat constitutes a fair and equitable
distribution is debatable. Some might contend dugiity is achieved when everyone has the
same income and wealth. Others contend that emgstyts when people receive income and
wealth based on the value of theipduction Still others argue that equity is achieved when
each has only the income and wealth that they need.

To what extent does the comparative advantage thepdetermine trade flows in your country?

The theory predicts that gains will arise from &aul line with a country's comparative
advantage. Candidates may outline a pattern oé teagl exports of primary produce, reliance on
tourism, export of manufactures, import of capgabds etc. for their economy and relate this to
the country's factors of production. They may dradle the theory on the basis of its
assumptions (no transport costs, 2 countries, rhdemands etc.) or on ‘real world’ problems
e.g. unequal trade arrangements, obstacles tq tred@lity to exploit resources etc.
Weaknesses of the comparative advantage theory are
> Due to the law of increasing opportunity cost, ardoy will lose her CA with increasing
specialisation, making complete specialisationpusisible in the real world
> Difficult to realise the benefits of specialisatiand trade due to factor immobility
> International transport costs can be very high,intgak cheaper to produce in the home
country than import
» Countries might produce goods without CA due tdgmtonism
> Sufficient differentiation of similar goods may neathe products competitive worldwide

9. Assess the usefulness of national income statistinameasuring and comparing living

standards in your country. [25]
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Assess of usefulness of national income statigtim@asuring and comparing living standards in
Zimbabwe:

The Gross Domestic Product (GDP) of a country mmonly defined as the total market value
of all final goods and services produced in a couinta given year. The fact that it is measured
regularly and quite consistently in practically @luntries of the world allows a direct
comparison of the standard of living in individealuntries. The frequent measuring also makes
it possible to quickly recognize changing trends. &ample, it is used to determine whether an
economy is growing faster or slower than in thevjgnesly measured period and to compare it
with other economies in the world. When GDP is glated in relation to the population of a
country, one speaks of the average GDP per cdpita.is often used as an indicator of a
country’s standard of living.

However, as a measure of the standard of livirg¢ountry, GDP has its limitations and
shortcomings.

» It does not differentiate between economic outpat actually benefits the population
and economic bads in a country, such as, for examegpenses for warfare, pollution-
producing industries, etc.

It does not include unreported activities suchlagal trading or black-market labour.
It does not reflect non-market activities such mgaid housework, childcare, and care for
the elderly at home, community services or sinmalaivities.

> The distribution of wealth within a country can\mry uneven. When there is a high
concentration of enormous wealth in a very smalligr and the vast majority of a
population is very poor, the average income maselaively high, although the standard
of living of the majority population is low.

» GDP can only measure the material standard ofgiwvithout taking into account the
quality of life as perceived by each individual,igfhcannot be standardized across a
population or countries.

» Economic output can increase due to technologobedaces requiring less employment,
thereby decreasing the employment ratio.

» The age distribution within a country may be susdt & relatively small group of
working-age people have to support a large grougidbpeople, resulting in a lower
employment rate and consequently a lower standdndrmy.

Despite these limitations, GDP per capita stillhse¢o be the best indicator for measuring a
country’s standard of living.

Y VYV

10. Interest rates in Zimbabwe further increased in themonth of March 2006 due to high inflation
in the economy. (a) Explain the effect of high intest rates in the economy. [12]
Explanation of the Effect of an Increase in intefeates in an economy:
1. Cost of Borrowing is more expensive:
2. Mortgage and loan repayments increase.
3. Return on savings increase.
1.1 If borrowing is more expensive consumers \ailet out fewer loans. Firms will borrow less.
Therefore consumer spending and investment wll(dalincrease at slower rates)
1.2 Higher mortgage payments reduce disposablenasm consumer spending will be lower.
1.3. Saving is more attractive, so this will alsduce consumer spending.
If Consumer Spending and Investment falls, thi$ dd to lower AD. Therefore this cause a fall in
Real GDP, or fall in rate of economic growth.
« Lower growth will tend to increase unemploymenttiess output, firms demand less workers.
- Lower growth will also help to reduce inflation
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(b) Discuss how interest rate can be used to solwdlation in the economy. [13]

Discussion should be based on the use of interestamethod to cure inflation in an

economy

1. Depends on situation of Economy: If the econosngtifull employment, a rise in interest rates

may reduce inflation, but not growth. However hiéte is already spare capacity then rising

interest rates could cause a recession.

2. Depends on Other Components of AD: For exanifpéxjports are rising, or if consumers

confidence is high; rising interest rates may ealuce AD.

3. Income effect of higher interest rates: Higlegum on saving may give some consumers a

high income. This will be consumers like pensionel@wever, in the UK, the savings ratio is

quite high; therefore the income effect of a risénterest rates is likely to be quite low. The
substitution effect will be higher.

