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Chapter # 1
Microeconomics

Basic Economic Ideas and Resource

Allocation

1.1 Fundamental problems of limited resources, unlimited
wants, production possibility curve and opportunity cost,,
Economic systems, Money and specialization,

Questions No.2a June 2018

2 (a) Explain the different ways in which
resources are allocated in a market
economy and in a mixed economy, [8]

Envisioned Answer

Free market economy is the one in which
resources of the country owned, controlled
and utilized by private individuals and
companies for their profit motive and mixed
economy is the one in which some of the
resources are owhed and utilized by the
government and some of the resources are
under private ownership of individuals and
companies.

Resources in a free market economy are
allocated in way that can satisfy wants of the
consumers, They allocate resources
according to the free forces of demand and
supply, they set prices accordingly and trade
quantities accordingly as shown in the figure;

Price

() Q )f)
According to the above diagram, free market
cconomy sets its equilibrium at point £, where
market clearing price or squilibrium price is "V
and quantity traded s "Q", So, privats
producers in fres market sconormy produce
and supply those goods which are demanded
by consumers, They ensure high quality
luxurious  products, using capital insnsive
techniques to captured highly affording class
vhich can pay a very good prics,
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producers who ate villing o producs merit
gods tor the weltare of socisty, It also
imposes  high indirect tazes i prtvates
producets produce demsrit goods; the goods
which are harmful not only for the heslth of
consumers  but - also  harm - the  overall
community and non-consumers, Governmert
also sels minlmum price above equilibriurm to
support  producers  and - ensure sufficient
supply, If It thinks that producers are not
gelling reasonable price malnly in case of
tarmers, Gimilarly, government sets maximurm
price balow equilibrium to support coneumers,
it it thinks consumers are being exploited by
(he sellers, Government allocates more labour
fo produce goods and services unlike to the
privale seclor becauto its alm is also to
incrense employment In the country.

Question No.2 June-2017

2 (a) Explainthe role of the factor enterprise
in allocating resources in a market
economy when there is an increase in
the demand for a good. Use a diagram
to supporl your answer, (8]

Envisloned Answeor

The role of the factor enterprise I8 to take risk

of combing all of the factors of production

including land, labour and capital with a view

to produce goods and servicas for profit as a

reward. The two prominent roles of enterprise

in this definition include; taking the risk of
production and combining the other factors of
production. The person who takes the risk of
production is known as entrepreneur.
Whenever, there is a rise in demand in market
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The demand may rise due to rise in income o
consumers, taste and fashion, habis,
population, successful advertisement and rise
in price of substitutes or fall in price of
compliments, Whatever, reason for a rise in
demand is there, the factor enterprise has to
play its role to extend its quantity supply from
point E to E1.

To ensure extension in supply enterprise has
to keep more stocks by producing larger
output which can be achieved by employing
greater quantities of other factors of
production. It will also be helpful for the private
business owners to achieve the ultimate aim

of high profit.

Question No. 2 November 2002

2(a) Explain the link between the basic
economic problem of scarcity and
opportunity cost. [8]

Scarcity refers to the limited resources and
unlimited wants. It is basic economic problem
faced by all economic societies of the world.
Resources refer to land, labour and capital. All
these resources are limited to satisfy all the
wants of society. Scarcity enforces us to make
choices because all wants cannot be satisfied
with finite resources. When we are making
choices, opportunity cost will occur.
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For example, if we have a piece of land we can
construct a factory on it as well as we can use
t as a parking lot. If we decided to construct a
factory, then Parking place will be the
opportunity cost. Similarly, if a fish monger
decided to collect coconuts instead of catching
fish then the beneﬁts_ forgone from fishing will
be the opportunity cost. -~
? The amount of Opportunity cost depends upon

th_e efficiency of one resource to produce two
different goads.

If a resource is equally
efficient for bath the goads, its opportunity cost
will be equal/constant. On the other hand, if it
IS not equally efficient for both the good then

opportunity cost will be increasing which
means decision maker would be getting less
and sacrificing more.

These examples clearly show that there is an
immense [ink between scarcity and
opportunity. This link between scarcity and
opportunity cost can be further explained with
the help of production possibility curve which
shows different combination of two products
which we can be produced with the help of
given resources. Let's suppose we have to
options to use money. The one is to consume
it for routine matters (consumption) and the
other option is-to purchase capital and invest
it into the business. How this decision will

create an opportunity cost through trade-off is
explained as under:

A
Consumption
I I SRR C
A R
Q |--taeeee- r----1--\ B
1
| :
[} )
' i
) A el
0 L 4 — Capital
B KK

According to the above diagram suppose,
initially, economy is operating at “A” where
capital amounts to “OK;” and consumption is
“OC+". Now, if we decide to invest more to “K2”
which is shown with combination “B” then
consumption will fall to “C.". The gap between
C1 and C2 is the opportunity cost of this
decision. . This will lead to fall in current
standard of living but future standard of living
and production possibilities will rise.
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.plannin lays a vital role in allecation of
p gp
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Vice versa is true for the movement fram <4~
to “C". Scarcity is an everasting protiem ~f

every saciety. It cannat be completsly 3Ciuee

but it can be controiled to some extent o

..l.gr
conservation of resaurces. If we Sxzicit the
resources maderately and try tg Consare

them for future use, we can conrtro His
problem to some extent. This probiem car
completely be solved if zil prices ars set Qe
zero but it is again never passibie to sat Crices
atzero level. It means itis ever lasting progie—
and every time we taks 2 decision: we facs
opportunity cost.

(b) Discuss whether planning has any
role to play in the allocation of
resources in a modermn, mixad
economic system. [12]

Mixed economy is defined as an econemy it

which part of the resources is under privats

ownership and part of the resources is uncer
ownership and control of the govermment zrg
decisions are tzken accordingly. In tocay's
world almost all the economies of e weria
have mixed system because it is Very rars o

(S

find examples of pure markst system ang

planned economy. In mixsd sconomy

~

resources because mixed economy has =
clear element of command econemy  ang
government intervention.

