SOLUTIONS TO INTRODUCTION TO ECONOMICS MAY 2008 EXAMINATION PAPER 
QUESTION 1

(a)
Student states that Demand is the willingness or desire by consumers to buy a certain amount of product at a given price over a given period of time.











        (1 mark)

Student states that quantity demanded is the actual amount of product consumers are willing and able to buy at a given price over a given period of time.









        (1 mark)

(b)
(i) 
Student correctly states/ identifies equilibrium price where



 quantity demanded equals quantity supplied.


      (3 marks)

equilibrium price: 

K80





        (1 mark)

equilibrium demanded:
140 kgs




        (1 mark)


equilibrium supplied:
140 kgs




        (1 mark)
(ii) Student correctly recalculates new quantity to be supplied at each price as follows:-

Price (MK)


New Quantity Supplied
50



130





        (1 mark)
60



150





        (1 mark)

70



160





        (1 mark)

80



180





        (1 mark)

Student correctly states new equilibrium price and quantity supplied. 

                 (2 marks)

i.e. equilibrium price 
-
K70




                  (1 mark)
      equilibrium supplied
-
160 kgs



                  (1 mark)
(iii) Student correctly state/name the two factors that influence supply.

(2 marks; 1 mark each). 

Student explain how each of the factors stated affect supply of product. 
(2 marks; 1 mark each explanation).

Hint:-
Student can state and explain from the following: price of factors of production, change in technology, price of other products, other factors such as weather.

QUESTION 2

(a) Student correctly define the law of diminishing returns adding more units of a variable input to fixed of input; total output first rises, then falls.             (2 marks).  

Student states that diminishing returns occur when marginal product starts to fall (1 mark) or students adds that beyond a certain level, total output increases but at a decreasing rate.






        (1 mark)
(b) Student correctly explains economies of scale to mean a firm increasing output/production with reduced average total cost.


      (2 marks)
Student mentions/explains either increasing returns to scale or decreasing returns to scale or constant returns to scale.



        (1 mark)
(c) Student correctly explains that price discrimination as a situation whereby the supplier charges different prices to different consumers 

( or in different markets) for the same or similar product or service.

   
      (2 marks)

Student mentions that the price differences do not reflect differences in the cost of supplies.








        (1 mark)

(d)
Student correctly explains that factors of production refer to all those resources which may be used as inputs to the process of producing goods or services.










      (2 marks)

(e)
Student gives examples of factors of production.


        (1 mark)
QUESTION 3

(a)  
Functions of money
· It’s a store of value






        (1 mark)
· It acts as a unit of account





        (1 mark)
· It is a medium of exchange





        (1 mark)
(any two from the 3).

(b) Transaction motive:  Households or firms need money for their day to day needs like food, clothing etc.  the level of transaction demand depends on the Income of the households.





                 (3 marks)
Precautionary motives:  This is when money is held to cater for unforeseen expenditures, for instance in times of emergencies, or to take advantage of bargain offers.  This motive is said to be a precaution against rainy days.  Its level of demand depends on level of income as well.













      (3 marks)

Speculative motive:  This relates to holding money for its own sake over and above the transaction and precautionary motive in preference to an alternative asset that would yield interest.  When interest rates are below the average rate than interest rates would be expected to rise and vice versa.  There is an inverse relationship between the price of bonds/securities and the rate of interest.






     

      (3 marks)
(c) Narrow money is money balance that is readily available to finance current spending or transaction purposes.  It comprises money in circulation, in banks’ tills, plus banks’ deposits (operational deposits), while broad money refers to money held for transaction motives and money held as a form of saving.  It provides an indicator of the private sectors’ holdings of relatively liquid assets, thus assets that could be converted with relative ease without capital loss into spending on goods and services

















      (4 marks)

QUESTION 4

(a)
Student correctly explain monetary policy as follows: a course of action by either Government or a central bank aimed at influencing the level of money supply in the economy.







      (2 marks)


Student mentions variables that are used.



        (1 mark)

Or mentions the forms of monetary policy as expansionary or contractionary.










        (1 mark)

(b)
Student correctly explains the transmission mechanism: Expansionary monetary policy interest rates investment and consumption in aggregate demand National income (GDP)



















      (6 marks)
Student correctly show the transmission mechanism as graph and labels correctly.











(6 marks)
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SECTION B

QUESTION 5

(a)
Student states that cross elasticity and demand is the responsiveness of demand for one product due to a unit change in the price of another product.