Interest Rates and Exchange Rates

Interest rates also cause an appreciation in tbieagge rate. Higher interest rates make it more

attractive to save money in the Zimbabwe. Therefihie causes hot money flows into the

Zimbabwe and an appreciation in the exchange rate

How Interest Rates Affect Inflation.

Higher interest rates help reduce the rate of emingrowth and therefore reduce inflation

because:

> Higher interest rates increase the cost of borrgwiierefore consumers are less willing to
buy on credit. Firms are less willing to borrowineest.

> Higher interest rates increase the return fromrgavi herefore consumers may spend less
and save more.

> Higher interest rates increase monthly mortgagaeyments. Therefore, homeowners have
less disposable income after paying their mortg@bes point is increasingly significant
given the levels of debt in the Zimbabwe.

» Higher interest rates increase the value of thladdinore attractive to make deposits in the
Zimbabwe, causing hot money flows). The strongemporeduces exports and increases
qguantity of imports. Therefore, AD falls.

Higher interest rates may also reduce demand fasdsand if house prices fall it will cause a

negative wealth effect which will reduce consunprgling.

11.(a) Explain the factors that influence economic grath. [10]
Explanation of the Causes of economic Growth:
Capital Accumulation: Increase quantity and imprquality of capital equipment; Funds
needed can be obtained from savings and FDI; Iseseproductivity
Investment in Human Capital: Human capital: theuanglated skill and knowledge of workers;
Most fundamental source of economic growth; Acqliifteough education, training, and work
experiences; Increases productivity
Foreign Trade and Investments: Provides local itmghssaccess to overseas markets; provides a
source for importing the necessary inputs neededbbyestic markets; Help to establish new
industries; Provide a spur to economic growth fangndeveloping countries; Encouraged by tax
holidays
Technological Advancements: New ways to get moteobsame resources; Increases
productivity of resources; Both human and physoegtital increases necessary to reap these
benefits;
Research and Development: Basic research: sear&hdwledge without regard to how the
knowledge will be used; Applied research: Answaetipalar questions or apply scientific
discoveries to the development of scientific pradu&ims to improve productivity through
technological discovery
Dynamic Entrepreneurship: Contributes by lookingrfew markets and new methods of
production

Zimsec June Examination Paper (2006-2010)



(b) Discuss the costs and benefits of economic gribwio an economy such as that of
Zimbabwe. [15]

Discussion the cost and benefits of economic growétpplied to developing countries
Economic Growth means an increase in real GDP. ihbhrease in real GDP means there is an
increase in the value of national output / natienadenditure.

The Benefits of economic growth include:

Higher Incomes This enables consumers to enjoy more goods amnetes

Lower unemploymenWith higher output firms tend to employ more waskereating more
employment.

Lower Government borrowingeconomic growth creates higher tax revenues lagicb tis less
need to spend money on benefits such as unempldyaesfit.

Improved public serviceaVith increased tax revenues the govt can spené mmothe NHS and
education

Money can be spent on protecting the environment

Costs of Economic Growth

- Despite the benefits of economic growth therepatential costs.

- These costs will be greater if the rate of ecdnarowth is too fast

1. Inflation:. If AD increases faster than AS then economic ghowitl be unsustainable. The
output gap will narrow causing inflation to increas

2.Boom and Bust Economic CyclésEconomic growth is unsustainable then higtaindnary
growth may be followed by a recession.

3. Balance Of Payments Deficlhcreased Economic growth causes an increageeimdang on
imports therefore causing a deficit

4. Environmental Costdncreased economic growth will lead to increasetput and therefore
increased pollution and congestion. This will calisalth problems such as asthma and therefore
will reduce the quality of life

5. Reduced Inequalityigher rates of economic growth have often resulieceased inequality,
however this depends upon things such as tax aatkthe nature of economic growth

12.(a) Analyse the difficulties of measuring unemployrent. [10]

Reasons to underestimate unemployment:

1. Disguised unemployment: more people than necessarlire red to do a job, usually in the
public sector.

2. Underemployment: where people want to have fuletjobs but are only capable of finding
part time jobs. As a result people could be reggstas unemployed or depending on the
hours of work they find formally registered as eaygld and as a result unemployment is
underestimated.

3. Plus any other relevant argument.

Reasons to overestimate unemployment:

1. Many times people are registered as unemployedder @o collect the unemployment
benefits but have no intention to work.

2. Mothers with young children who had a job now giyetheir employment, stay at home to
raise children but for a certain period they reeememployment benefits.

Plus any other relevant argument.