Therefore, govemment takes decisions
regarding what, how and for whom to progucs.
Pakistan and almost every mixed economy
plans to get money from tax payers and givss
it to the educational institutions, megical
colleges and hospitals to provide betar
education and health care to the residents and
non-residents of the country who are
temporarily living there. All this allocation had
been made possible through planning. In
2010, in Pakistan, Punjab Govemment
introduced maximum price for sugar. Sellers
of sugar were selling it around at Rs 70 perkg
but government fixed it at Rs. 40 per kg. It
resulted in shortage of sugar in the market and
consumers suffered a lot. Later on, sugar
sellers were compensated through subsidy by
the government and were asked to sell it at Rs
40 per kg to the general public. This planning
removed the shortage problem. Therefore,
from the above examples we can say that
planning has a vital role to play for proper
functioning in a modern mixed economy.
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However, the importance of and role played by
free forces of demand and supply cannot be
ignored.

If free forces are allowed to work properly
without government intervention, situation can
be_made even better. Let the market forces
ration the allocation of resources of the private
producers and consumers for their maximum
benefits instead of planning by the
government. Most of the time planning and
mtervefntion Causes government failure where
a decision taken to improve the economic
condition further deteriorates the situation.

In mixed economy, people work for their profit
motive. They produce those goods which
maximize their profits. They use those
techniques of production which result in
minimizing costs. Government produces public
and merit goods for social benefits. Both the
sectors play equal role for proper functioning of
the economy. Those departments which are too
much costly, private individuals and companies
are unable to invest in such departments then
government will produce those goods and will
crowed out.

While crowding out means fall in private
investments and rise in government
investments. The key industries like defence
are controlled by the government and there is
no contribution from private sector. It is also
beneficial for the economy to have such
industries under the ownership of government.
Invisible hands also help in deciding prices
and output in an economy. People can enjoy
better quality goods and services because
both private companies and government will
be competing each other. So, they will try to
produce better quality goods. For example,
around 10 years back Pakistan
Telecommunication Company was not as
much efficient and quick as it is today because
of chronic competition between PTCL, Warid,
Telenor, Jazz and Ufone.

Private investors and companies can be
prohibited to produce those goods which are
socially undesirable. If private investors are
producing such goods, government will
intervene and it will try to reduce the
production of demerit goods which are
creating negative externalities. Government
will tax such goods and their supply will fall. It
leads to the movement towards optimum level
of production for over produced demerit

goods.
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Government can also withdraw subsidy on
such goods if it was providing the same. In the
same way, if government considers it suitable
to be shutdown then government can ban
such organizations to operate in an economy.
Private sector is not spare to produce socially
undesirable goods and services. The basic
necessities of life are provided by the
government. Resources are utilized more
efficiently and productive and allocative
efficiency is achieved. People can get goods
at very cheaper rates, because government's
aim is not to maximize its profits. People can
also work hard to earn and produce higher
output.

Question No. 2 June 2003
2(a) Explain the functions of price in a

market economy. [10]
Market economy is an economy in which

resources of the country are owned and
controlled by the private individuals and
companies. Free market economy takes all
the decisions on the basis of price mechanism
where prices are determined by the
intersection of demand and supply as shown
below; ’
Price

OV

0

Following left hand side diagram depicts that
a rise in demand shifts the demand to the right
form “D” to “D+". Equilibrium will shift from “E”
to “E+". Price will rise to “P4" and quantity
traded will rise from “Q" to “Q1".

In the graph below equilibrium price is initially
“P1” and quantity is “Q" and fall in demand
decrease price to P and quantity to Q1.
Automatic adjustment in the market economy
is observed in real life. Any rise in demand will
lead the price and quantity traded to rise.
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: —>
0 Q Qo Q
And a fall in demand wil| result in fall in market

price and quantity traded to fall as shown in
the foliowing figures;
Price

/1\

P
]
P

0 Q1 Q 7 quantity

Prices signal the relative importance, scarcity

or abundance of goods and services to the
producers and consumers. All the basic
economic decisions in free market economy
are taken on the basis of prices, like what, how
and for whom to produce? Private producers
produce those goods which are profitable for
them. So, private producers re-allocate the
resources to the best possible combination
which lead to optimum outcome.

Market economy involves minimal
government intervention. In short, price
performs central function for the allocation of
resources in the presence of demand and
supply in market economy.

Question No. 2 June 2004

2(a). An economy is faced by the
exhaustion of an important natural
resource at a time when it is
introducing improved technology.

Explain how these events will affect

the economy's production possibility
curve, (8]

MEGA
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Envisioned Answer

Production possibility curve is a curve which
shows different combinations of two products
which can be produced with the help of given

resources. It is shown in the following figure:
A
Y-Good

Y
Y1

Y2

0 > X-Good

X1 X2 X
The above figure shows trade-off between two
goods. If an economy employs all of its
resources on X-Goods, then it can produce
“OX" quantity of X-Goods but it will have to
sacrifice "“OY” quantity of Y-Goods. So, “OY”
will be the opportunity cost. Combination “A”
shows that we can produce “OY," units of Y-
Goods as well as “OX;” units of X-Goods so
the gap between Y and VY; is the opportunity
cost. Similarly, movement from “A” to “B”
shows an increase in production of X-Goods
from X4 to X, will lead to fall in Y-goods from
Y1 to Y2. So, the gap between Y; and Y, will
be the opportunity cost. Improvement in
technology shifts the PPC to the right. Better
technology shifts the PPC from AA to BB as
shown below in left hand side graph. If there is
improvement in technology only for X-Goods,
then shift in PPC will be the pivotal as shown
with right hand side graph.
Y-Good

B Y-Good

A

0 —> X4ond —
A B

XGood

On the other hand, exhaustion of natural

resources leads to the leftward shift in PPC
from BB to CC as shown below:

W.me
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Exhaustion of natural resources will shift the
PPC from BB to CC. However, the net effect
remains uncertain. If the rise in production
possibilities due to improved technology is
more than the fall in production possibilities
due to exhaustion, then PPC will finally shift to
the right and vice versa.
For example, if production due to technology

rises by 10 %, but production due exhaustion .

falls by 8% then there is 2% positive net
change. Therefore, PPC will shift to the right.
If rise due to technology and fall in production
. possibility due to exhaustion is equal, then
PPC may remain the same. However, the final
position remains uncertain.