      (2 marks)

(b)
Student mentions the 3 factors correctly


        (3 mark,1 mark each)


Student explain how each affect price elasticity of demand. (3 marks, 1 mark each)

HINT:-
Factor include availability of substitute, luxuries/necessities, habit formation, time period e.t.c.

(c)
(i)
Student correctly equats demand function to supply function 
        (1 mark)



Student correctly re-arrange the supply function 
                  (1 mark)



Student solves algebraic equation


                 (4 marks)


(ii)
Student correctly computes new price


                  (1 mark)



And correctly substitutes the new price into the demand function










  
                 (2 marks)

(iii)
Student correctly states the type of good to which orange juice belongs






                                      (1 mark)


Student explains the basis for his/her answer by commenting  / comparing the magnitude of change in price to that in new quantity demanded.





                                                            (2 marks)

SECTION 6

(a)
Student correctly states formula for calculating variable costs (VC) from the information given.





                             (1 mark)

Student correctly states formula for calculating the average variable costs (AVC)







                                      (2 marks)


Student correctly calculates the amount of AVC


                 (2 marks)
(b)
(i)
Student correctly obtains/state formula for calculating marginal

cost.







                 (2 marks)

Student correctly calculates MC at each output rate.
(4 marks 2 marks each).

HINT:
If students does not state formula for calculating MC, but gets the MC at each output level right, give full 10 marks.

(ii)
Student correctly identifies the output level and MC where diminishing returns occur.




                           (5 marks)

QUESTION 7
a)  
(i)  Inflation is the general and persistent rise in the level of prices.

(ii)  Cost – Push inflation which occurs when the cost of factors of production (in this case transport) rises regardless of whether or not they are in short supply.  Most common with wages when workers anticipate inflation rates and demand wage increases to compensate. (2 marks)











                 (4 marks)
The Minibus Owners costs would increase due to reduction in number of people being picked up per trip.  This will induce the owners to increase price  (which they – MOAM did) or fares of the minibuses from P1 to P2.  The shift of AS1 to AS2 presents the reduction in number of people per trip which in turn pushed P1 to P2.  But real income also reduces from Y1 to Y2 because in real essence, peoples (consumers) incomes have not increased with the increase in cost/fare of minibuses.








      (4 marks)
(b) Effects of Inflation

· Inflation may result in wage-earners demanding higher wages to compensate for higher prices.  This is undesirable psychological effects of rising prices which may sometimes lead to destruction of property through strikes.






    
      (2 marks)
· Not all prices and incomes adjust to inflation at the same rate.  Some groups of workers may be better off than others e.g. incomes of non-wage earners like pensioners may lag behind prices.

    
      (2 marks)
· If prices are highly rising in one country than in other countries, the volume of that country’s exports is likely to fall and its imports to increase.










      (2 marks)
· A fall in exports may consequently lead to a reduction in employment in export industries.  Similarly, a rise in the volume of imports implies less employment in domestic industries competing with these imports. 










      (2 marks)
(Marks could be awarded to any other valid points).

QUESTION 8

(a)
Student correctly states that absolute advantage means that a country can produce a good with less resources than other country i.e. if it costs less resources to produce a unit of a good in that country than abroad.












      (2 marks)


Student correctly state that comparative advantage is when a country can produce a good at a lower opportunity cost i.e. if it has to forgo less of other goods in order to produce it than abroad.















      (2 marks)
(b)
(i)
Student correctly works out the mathematics as follows:



South Africa:
Cars
=
50 x 4

=
200

        (1 mark)




Bicycles
50 x 1

=
 50

        (1 mark)


Malawi
Cars
=
50 x 2

=
100

        (1 mark)


Bicycles


50 x 1

=
  50

        (1 mark)

Student correctly adds / calculate how much each good the countries would produce jointly as follows: 300 cars and 100 bicycles.














        (2 mark)
(ii) Student correctly identifies and states which country has comparative advantage over which products as follows:-

South Africa has comparative advantage over cars.

 i.e. if it only produces cars        =
100 x 4 
=
400

       if it only produces bicycles  =
100 x 1
=
100










        (1 mark)

While Malawi has comparative advantage over bicycles.



i.e if it only produces cars
       =  100 x 2
=
200



     if it only produces bicycle     =  100 x 1
=
100

and calculates total output if each are specialised on the good over which she has comparative advantage.


400 + 100
=
500




     
      (2 marks)

(c) Student mentions the 3 measures  (3 marks, 1 mark each) and explains how they restrict trade


 


          (1 mark each)
HINT:-
Measures include: tariffs, quotas, embargoes etc.
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