(b) Assess the effect of unemployment in an econonj$5]

An assessment of the consequences of unemploywmieict) may include:

The economy not producing at its potential outpat] so actual output is below potential output.
Candidates may use a PPC to show this
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A misallocation of resources, which means the esgnsuffers from allocative inefficiency
because consumer welfare is not being maximized

the loss of potential tax revenue for the governmbecause income tax revenue will fall as less
people are working, and consumption-based tax rexeirl fall as less goods and services are
being purchased

Social costs can increase such as, arguably, cdtes, divorce, stress and suicide
Deterioration of human capital (de-skilling) occwisen people who have been unemployed for
long periods of time lose skills and become denadéist

Less investment and a negative multiplier effectalnse businesses are likely to postpone or
cancel plans to expand their productive capacityeg are worried about falling demand.
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ECONOMICS PAPER 3 JUNE 2010
1. ‘There is no economic function which can be performad by government that cannot be
carried out equally well by the free operations oprice mechanism’. Discuss [25]
Discussion should focus on whether the privatessestadequate and efficient in resource
allocation than the government and the need foegowuent intervention.
Market EconomyEfficient system making use of the price mechanBnce changes signals surpluses
and shortages; Shortages can cause windfall gr&fitds incur losses; Reallocation of resource sake
place with firms entering profit-making markets andt loss-making markets
Economic efficiency is attained
- Productive efficiency achieved when goods are preduat lowest achievable cost (Any point on
the PPC)
- Allocative efficiency achieved when no one can lslebetter off without someone being worse
off (requires perfect competition and absence térealities)
- Socially efficient allocation when Social Margirénefit = Social Marginal Cost, welfare
maximised
Market Failure in Market Economf@ccurs when free markets, operating without anyegawent
intervention, fail to deliver a socially efficieatlocation of resources to produce goods and ssvic
Sources:
1. Externalities (Either negative or positive)
2. Underproduction of Merit Goods (Goods/servites have been deemed socially desirable and
under-consumed through the political process, lsbaktause of external benefits)
3. Overproduction of Demerit Goods (Goods/servibas have been deemed socially undesirable and
over-consumed through the political process, ugdmatause of external costs)
4. Failure to provide Public Goods (Total Marketl &)
5. Imperfect competition
6. Imperfect Information
7. Immobility of Factors of Production
Correction of Market Failure
Public provision: Public goods; May be extendedtrit goods (e.g. education, vaccination)
Market Solutions
. Taxes
. Marketable permits
. Subsidies
. Identifying Property Rights
. Regulation
. Total Ban
. Nationalisation

~NOoO o, WNE

2. (a) Explain the factors that affect cross elasticyt of demand for goods. [10]
Explanation of the following factors of cross eieity of demand:
There are several factors influencing the Crosstieity of Demand. They are as follows:
1. Nature of Commodity. -1t is one of the important determinants of etast of demand. For
example, the demand tends to be elastic for lugopds like cars, perfumes, etc. and inelastic for
necessities like salt, medicines, etc.
2. Availability of Substitute: - The commodities having many substitutes innttaeket have
relatively elastic demand for example, soaps, slwamipiscuits, and cold drinks, etc. have many
substitutes; therefore, they have elastic demandh® other hand, salt has no substitute and
therefore it has always inelastic demand.
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3. Number of uses-The commodity is having many uses have relatieéstic demand. When its
price falls, it can be put into many uses but witeprice rises, it can be put only for important
purposes.

The demand for a commodity having a specific userbkatively inelastic demand.

4. Income of the Consumer- Change in price does not affect the demandchfgeople. Thus
people who have high level of income have relayiwetlastic demand. The demand of poor
individual changes according in price, thus itaktively elastic.

5. Proportion of Income - If an individual spends small proportion of msome on a
commodity, it has relatively inelastic demand. Example, Paper pins. On the other hand, if an
individual spends a major proportion of his incoomea commodity, it has relatively elastic
demand for example, Perfumes.

6. Urgency and postponementIf the use of commodity is urgent, the demaniklatively
inelastic. For example, medicines. On the othedhdnthe use of commodity can be postponed to
a future date, demand will be relatively elastior Example, ice cream.

7. Influence of habits -If an individual becomes habituated to use cetammodity, then the
demand becomes inelastic. For example, smoker‘saudéror cigarette.

(b) Discuss the significance of elasticity of demarto a supermarket in a city centre. [15]
Discussion should be based on the importance sfigls concepts applied to a supermarket
operating in a city (central shopping area)
Usefulness of PED to the supermarket
Government taxation policies
Either aim to raise revenue, discourage/encouragsumption
PED would play some part in determining successfsgrof policies
Raising revenue/increasing consumption
o Indirect taxes should be levied on goods with istétademand
0 Increase in Price > Decrease ity
Decreasing consumption
o0 Indirect taxes should be levied on goods with edamand
o0 Greater effect on Qnity
Pricing policies of firms
Policies will be helpful as long as TR>TC
Effect on prices stability
Draw the weird triangle graph thingy for an example
Delastio Dineleastis S) > S'J.
Product differentiation
A firm’s products can be changes so that PED isenetastic
o Gives the firm the ability to increase prices torease TR
Importance of income elasticity:
Usefulness of PED
Government taxation policies
Either aim to raise revenue, discourage/encouragsumption
PED would play some part in determining successfsgrof policies
Raising revenue/increasing consumption
o Indirect taxes should be levied on goods with istétademand
0 Increase in P > Decrease ing)
Decreasing consumption
o Indirect taxes should be levied on goods with elagmand
o Greater effect on £
Pricing policies of firms
Policies will be helpful as long as TR>TC
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Effect on prices stability
» Draw the weird triangle graph thingy for an example

Delastio Dineleastis S) 9 S'J.
Product differentiation

* Afirm’s products can be changes so that PED isenetastic

o Gives the firm the ability to increase prices torease TR

Usefulness of cross elasticity of demand

» Pricing strategies for substitutes: If a compettats the price of a rival product, firms

use estimates of cross-price elasticity to pretlieteffect on the quantity demanded and
total revenue of their own product.