(b) Discuss whether the operation of a
market economy always produces
a desirable outcome. [12]
Market economy is an economy in which
private individuals and companies are allowed
to use the resources to produce goods and
services. This economy is characterized with
private ownership and self-interest where
private producers work hard to eamn high
profits.
Goods are candidates, customers are voters
and money acts as a vote, which means that if
the people are going to purchase more
quantities of some specific product, they are
casting their vote in favor of that product and
they want that the product must remain in the
market. Competition is the main feature of
such economy and role of the government is
very limited.
In this economy, private producers respond
their customers very quickly. So, the needs
and wants of the people are satisfied in time.
All the decisions in this economy are taken on
the basis of invisible hands (i.e. the forces of
demand and supply. The economic decisions
of what, how and for whom to produce are
taken on the basis of price mechanism.

MEGA
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demand and supply curves Intarsect each
other.

Price
A\

N
7,

0 Q
Price will be charged at “Py" and quantity will
be traded at Q.. High competition in the
economy leads to higher efficiency and better
quality of goods and services to satisfy the
needs and wants of society. People have a
legal right to hold their private property.
Consumers are sovereign and they can
choose or reject the goods and services
according to their own will. No one can enforce
them to buy some specific product. People
have opportunities to grow those who are
competent enough and hardworking, they can
earn high as compared to the lazy, Lethargic
and idle people. But this economy has'some
draw backs as well.
Private producers do not care about the
welfare of the people living in the society. They
just keep an eye on the level of profits. They
aim at their own growth instead of social
welfare. Most of the time private producers
keep on producing demerit goods which are
dangerous for the health of the people.
To get competitive advantage over others they
advertise their goods and services and a lot of
funds are spent out for this purpose which
results in wastage of resources. It may also
lead to higher cost for the producers and finally
they charge high prices to the customers to
cover up their costs. In this way, the burden of
the consumers rises. Sometimes, they may
start unfair trading practices with the
customers, employees and government.
They may threat the government to withdraw
investments if it is not giving tax relaxation or
subsidies. Therefore,” employees are also
threatened to face unemployment. This
economy, also leads to high level of disparities
among the income of the rich and the poor.
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getting poorer. So, from the above discussion
we can conclude easily that market economy

does not always produce desirable outcome.

It creates harmful effects for the society as
well. Most of the economies are converting

their system to the mixed economy, because

the role of government planning cannot be
ignored. Government keeps an eye on.the

actions of private producers. It° becomes™

necessary for the government to interfere in
such state of affairs.

Question No. 2 November 2006

2(a)  Explain how production possibility
curves might be used in assessing a
country's economic performance. [8]

Production possibility curve is a curve which
shows different combinations of two products

that can be produced with the given number of
resources.

7

Y-Good 4
Y

o] —>

X X-Good

According to the above diagram an economy
can produce “OX" units of X-Goods or “OY”
units of Y-Goods. Increase in productivity of
labour and other resources shows better

economic performance and it will shift the PPC
towards right.

Y-Good A

B
A

o) —> X-Good
A B

Improvement in productivity shifts the PPC
towards right and decrease in productivity may

ift the PPC towards left. Rightwards shifts
OW.better economic performance.

performance. A rise in productivity for both the
goods will shift the PPC completely to the right
as shown above figure. On the other hand.
improvements in productivity of only one good
will result in pivotal shift in the PPC towards
right. If productivity improves for X-good or Y-
good then the shift in PPC will be as under:

A A
Y-Good YGood
figd Fig 2
s N
0 rd
0 X{;ood, X-Good
It also happens through increase in

investment in the country which also creates
more job opportunities and higher government
tax revenue. This entire phenomenon shows
better economic performance and better
standard of living due to higher GDP per capita
and economic growth.

On the other hand, leftwards shift in PPC
shows poor performance and depletion of
resources. If economy moves to the left from
BB to AA as shown in the above figure it
indicates poor economic performance and it
needs improvement in its resources,
technology or management.
From the above discussion, we can conclude
that PPC can be used to assess the economic
performance of a country. Rightwards shift in
PPC shows a good economic performance of
a country because it shows that labour and
other resources have become efficient which
is possible through providence of training to
the workers and innovation in techniques of
production or introduction of new technology.
(b) Discuss whether a mixed economy is
the best way for a country to deal with
the basic economic problem. [12]

See Q. 2b November 2002
Question No. 2 June 2005
2(a) Explain the differences in the features

of a market and a planned

ww.youtube.com/megalecture [8]
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Free market economy refers to the economic
system in which most of the resources of
country are owned and controlled by private
individuals and companies. While planned
economy is an economy in which most of the
resources are under the ownership and
control of government.

Market economy possess the features of self-
interest or profit motive in which private
individual work hard to earn higher profits, it
leads to high efficiency and productively. In
planned economy, there is no self-interest or
profit motive. People receive fixed salary even
though they are working very hard and
contributing a lot of effort for the growth of a
government institution.

There is a greater competition in free market
economy which helps in low prices for high
quality products. But sometimes, they spend

rashly on advertisement to get advantage over

others. It leads to wastage of resources. While
in planned economy, there is no competition
and government needs not to advertise to
persuade the people to buy the product or
service.

Individuals respond their customers very
quickly so that they can satisfy their needs and
wants timely. On the other hand, government
responds its customers very slowly, because
of complicated documentation and
procedures. Everything is centrally planned
and no one can take decision on his own
behalf. So, sometimes, customers have to
face huge losses, as their demands are not
satisfied in time. However, government works
for the social welfare of the country.

In free market economic system, goods are
considered as candidates and customers are
voters. It shows freedom of choice for the
private people but this is also missing in
planned economy, where government is
sovereign and takes decisions to produce
goods and services without taking into
account the will of the customers.