Pricing strategies for complementary goods: Fomgxta, popcorn, soft drinks and
cinema tickets have a high negative value for cetasticity— they are strong
complements.

Advertising and marketing: In highly competitive rkets where brand names carry
substantial value, many businesses spend huge &smfunoney every year on
persuasive advertising and marketing. There areyragns behind this, including
attempting to shift out the demand curve for a poddor product range) and also build
consumer loyalty to a brand. When consumers bed@hiual purchasers of a product,
the cross price elasticity of demand against fwatlucts will decrease. This reduces the
size of the substitution effect following a prideange and makes demand less sensitive
to price. The result is that firms may be ableharge a higher price, increase their total
revenue and turn consumer surplus into higher frofi

3. (a) Explain how small firms survive in the face otompetition from large firms. [12]
Explanation of reasons or advantages of small fowes large firm:

YV VVVYV VVYV

YV VYV VYV

>

Close supervision

Economic independence

Close contact with customdPgrsonal Services to Customers: Where personatesrare
important from the point of view of the customessiall scale firms are more suitable.
Greater adaptability to changes

It is very easy to set up a business on small scale

Greater Flexibility: A small scale business is mitegible than a large scale business.
Limited Market: when the market for a product mitied, it is preferable to operate on
small scale.

Introduction of New Ideas or Products: When nevagler products are to be tired out, it is
preferable to start on a small scale because thvadea or product requires sufficient
market testing.

Relations with Employees: There are certain lifdsusiness n which close rapport with
the employees is essential to provide high quaktyice to the customers.

Government Assistance: In many countries, encouanageby the State is given to the
small scale firms.

Social Benefits: Small firms offer large scale eayphent and help in checking monopoly
and concentration of economic power.

Support to Large Firms: Small firms act as completawy to large firms.

(b) Discuss the benefit Zimbabwe may get from prontmg small to medium scale

enterprises. [13]

Discussion of small to medium scale firms to Zimlalbased on following advantages and
disadvantages:

1. Employment: Small scale firms use labour-intemgechniques and, therefore, they have high
potential to provide employment to a larger numidfgreople per unit of capital. For every worker
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employed in large scale industries about three arsrkre engaged in small scale and cottage
industries.

2. Balanced Regional Development: small scale imdisspromote decentralized development and
help to remove regional disparities in industreiisn. Decentralized development contributes to
the process of self-sustained growth and avoidserdration of industries in particular areas. By
providing employment in rural areas they help teadhmigration and overcrowding in urban
areas. Small scale firms can be a useful meangaifreconstruction and development.
Development of decentralized sector also improkiestandard of living of people in backward
regions.

3. Optimization of Capital: Small scale firms remguliess capital per unit of output and, therefore,
greater output can be obtained with small investmen

4. Mobilization of Local Resources: Small scaleusigies facilitate Mobilization and utilization of
local resources and family skills which might othisse remain talent or utilized. Small business
promotes a new cadre of small entrepreneurs af@msgloyed and encourages local talent. The
growth of small enterprises helps in tapping tatesburces like entrepreneurial skills and small
savings especially in rural areas. Small businefizshio protect technical skills and handicrafts.

5. Exchange Earnings: Small scale industries hretpducing pressure on the country's balance of
payments in two ways. First, they do not requirpants of sophisticated machinery and
equipment. Secondly, they earn valuable foreigmarge through exports of their products.

6. Egalitarian Society: Small scale industries helgducing concentration of economic power in
a few hands. They promote a more equitable didgtabwf national income and wealth.
Development of small scale industries helps to ceduonopolies and exploitation of consumers.
Benefits of small scale firms are derived by a wigepulation. A large part of the earnings is
distributed among workers.

7. Feeder to Large industries: small scale sestoomplementary to the large scale industries.
Small scale industries manufacture various typeofponents, spare parts, tools and accessories
which are required by the large scale sector.

8. Social Advantage: Small scale units offer oppaityy for an independent way of life to people
with small means. They offer savings in social beads like education, housing and medical
facilities by taking industry nearer to the peoflbey help to raise per capita income an standard
of living in the country. A system of widely diffad ownership permits wider participation of
people in the process of economic development. ISoalle sector provides a base for democracy,
socialism and self-government.