However, government produces public and
merit goods which will be produced in a little
quantity if handed over to the private sector.
Free market works for the satisfaction of wants
of people and government produces basic
necessities, It means both the sectors are very
necessary in the form of mixed economy to get
desirable outcome in the country.

Question No. 2 June 2007

2(a) Explain the contributions of erterprise
and division of labour to an econamy.

2]
Enterprise is the risk-taking abilty to combine
land, labour and capital to produce goods and
services. Enterprise can be a small scaie as
well as large scale. Nature of enterprise
depends upon the availabilty of capttal to
invest into the business and needs of the
society. When the market for some specific
enterprise is small then there will be nesd to
start a small business enterprise and vice
versa is true for a very large market.
While division of labour refers to the
specialization of economic activity by product
or process. Specialization can be at individual,
regional or national level. When each person
is assigned, some specific task to perform it is
specialization at individual level. It improves
the efficiency of workers. They become more
productive as they are repeatedly doing the
same task.
Quality of goods improves which also leads to
higher standard of living of the people. Firm
can achieve great economies of scale in the
form of lower average cost of production. So,
enterprise can earn higher profits because of
more output and low cost. But sometimes, it
may harm the productivity, if workers get
bored and they lose their efficiency to perform
their duties.
It gives rise to high dependency of workers on
other workers. So, production may face un-
necessary delays due to the absence of a few
people. Sometimes, consumers also get
bored by using the identical products which
are standardized because of specialization.
Firms may have to arrange for music after
constant intervals to refresh the workers to
gain their productivity. It may cause higher
average cost of production.
Specialization can bring benefits to country in
the form of comparative advantage. Country
may specialize in the production of that good
in which it has maximum advantage or least
disadvantages. Countries can specialize and
trade with each other. They concentrate on the
production of specific product. They keep on
producing it and import other goods from
trading partners. It may lead to improved
efficiency and higher output.
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dependency, which can be harmful.
However, enterpnise and division of labour
brings benefts for an economy as f can
achieve economic growth, price stabilty and
higher level of employment, which in turn
improves the standard of living of the people.
Resources of the country are also used more
efficiently. Countries can also share their
techniques of production and technologies,
(b) Discuss the desirability of the
worldwide movement towards the

market economy and away from the

planned economy, (12]
Market economy is an economy in which
private individuals and companies are zliowed
to use the resources 10 produce go0ds z2nd
services, Worldwide movement towzrds the
market economy is hecause of the follow/ing;
This economy is characterized with private
ownership and self-interest yhere private
producers work hard 10 earn high profits,
Goods are candidates and customers are
voters and money acts as a vote, which mezn
that if the people are going 1o purchase more
quantities of some specific product, they are
casting their vote in favour of that product and
they want that the product must remain in the
market, Competition is the main feature of
such economy and role of the government is
very limited. In this economy, private

producers respond their customers very
quickly,

Therefore, the needs and wants of the people
are satisfied in time, All the decisions in this
economy are taken based on invisible hands
(i.e. the forces of demand and supply), The
economic decision of what, how and for whom
to produce are taken hecause of price
mechanism. While prices are decided at a
point where demand and supply curves
intersect each other. In the following diagram
Price will be charged at “P" and quantity will be
traded Q. High competition in the economy
leads to higher efficiency and better quality of
goods and services to satisfy the needs and
wants of society. People have a legal right to
hold their private property.
Consumers are sovereign and they can
choose or reject the goods and services
according to their own will.
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o one c2n enforce them to buy some specific
product People have opportunities to grow,
Those who zre competent enough and
hardworking, can earn high as compared to
the lazy. Lethargic and idle people. But this
economy has some drawhacks as well. While
plznned econormy i an economy in which,
Wost of the resources are under the ownership
and control of government, People are moving
z2wzy from planned economy because of the
follovding;
Warret economy possess the feature of self-
interest or profit motive in which private
individuzl work hard to earn higher profits, it
leads to high efficiency and productively,
In plznned economy, there is no self-interest
or profit motive, People receive fixed salary
even though they are working very hard and
contributing a fot of effort for the growth of a
govemment institution, There is a greater
competition in free market economy, which
helps in Jow prices for high quality products,
But  sometimes, they spend rashly on
advertisement to get advantage over others, It
leads to wastage of resources, While in
planned economy, there is no competition and
government needs not to advertise to
persuade the people to buy the product or
service,
Individuals respond their customers very
quickly so that they can satisfy their needs and
wants timely, On the other hand, government
responds its customers very slowly, because
of  complicated documentation and
procedures, Everything is centrally planned
and no one can take decision on his own
behalf, So, sometimes, customers have to
face huge losses, as their demands are not
satisfied in time,
However, government works for the social
welfare of the country, In free market
economic system, goods are considered as
candidates and customers are voters. It shows
freedom of choice for the private people but
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where government (s sovereign and lakes
decisions to produce goods and services
without taking Into account the will of the
customers,

However, government produces public and
merit goods, which will be produced in a little
quantity if handed over to the private seclor,
Free market works for the satisfaction of wants
of people and government produces baslc
necessities, It means both the sectors are very
necessary in the form of mixed economy to get
desirable outcome in the country,

Question No. 3 Nov 2007

3(a) Explain how resources are
allocated in a market economy? [8]

Market economy is an economy in which
private individuals and companies are allowed
to use the resources to produce goods and
services. This economy is characterized with
private ownership and self-interest where
private producers work hard to earn high
profits. Goods are candidates and customers
are voters and money acts as a vote, which
mean that if the people are going to purchase
more quantities of some specific product; they
are casting their vote in favour of that product
and they want that the product must remain in
the market. Competition is the main feature of
such economy and role of the government is
very limited.

In this economy private producers respond
their customers very quickly. So, the needs
and wants of the people are satisfied in time.
All the decisions in this economy are taken on
the basis of invisible hands (i.e. the forces of
demand and supply. The economic decisions
of what, how and for whom to produce are
taken on the basis of price mechanism and
prices are determined at a point where
demand and supply curves intersect each
other,

Price
N

0

traded Q) High cormpettion it the sesatitttrf
lsads 1o higher efficieny and bettar gquality of
goods wnd services 1o satisty the nesds st
wants of soclely, People have a legal figtt 16
hold thelr private propsity, Gonsiurmesrs ars
soversign and they can chooss of 16ject the
goods and services acourding 1o theit e il
No one can enforce thern 1o by some spsic
produdt,

People have opportunities 1o grow thoss who
are compstent enough and hardworving, tarn
earn high as compared 1o the lazy, |ethargic
and Idle people, In short, in private sector of
economy all the basic sconomic decisions to
allocate resources/factors of produdtion ars
taken on the bhasis of price mechanism,
Resources are allocated to producs luzunious
goods for the affording peopls by using capital
intensive techniques,

Question No. 2 June 2008

2(a) Explain the three economic
questions that all economies face
hecause of the basic economic
problem. [8] )

The basic economic problem faced by all the

societies of the world is scarcity which refers

to the limited resources and unlimited wants,

Limited resources enforce us to make choices

and so opportunity cost also occurs, All the

wants cannot be satisfied because of scarcity,

This Is ever lasting problem and can only be

solved if prices are set to be zero which is

again impossible, The three questions are
what, how and for whom to produce?

The first question relates to the selection of
goods to be produced by the firm, Due to
scarcity all goods and services cannot be
produced due to wifich individuals and
government has to decide to produce some
specific product,

In free market economy, private producers
focus on the profit motive, so they produce
those goods which can yield high profits, While
government produces public and merit goods
for the whole soclety,

When the first question has been answered
successfully then the firms and government
has to decide about the technique of
production which gives them the answer for
the second question while different techniques
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il ‘u-.nlm“nlc Lan he fahow intensive ‘Hl]"
vapilal didsisive. | abisur-inilensive technique
(et Wi the method n which more lahour and
Inea ihacliniely 18 heing used, Government
sk e labourintensive fechniques 1o
fariinide Whe level of employment. On the
Wil hand, capitalintensive technique uses
e fiathinery and less labhour. Private
pladucers  use  more  capital-intensive

Ischinlgques (o produce more (o earn high
jirhafils

Wheni Ihe second question has heen clearly
alisweled Wien the finms and government has
16 decite abinut the class of people for whom
unnils &Nl sefvices are 1o he produced,
Goveriment produces for all in the society
while  private  individuals produce  and
istrbute goods and services for the affording
people 1o earmn high profits,

(h) Biscuss whether the price mechanism
Is an effective way 10 solve the basic
sCONOMIC problem, [12]

Ihe price mechanism is the feature of free

Mafkel economy in which most of the

lesOurtes afe owned and controlled by private

Individuals and companies, Rasic economic

Problem refers (o scarcity of resources which

means thal 1esources are limited,

It operates through the forces of demand and

supply. rices and quanlities are determined

where demand and supply curves intersect
each other as shown helow;

I*rice
M
[ I,
_— . N
1] 7()

Adcording to the price mechanism, price will
he delermined at "P" and quantity traded will
he "Q", Any change in demand and supply will
shift the equilibrium accordingly, It shows that
gnods are candidates and customers are
volers, Helf-interest is also the main
characteristic of free market, Economies
which show that individuals work for their profit
motive, those who work more hard, earn more
and vice versa,
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There is a competition in the market vhere 4
large number of firms may try to attract t
customers. )t may reduce the price leye
well,

Firms and individuals work more efficiently
and they bring innovations to produce higp,
quality products at low rates. A wide range of
goods and services will be available to the
people. So, they can enjoy a good standard of
living as well,

Consumer's sovereignty is also there ang
people can select the goods and services
which they like and they can reject what they
dislike. Role of the government will be very
limited over there. Consumers can get
luxurious products to satisfy their wants which
are not available to the people in planned
economy. Producers respond their customers
very quickly due to which people can satisfy
their needs and wants timely,

But most of the time private producers may
produce less than the optimum level which
results in loss of positive externalities in the
society, resulting in dead weight loss and
market failure. It also gives rise to disparities
or income inequalities among the members of
society, Rich grow to become richer and poor
are getting poorer, Lack of government
intervention also results in lack of public and
merit goods, Public goods having the factures

of non-excludability and non-rivalry are not

produced by the free market economy

because of free rider problem. So, the problem
of market failure can be solved depending
upon the degree of failure and effectiveness of
price  mechanism, However, the basic
economic problem cannot be completely
solved through price mechanism but it is

thought to be effective when operating
efficiently,

| as

Question No. 2 June 2009/21

2(a) An eéconomy can produce
agricultural and industrial goods.
Explain the possible effects on its
production possibility curve if
there Is an increase in the
Productivity of its agricultural
workers. [8]

Production possibility curve is a curve which

shows different combinations of two products

that can be produced with the given resources.
It is shown In the following figure;


www.youtube.com/megalecture

il

Online Classes : Meqa|ecture@qmal|.com

www.youtube.com/megalecture

www.megalecture com

Qamar Baloch

AS Level Economics Topical Paper-2

A

\
Y\
(o} X > X-Good
According to the_diagram an economy can
produce “OX" units of Agricultural-Goods or
0Y” units of Industrial-Goods. Increase in
productivity of agricultural labour will shift the

PPC to the right. It can be a pivotal shift as
shown below in fig 1.
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Fig 2

0] > 0 >
Zricultural goods A B agricultural goods

If productivity improves for Agricultural-Goods
only then the shift in PPC will be pivotal to the
right on X-axis only. Now economy has
potential to produce more of agricultural goods
even with the same amount of resources. But
rise in production possibilities of agricultural
goods may also help in availability of more
resources and raw materials available to
produce industrial goods as well and in the
long-run PPC may completely shift to the right
as shown in fig 2.

Discuss whether ~a  market
economy can solve the problem of
scarcity more effectively than a
command economy.[12]

Free market economy refers to the economic
system in which most of the resources of
country are owned and controlled by private
individuals and companies, While planned
cconomy I8 an economy In which most of the
resources are under the ownership and
control of government, Market oconomy
possesses the features of self-Interest or profit
motive In which private Individual work hard to
earn higher profit. It leads to high efflclency
and productively,

(b)

MEG

youtube.com/meg
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In planned economy, there is no self-interest
or profit motive. People receive fixed salary
even though they are working very hard and
contributing a lot of effort for the growth of a
government institution.