4. (a) Contrast the equilibrium position of a monopolywith a perfectly competitive firm. [10]
Explanation of the equilibrium position of a monbgpand perfect competitive firm:
The main points oflifference andsimilarities of monopoly model with competitive model are as
follows:

Monopoly

(1) The firm is in equilibrium at that level of
output where MR equals MC.

(2) The AR and MR curves are negatively (2) The AR and MR curves facing

inclined i.e., a firm can sell more goods at lowe&ompetitive producer are perfectly elastic, ik
and fewer goods at higher prices. The MR curiea horizontal straight line. A firm cannot alte
ties below the AR curve. the market price by selling more or by selling
less. The AR and MR curves are equal and,
therefore, coincide.

Perfect competition
(1) The most profitable output is also at a poi
where MR is equal to MC.

(3) The monopolist can easnpernormal profits
in the short as well as in the long period. The
firm need not equate the AR to the lowest po

(3) The firm can earn abnormal profits in the

short run but in the long run only normal profits

rdre earned. The firm is in equilibrium when M

of AC in the long run.

R

=MC = AR = Minimum AC in the long run.
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4) As the production of a commodity is in the| (4) The competitive producer has no control
hands of a single producer, therefore, a firm haser the price of the commaodity. It has to sell at

control over the output and price of the the price determined by the intersection of the
commodity. forces of demand and supply in the market.
(5) The single firm comprises the whole (5) There are many firms comprising an

industry. The firm may not be of the optimum| industry. All the firms are of the optimum sizg
size. The possibility of the new firms to enter| in the long run. The new firms can enter the
into the industry is restricted. industry.

(6) The equilibrium price is higher than MC. | (6) The equilibrium price is equal to MC.
The monopolist always tries to maximize profit§he entrepreneur charges the price which gives
by fixing the price higher than the competitive him the normal profit in the long run. So
price. The consumers, therefore, have to pay @ustomers do not stand at a disadvantage.
higher price and thus stand at a disadvantagé(7) The competitive firm is a price taker.
(7) The monopoly firm is a price seeker. (8) A competitive firm cannot exert any

(8) A monopoly firm is not a price taker. Henganfluence on the price. The firm is a price taker
it cannot have a supply curve. It chooses outpand so has a supply curve. The portion of MC
and price in a way that gives. It the highest | curve above AVC curve is supplied.
possible profit.

(b) Discuss the ways the government may use to rdgte monopolies. [15]
Discussion should be based the methods the govetnmes to control monopolies applied.
These may include the following;
» Price regulation e.g. price of goods provided biluwitilities;
» Taxation
* Reducing barriers to entry
* Preventing collusion
* Breaking large firms monopolies commission
Evaluation should take into account whether govemnmterfering in the operations of
monopolies good or bad when applied Zimbabwe.

5. To what extent does marginal revenue productivity MIRP} theory explain the determination
of wages in Zimbabwe? [25]
Discussion should focus on the ability of MarginaProductivity Theory of Wages help to
explain wage determination in Zimbabwe:
This theory state that, under the condition ofgmtrcompetition, every worker of same skill and
efficiency in a given category will receive a waggpial to the value of the marginal product of that
type of labour. The marginal product of a labouaty industry is the amount by which the output
would be increased if a unit of labour was increaséhile the quantities of other factors of
production remaining constant. Under perfect coitipaet the employer will go on employing
workers until the value of the product of the hastrker he employs is equal to the marginal or
additional cost of employing the last worker. Ferthunder perfect competition, the marginal cost
of labour is always equal to the wage rate, irreBpe of the number of workers the employer may
engage. Since every industry is subject to dimingheturns, the marginal product of labour must
start declining sooner or later. Wages remainingstamt, the employer stops employing more
workers at that point where the value of margimabpct is just equal to the wage rate:
To allow for this, a term 'marginal net productaifour' has been used instead of 'marginal
product of labour'. The value of marginal net prcidaf labour may be defined as being the value
of the amount by which output would be increaseeétmploying one more worker with the
appropriate addition of other factors of productiless the addition to the cost of the other factor
caused by increasing the quantities of other factor
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Criticism of Marginal Productivity Theory is based on its assumptions:This theory is true
only under certain assumptions such as perfect etitigm, perfect mobility of labour, and
homogenous character of all labour, constant i@tegerest and rent and given prices of the
product. It is a static theory. The actual worldlymamic. All assumptions are unrealistic.
Evaluation of the theory may focus on other theorig of wages such as supply and demand of
labour and other non economic determinants of wageate. These include:

(a) Differences in efficiency:

(b) Difficulty of learning a trade

(c) Differences in agreeableness or social esteem

(d) Hazardous and dangerous occupations: genefédiiyhigher emoluments.

(e) Government legislation

(h) Collective Bargaining: The differences in gteength and militancy of trade unions also

account for differences in wages in differentustlies.