There is a greater competition in free market
economy which helps in low prices for high
quality products. But sometimes, they spend
rashly on advertisement to get advantage over
others. It leads to wastage of resources. While
in planned economy, there is no competition
and government needs not to advertise to
persuade the people to buy the product or
service.

Individuals respond their customers very
quickly so that they can satisfy their needs and
wants timely. On the other hand, government
responds its customers very slowly, because
of complicated documentation and
procedures. Everything is centrally planned
and no one can take decision on his own
behalf.

Therefore, sometimes, customers have to
face huge losses, as their demands are not
satisfied in time. However, government works
for the social welfare of the country. In free
market economic system, goods are
considered as candidates and customers are -
voters. It shows freedom of choice for the
private people but this is also missing in
planned economy, where government is
sovereign and takes decisions to produce
goods and services without taking into
account, the will of customers.

However, government produces public and
merit goods which will be produced in a little
quantity if handed over to the private sector.
Free market works for the satisfaction of wants
of people and government produces basic
necessities. It means both the sectors are very
necessary in the form of mixed economy to get
desirable outcome in the country.

Scarcity refers to the limited resources and
unlimited wants. This problem is faced by all
the economies of the world. Free market
economies, where private individuals focus on
their profit motive may use the resources more
efficiently so they may reduce the element of
scarcity however, when basic needs are
satisfled their wants tend to rise due tQ which
scarcity still remains in the economy. The
command economy has achieved lower
standards of living but with the more even
distribution of income.
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Bacause  both  private  companies ary
government will be competing each other, g,
thay will fry to produce better quality goods,

However, the problem of scarclly remaing
although Its  nature  differs  in differen
economic systems, This problam ¢an only he
solved If prices are set to be 2610 and again, It

Private Investors and  companies can he
I8 never possible (o sel prices al zero lavel, o, prohibited to produce those goods which are
it is ever lasting problem, soclally undesirable, If private investors are

producing those goods, government will

Question No, 2 Nov 2009/21 Intarvene and will try to reduce the production

2(b) Discuss  whether government of demarit goods which are creating negative
intervention always Improves the oxtarnalities,
operation of the market, [12) Government will tax such goodq and their
Market system refers (o the situation where supply will fall, Which leads to orlmmum lovel
resources of tha country are used by private of production, government can also WI'thdraw
individuals and companies for (heir profit subsldy on such goods If it wag providing the
' Y samo, In tho same way, if government
motive. Most of the time, they may over charge : itablo 1o be shutd th
and under-produce which may cause market r,onnldvnm I ,n,“ avio o }0 on i»ovtvin on
failure, Sometimes, thay may over-produce s governmont can ban 8“2’ e nizations to
well. So, government Intervention: become oporato In an oconomy. Private s?ctor is not
necessary, which s observed I mixed Bpare 1o produco socially undesirable goods
economy, and sorvicos,
Mixed economy is defined as an 6conomy In ““”'G‘ noct.)lrmlll!?u of fo a[o prz\t’:ﬁ;‘é v the
which part of the resources are under private ”;:Yffm'{']m' . ‘ouourfou“ are d all mtgre
ownership and part of the resources are under nm(:'m) ‘y | um‘hl ycro(; ugo\(/)e leagan aetocgonée
ov;/nerfshlp and control of the govarnmeant the :;l \;(:3(;};"313& r(:Jl(()’B' bocupuso gov?arnrgnent’z
role of planning and government intervention el i
is very important for welfare, I is the best :/l(r)r;kItit]"l:gl((:omzrrl:):]irr:l(zzsropdrggés.ml:?:péeo c;g
economic system because | containg the finally (:OI\(‘llldOd that government inte;wel';tion
benefits of both market and planned economy, u e -
P 1o a cortain limit Is beneficial, However,
In mixed economy people work for thelr profit over Intorvention  detorlorated the whole
motives, They produce those goods which situation,
maximize their profits, They use those
lechniques of production whicl result In
minimgm cost of production, Government Quos?lon No. 3 June 2010/21
produces public and merit goods for social 3(w) ‘A freo market price Operates as a
benefits, Both the sectors are playing equal ratloning , _and allocating
role for the proper functioning of the 6coNoMY, mochanism.” Explain how it does
Those departments which are (oo much costly this. [8]
private individuals and companies are unable Markot economy s an economy in- which
to invest In such departments  then privato Individuals and companies are allowed
government will produce those goods and wil 0 usa the resources to produce goods and
crowed out, . u?rvl;:rus dtlo oarn prciﬂt and to satisfy the wapts
While crowding out means fall In private gpo?ul(::s ngs p(;orarc;.tIo/:mgeeanrgarl;ﬁ:)cg{ilgz
investments _and rise In  govermont Mmachanism bocause those goods are being
investments, The key industries like defance produced which can fetch a good price and for
are controlled by the government and thero s those people who are able and willing to pay
no contribution from the side of private sector, the price. Those who are not able or willing to
It Is also beneficial for the economy to have purchase the product at a market price are
such industries under the ownership of the automatically excluded from the list.
gOVE‘fln"WQ"‘Iv '”V'“'S“’ "“‘“td:’\ “‘":“’a "(‘;""gmt‘ So, rationing mechanism decides for whom to
eclding prices and output In an eg ' produce or who will get the product and
Peoli"a can enjoy better qualty goods and allocating mechanism d%cldes wgat and how
services,

to produce.
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This economy is charactenzed with private
ownership and self-interest where private
producers work hard to eam high profits.
GSoods are candxdates and customers are
voters and money acts as a vote which means
that if the people are going to purchase more
quantities of some specific product; they are
casting their vote in favour of that product and
they want it to be in the market. Competition is
the main feature of such economy and role of
the government is very limited.