6. (a) Explain the terms:

{i} public goods;

Public goods are goods or services that can beuoweds by several individuals simultaneously
without diminishing the value of consumption to ame of the individuals. This key characteristic
of public goods that multiple individuals can comsuthe same good without diminishing its
value, is termed non-rivalry. Non-rivalry

is what most strongly distinguishes public goodsrfiprivate goods. A pure public good also has
the characteristic of non-excludability, that is,iadividual cannot be prevented from consuming
the good whether or not the individual pays foFidr example, fresh air, a public park, a beautiful
view, national defense.

{ii} merit goods;

Merit goodsare goods whose consumption the public sector piesnbased on a presumption that
many individuals do not adequately weigh the beésefi the good and should thus be induced to
consume more than they otherwise would. Many Igoakrnments support symphony concerts,
for example, on grounds that the private marketld/oot provide an adequate level of these
cultural activities.

and {iii} externalities. [12]

It is the activity of one person/firm affecting thwelfare of another in a way that is outside the
market. In the presence of an externality, the etamkay fail to allocate resources efficiently
Positive externalities Occur when society bendifds the consumption or production of a
commodity or service

Negative externalities Occur when costs are impasesbciety from the consumption or
production of a commodity or service

(b) Discuss why and how government often produce drdistribute goods and services which
are not economically priced. [13]
Discussion should focus on following reasons ofrtile of government:
+« Providing the legal structure:
» Government ensures property rights, provides eafoent of contracts, acts as a referee and
imposes penalties for foul play.
» Government intervention improves the allocatiomesfources by supplying a medium of
exchange, ensuring product quality, defining ownigrsights, and enforcing contracts.
» These interventions widen the market and fosteatgrespecialization in the use of property
and human resources.
» The appropriate amount of regulation is at thellexdreere the marginal benefit and marginal
cost are equal.
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% Maintain competition:
» Competition is the market mechanism that encourpgsucers and resource suppliers
to respond to consumer sovereignty.
> If producers (and/or resource suppliers) have molygpower, the monopolist can
charge higher-than-competitive prices and supmansumer sovereignty with producer
sovereignty (or economic rent).

> If “natural monopoly” exists, government regulapege and service.

» Where competitive markets are more efficient, amropoly laws are designed to
regulate business behavior and promote competition.

+ Redistribution of income:
» Transfer payments provide relief to the poor, deleet, handicapped, and
unemployment compensation to those unemployed whbfyg for benefits. Social

Security and Medicare programs support the sickaayedl.

» Government intervenes in markets by modifying @icBrice support programs for
farmers; minimum wage laws are examples.
» The personal income tax takes a larger proportionommes of the rich than the poor.
% Reallocation of resources:

» Market failure occurs when the competitive markestam produces the “wrong”
amounts of certain goods or services or fails twiole any at all.

> Externalities (spillovers)

s Government provides public goods and quasi-puldadg and services.

> Public or social goods would not be produced thiailhg market, because they
possess the characteristicsoh-rivalry andnon-excludability.

» Merit goods are those that have large positiveraatities, so government WI||
sponsor their provision. Otherwise, they wouldubder-produced. Medical care,
education, and public housing are examples.

» Resources are reallocated from private to pubkchyslevying taxes on households
and businesses, thus reducing their purchasing mpaneeusing the proceeds to
purchase public and merit goods. This can brirauah significant change in the
composition of the economy’s total output.

% Promoting stability:

» An economy’s level of output is dependent on itlef total spending relative to its
productive capacity.

» 2. The government may promote macroeconomic stalfiliough changes in
government spending and taxation.

7. (a) Explain why a country would be worried by an inbalance on its balance of payment

account. [10]
Explanation of negative effects of the imbalanc80P account based on causes of BOP deficit:
Following are the main causes of disequilibriunB@P

(&) Revenue oriented tariffs

(b) Adverse terms of trade:

(c) Import substitution policy

(d) Export of primary commodities

(e) Capital account problem

(N Trade restrictions of developed countries

(g) Inflation

(h) Ever-increasing demand for imports
Concerns For surplus includes —unplanned savingrigtation of variety; conspicuous
consumptions; reduces trading partner’s abilityotay in future and leads to conflicts
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Concerns for deficit — inability to pay in futurerfexports may reduce essential import; may lead
to higher taxation; depreciation of currency

b) Discuss the effectiveness of methods used to e balance of payments (BOP) deficit in
your country. [15]

Discussion should be based on the methods usedvgyrgnment to cure BOP deficit.

General Measuresto Correct BOP Disequilibrium:

To correct the different types of disequilibriumBOP the following general measures are used:
(a) Exchange Depreciation (Price Effect) or Devaluatiorfby Government): Exchange
depreciation means a reduction in the value ofreenay in terms of gold or other currencies
under‘free market’conditions and coming about through a declindhéndemand for that currency
in relation to the supply. This is usually appltedfloating exchange rates’

This official reduction of exchange rate is calléelvaluation. The purpose of both
‘depreciation’and‘devaluation’is to cheapen the domestic goods and boost ugxiharts. But
the governments regarded devaluation as a meamsretting a balance of payments deficit only
as a measure of last resort.