In this economy private producers respond
their customers very quickly. So. the needs
and wants of the people are satisfied in time.
All the decisions in this economy are taken on
the basis of invisible hands (i.e. the forces of
demand and supply).

The economic decisions of what, how and for
whom to produce are taken cn the basis of
price mechanism and prices are decided at a
point where demand and supply curves
intersect each other. It is shown in the
following figure. Price will be charged at *P”
and quantity will be traded Q. High competition
in the economy leads to higher efficiency and
better quality of goods and services to satisfy
the needs and wants of society. People have
a legal right to hold their private property.

Price
AN

N
7,

0 Q Q

Consumers are sovereign and they can
choose or reject the goods and services
according to their own will. The price of a
product determines who has the purchasing
power to afford the goods. A higher income
means greater ability to purchase. Therefore,
the price system favours the richer in society.
It rations the restricted quantity available
between those who might wish to buy. The
price also allocates resources between
competing uses. The higher the price the
greater the potential reward to factor owners.

MEGA

w.me

This will attract resources to those actvities
which pay the highest price in determining the
employment of factors of production.

Question No. 2 November-10/21
2(a) Explain how microeconomic and
macroeconomic issues may be
represented using  production
possibility curves. [8]
Micro. economics is the branch of economics
which studies the economy at individual level
while macro-economics is the branch of
economics which studies the economy as a
whole. Economic growth and unemployment
are macro — economic issues while
opportunity cost and scarcity can be micro-
economic applications. Scarcity refers to the
limited resources and unlimited wants it is the
basic economic problem faced by all the
economic societies of the world.

The resources refer to land, labour and capital.
All these resources are limited to satisfy all the
wants of the society. Scarcity enforces us to
make choices because all wants cannot be
satisfied with finite resources. When we are
making choices, opportunity cost will occur.

For example, if we have a piece of land we can
construct a factory on it as well as we can use
it as a parking lot. If we decided to construct a
factory, then parking place will be the
opportunity cost.

Similarly, if a fish monger decided to collect
coconuts instead of catching fish then fishing
will be the opportunity cost. However, the
amount of opportunity cost depends upon the
efficiency of one resource to produce two
different goods. If a resource is equally
efficient for both the goods, then its
opportunity cost will be equal/constant.

On the other hand, if it is not equally efficient
for both the good then opportunity cost will be
increasing which means that he will be getting
less and sacrificing more. However, the link
between scarcity and opportunity cost can be
explained with the help of production
possibility curve.
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Production possibility curve is a curve which
shows different combination of two products
Which we can produce with the help of given
resources,

According to the above diagram,

initially,
economy is operating at “A” where capital
amounts to “OK,” and consumption is “OC,",

Now, if we have decided to inve

shown with combination “B”
will fall to

st more to K"
then consumption
C2" is the opportunity cost. This will
lead to fall in current standard of living, future
standard of living and production possibilities

will rise, Vice versa is true for the movement
from “A” to “C”.

Scarcity is an everlasting problem of every
society. It cannot be completely solved but it

can be controlled to some extent through
conservation of resources. If we exploit the
resources moderately and try to conserve

them for future use, then we can control this"

problem to some extent. This problem can
completely be solved if prices are set to be
zero but it is again never possible to set prices

at zero level. It means it is ever lasting
problem.

Question No. 3 Nov 2010/21

3(b) Discuss the importance of price in the
effective operation of a mixed
economy. [12]

Envisioned Answer '

Mixed economy is defined as an economy in

which part of the resources are under private

ownership and part of the resources are under
ownership and control of the goyt. thg role of
planning and govt. intervention is very

important for welfare. It is the best economic

system because it confers the benefits of both
market and planned economy.

MEG
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In mixed economy people work for the
motives. They produce those goods
maximize their profits.
techniques of production which result i,
minimum cost of production. Govt, Produceg
public and merit goods for social benefit. Both
the sectors are playing equal role for the
proper function of the economy. Those
departments which are too much costly private
individuals and companies are unable tq
invest in such departments then govt, wil|
produce those goods and will crowed out,
While crowding out means fall in private
investments and rise in govt, investments, The
key industries like defence are controlled by
the govt. and there is no contribution from
private sector. It is also beneficial for the
economy to have such industries under the
ownership of the govt. Invisible hands also
help in deciding prices and output in an
economy. People can enjoy better quantity
goods and services. Because both private
companies and government will be competing
each other. So they will try to produce better
quality goods.

Private investors and companies can be
prohibited to produce those goods which are
socially undesirable. |f private investors are
producing those goods, govt. will intervene
and will try to reduce the production of demerit
goods  which are creating  negative
externalities. Government will tax such goods
and their supply will fall which leads to optimal
level of production? Government can also
withdraw subsidy on such goods if it was
providing the same. In the same way of govt.
consider it suitable to be shutdown then gowt.

can ban such organizations to operate in an
economy.

ir profit
Which
They use thoge

Private sector is not Spare to produce socially
undesirable type of goods and services. Basic
. ecessities of life are provided by the govt.
. fesources are utilized more efficiently and
productive and allocative efficiency is
achieved. People can get goods at very
cheaper rates because Government's aim is

not to maximize profits. People can work hard
to earn and produce more,

Question No. 2 June 2011/22

2(a) Explain the role that a government
should fulfill in a mixed economy. [8]
See Q.2b November 2002
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Question No. 2 November 2011/22
2(a) Show how production possibility

curves may be used to explain any

two economic ideas.[8]
Two economic ideas can be scarcity and
opportunity cost which can be explained with
the help of production possibility curve.
Scarcity refers to the limited resources and
unlimited wants. It is basic economic problem
faced by all the economic societies of the
world. Resources refer to land, labour and
capital. All these resources are limited to
satisfy all the wants of society.
Scarcity enforces us to make choices because
all wants cannot be satisfied with finite
resources. When we are making choices,
opportunity cost will occur. e.g. if we have a
piece of land we can construct a factory on it
as well as we can use it as a parking lot. If we
decided to construct a factory, then parking

place will be the opportunity cost. Similarly, if-

a fish monger decided to collect coconuts
instead of catching fish then fishing will be the
opportunity cost.