(b) Deflate the Currency: According to this method, the currency is deflatédd the currency
contracts, prices will fall, which will stimulatexports and check imports. But the method of
deflation is also full of dangers. If prices aoecked down while costs, which are proverbiallydigi
(especially as regards wages in countries whede tnaions are well organised), do not follow
suit, the country may face a serious depressioruaethployment. Correcting the balance of
payments, therefore, once disequilibrium has ans@ot an easy matter.

(c) Tariffs: Tariff is a tax levied on imports. It is synonyusowith import duties or custom
duties. Tariffs are used for two different purpgder revenue and for protectiofRevenue
Tariffs’ are a source of government revenue ‘@ndtective Tariffs’are meant to maintain and
encourage those branches of home industry protégtédee duties.

(d) Import Quotas: As a protective device, import quotas are altévadb tariffs. Under an
import quota, fixed amount of a commodity in voluorevalue is allowed to be imported into the
country during a specified period of time.

(e) Export Duties: When world prices are higher than domestic prittesre is an incentive to
export. In such a situation, a government may kxyort duties. Export duties are used to
prevent exports. The reason may be that expodeunodities are required domestically.

Merit and demerit of each method must be cleadguised and evaluated

8. (a) With illustrative examples, explain how the acelerator principle works. [12]
Explanation of how the accelerator works using Welstrated examples:
The accelerator is the numerical value of the i@idbetween an increase in income and the
resulting increase in investment. In other worlls,dcceleration principle simply tells us that if
owing to increase in people’s incomes, the demanddnsumption goods increases, the derived
demand for the factors of production, producersdgoin particular, say machines to make the
consumption goods will increase. But the pointembted is that investment in the making of
machines will even increase faster than the derf@aritie product.
When income increases, people’s spending powegasess; their consumption increases and
consequently demand for consumer goods increasedér to meet this enhanced demand,
investment must increase to raise the productipaaty of the community. Initially, however, the
increased demand will be met by over working thisteng plants and machinery. All this leads to
increase in profits which will induce entreprenetarexpand their plants by increasing their
investments. Thus a rise in income leads to aduntiduced investment thus acceleration in
economy take place
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(b) Discuss why a given level of investment doestngeld the same level change and how the
change in income affects income investment in ana@wmy. [13]

Investment

Economic growth can be achieved in several diffenaays. However, each method involves the
fundamental process of investment. Investmentas#trifice of current benefits or rewards to
pursue an activity with expectations of greateurf@toenefits or rewards. In its simplest form
investment means giving up consumption goods aodyzing capital goods.

The quantity and quality sources of economic groaltinvolve investment in one way or another.
Increasing the quantity of capital is an obviouaraple. Exploration for natural resources, such as
drilling for oil, also fits most common sense nasof investment. However, increasing in the
quantity of labor also reflects investment. Parsatsifice their own consumption to raise a
family. Immigrants sacrifice as they travel to aveountry.

The acquisition of education is also an investmexemplified by college students who sacrifice
four to five years of early adulthood for a colledggree. The development of technology is also
an investment with resources devoted to scientfsearch rather than being used for other
production.

The bottom line is that economic growth is achietredugh investment. Without investment,
there is no economic growth.

9. (a) Explain how a rise in money supply causes andrease in national income. [10]

Detailed explanation of the effects of money supptyease on the national income:
Increase in money supply
Supply of money in circulation increases on accaidinhe following reasons - deficit financing by
the government, expansion in public expenditurpaasion in bank credit and repayment of past
debt by the government to the people, increasegal tender money and public borrowing.
An increase in money will cause people and instihg to have more disposable income increase
demand for goods (increased spending) leadingflation in the short run;

» Increased nominal national income

» Increase employment
(b) Why might the government of your country seeka control the rate of growth of money
supply? [15]
Discussion should focus on reasons of the govertimronetary policy used to cure inflation
applied to Zimbabwe
Inflation is basically a monetary phenomenon. Egeasney supply over the quantity of goods
and services is mainly responsible for rise ingsic
The reasons may include inflation stabilization eyment ETC
Monetary authorities aim at reducing and absorkixaess supply of money in an economy. The
following are some of the anti-inflationary mongtaneasures: -
1. The volume of legal tender money may be rededber by withdrawing a part of the notes
already issued or by avoiding large-scale issusotdés.
2. Restrictions on bank credits.
3. Freezing and blocking particular type of assets.
4. Increasing bank rate and other interest rates.
5. Sale of Govt., securities in the open marketdtral bank.
6. Raising the legal reserve requirements like GR&R SLR
7. Prescribing a higher margin that bank and d#freers must maintain for the loans granted by
them against stocks and shares.
8. Regulation of consumer’s credit.
9. Rationing of credit etc.
Thus, the government to control inflation may el warious quantitative and qualitative
techniques of credit controls.
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10. (a) Explain the effects inflation has on moneg’ability to perform its functions. [12]

Detailed explanation of effects of inflation on flelowing functions of money:
» a medium of exchange: Inflation reduces the &ffeness of money as a medium of exchange.
High inflation means that it becomes difficult tage a value on goods because the value of
money is always falling. In extreme cases of hyp#ation prices can rise so much that money
becomes worthless and people resort to a barteoetn
* a measure of value:
« a store of valueAs inflation increases, the volatility of the irilan rate tends to increase. This
means that it is harder to place a value on maherg, it becomes more difficult to use it as a store
of value.
« a standard for deferred payments
(b) How effective is the role played by the centrabank in the economic development of your
country? [13]
Discussion of the effective of the role played bg tentral bank in creating the machinery needed
for development and viability; these include:

» Sound currency system

» Regulated and adequate money supply

» Creation of new financial institution

» Tackling balance of payment problems

» Restraining inflationary pressures
Evaluation should be centered on assess the e#eess of central bank functions on economic
development of Zimbabwe

11(a) With the aid of examples, describe:
A well explained description of the terms is expéctvith examples
{i} free trade area;
A free trade area occurs when a group of counagese to eliminate tariffs between themselves,
but maintain their own external tariff on importsrh the rest of the world. The North American
Free Trade Area is an example of a FTA. When th&NAis fully implemented, tariffs of
automobile imports between the US and Mexico wellzZero. However, Mexico may continue to
set a different tariff than the US on auto impdrten non-NAFTA countries. Because of the
different external tariffs, FTAs generally devekelpborate "rules of origin". These rules are
designed to prevent goods from being imported tinéoFTA member country with the lowest
tariff and then transshipped to the country witljheir tariffs. Of the thousands of pages of text tha
made up the NAFTA, most of them described rulesrigfin.

{ii} customs union;

A customs union occurs when a group of countrieseatp eliminate tariffs between themselves
and set a common external tariff on imports froe st of the world. The European Union
represents such an arrangement. A customs uniodsatiee problem of developing complicated
rules of origin, but introduces the problem of pglcoordination. With a customs union, all
member countries must be able to agree on tatésracross many different import industries

and {iii} common market.

A common market establishes free trade in goodssandces sets common external tariffs among
members and also allows for the free mobility gitad and labor across countries. The European
Union was established as a common market by thatyfcé Rome in 1957, although it took a long
time for the transition to take place. Today, Etizens have a common passport, can work in any
EU member country and can invest throughout theruwiithout restriction

(b) Should developing countries engage in protectioin their trade with other countries? [13]
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Discussion should be based arguments for and agamtectionism and come to a conclusion,
concerning whether protectionism may be justifiethternational trade. Arguments for
protectionism may include:

Protection of employment/declining industry — pobteorkers whose industries could not
compete with foreign competition

Source of government revenue — tariffs raise regdauthe government

Strategic arguments — some industries (such asckefar agriculture) may need to be kept
national for strategic reasored.in case of war)

Means to overcome a current account deficit — lavgeamport expenditure will reduce the current
account deficit

Anti-dumping — to prevent foreign firms from setligoods at below their costs of production,
which would destroy the domestic industry

Infant industry argument — small firms need to b&tgrted to give them time to expand and gain
economies of scale, which will allow them to congpetternationally

Arguments against protectionism may include:

Inefficiency of resource allocation — resourcestneebe allocated to where they gain the highest
yield and this may not be in the protected industry

Costs of long-run reliance on protectionist methegbsotection may allow firms to remain
inefficient and may reduce their incentive to reglgosts

Increased prices of goods and services to consumers

The cost effect of protected imports on export cetitipeness — imported raw materials become
costly, which causes the final price of a countexports to increase

Retaliation — other countries may start a tradelyamposing trade restrictions

Damage to other economies — restricting the imdosta one country means reducing that
country’s exports. This reduces that country’s mecand could lead to a multiplied fall in the rest
of the world income.

12.(a) Explain the characteristics of developing amtries. [10]
Detailed explanation of following characteristicsdeveloping countries:
Defiance of capital
Excessive dependency on agriculture
Inequalities of income and wealth
Dualistic economy
Inadequate infrastructure
Foreign trade orientation
Rapid population growth and disguised unemployroeder-utilisation of natural resources

VVVVVYVYVYY

(b) Discuss the reasons why developing countriesdl it difficult to achieve economic growth.
[15]

Detailed discussion of reasons or factors immgedrowth in developing countries such as:
Problems of investments [lack of funds and cagitplipment]

Inefficiency of industrial development

Rapid population growth

Migration to urban areas leading to increased uheynpent

Social and cultural factor

Falling export earnings

Trade barriers

Activities of multinational companies

YVVVVYVYYVYYVYYVY
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