The amount of opportunity cost depends upon
the efficiency of one resource to produce two
different goods. If a resource is equally
efficient for both the goods, then its
opportunity cost will be equal/constant.

On the other hand, if it is not equally efficient
for both the good then opportunity cost will be
increasing which means that he will be getting
less and sacrificing more. However, the link
between scarcity and opportunity cost can be
explained with the help of production
possibility curve. Production possibility curve
is a curve which shows different combination
of two products which we can produce with the
help of given resources.

E.
Consumption r

(&} \L

According to the above diagram, initially,
economy is operating at "A” where capital
amounts to "OK," and consumption is “OCy".
Now, if we have decided to invest more to “K,"
shown with combination “B" then consumption
will fall to “C;" is the opportunity cost. This will
lead to fall in current standard of living, future
standard of living and production possibilities
will rise. Vice versa is true for the movement
from “A” to “C".

(b) Discuss whether the combination of
improved technology and globalisation will
result in solving the basic economic
problem. [12]
The basic economic problem is scarcity of
resources due to unlimited wants. Scarcity
shows that resources are limited to satisfy all
wants. Improved technology increases
productivity and production possibilities in the
country as well as the world will rise. It is
shown in the following figure;

YA
IY2

v~

>
O Ql Q2 X
The above diagram shows that production
possibilities were initially less and we were
able to produce OQ1 quantity of x-goods or
OY1 quantity of y-goods. But improved

. technology has resulted in increase in

production possibilities to OQ2 for x-goods or
OY2 for y-goods. It means now the economy
has potential to produce more as compared to
the past. Similarly, globalization may lead to
increase in production possibilities of the
country as globalization bridges the countries

“and they can trade with each other easily.

Globalization may result in specialization and
when countries are specialized their output
level will rise.
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Again production possibilities can increase.
Countries will make best use of resources.
Hardship may be reduced but whether all this
will solve the problem of scarcity or not. It is
described  as: Improved  technology,,
globalization and even progress cannot solve
the scarcity issue because wants evolve
through time and because our wante are social
and changes in steps with those of others;
those wants have no set limits. In the
unceasing race between output and wants,

there Is little doubt that the latter

will always
win,

However, samo milestone of wants can he
established 1o evaluate i, But again the
reliabllity of that milestone is questionable, It is
also very difficult to find that milestone as a
marked boundary of wants, So, we assume
that scarcity Is inevitable and even improved
technology and globalization cannot allay its
bite in a way we can clearly explain, Therefore,
scarclty Is the basic and inescapable problem.

Question No.2 June 2010/22

2(a) Explain how a country’s production

possibility curve depends upon its
factors of production. [8]

Production possibility curve is a curve which
shows different combinations of two products
that can be produced with the help of given
resources. It is shown below:

ﬂ\

Y

pPooH-A

0]

X —> X-Good

According to the above diagram an economy
can produce “OX” units of X-Goods or “OY”
units of Y-Goods. Change in productivity of
labour or other resources will shift the PPC.
Improvement in productivity shifts the PPC
towards right and deficiency in productivity
may shift the PPC towards left.

MEGA
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On the other hand, factors of Production
include land, labour, capital and enterprige,
These factors are available in differg,
countries irregularly. One country may pe rich
in one factor and the other may be in somq
other factor of production. Their Production
possibilities also depend upon these factors of
production. Seas, rivers, minerals are includeg
in land. Skilled labour is human resources anq
technology is capital. Combining all thege
factors will help to produce goods and
services. Availability of more factors wil shift
the PPC to the right as shown below:

Y-Goods

A

2005

2000

> X-Goods

A rise in productivity or availability of
resources for both the goods will shift the PPC
completely to the right as shown above and
improvement in productivity of only one good

will result in pivotal shift in the PPC shown
below;
A A
¥-Good Y-Good
AN
—> AN
X-Good

. )(Good7
A rise in Productivity of Y-Goods will shift the

PPC on Y-Axis and if there is increase in
Productivity of X-goods then PPC will shift to
the right on x-axis. PPC might be used to
assess the performance of 3 country as well.
Rightwards  shift in PPC shows  a good
economic performance of a country in the form
of use of resources while left wards shift

shows poor performance ang depletion of
resources/factors of production.
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Question No.2 June 2012/22

(b) Discuss whether an economy’s
production possibility curve is more
likely to move inward or outward
over time. [12]

Production possibility curve is a curve which

shows different combinations of two products

which can be produced with the help of given

resources. It is shown in the following figure

Consumption 1
G e c
a $ : A
Q  feteaaaas i---- -\ B
SR
<>

fo) - p— —» Capital
The above figure states that if an economy
employs all of its resources on capital then it
can produce "Ok” quantity of Capital-Goods
but it will have to sacrifice consumption
completely which will be the opportunity cost.
In this diagram consumption is shown on Y-
axis.
Combination “A” shows that we can produce
“OC4+" units of Consumer-Goods as well as
“Ok+" units of Capital-Goods. Similarly,
movement from “A” to “B” shows an increase
in production of Capital-Goods from k; to k2
which will lead to fall in consumer-goods from
C1 to Cz. So, the gap between C; and C2 will
be the opportunity cost.
Production possibility curve (PPC) may shift to
the right as well as to the left. It depends upon
different factors. PPC may completely shift to
the right as shown in following right hand side
figure. It happens if new natural resources are
being discovered. Discovery of new natural
resources means now the economy would be
having more resources to produce more
quantities of both the goods.
Its potential to produce will rise. Improvement
in technology also shifts the PPC to the right.
Better technology shifts the PPC to the right
from AA to BB as shown on right hand side
graph. It also shifts to the right if there is
increase in productivity of labour as well as
other factors of production.

Y-Good
YGood } B
B
A
C
Z N—}
0 > o \ —>
C 8 X-Good A B XGood

Exhaustion or depletion of natural resources
will shift the PPC inwards or leftwards as
shown in the left hand side graph above from
BB to CC. Fall in productivity also shifts the
PPC towards left. However, the net effect
remains uncertain. If the rise in production
possibilities due to improved technology is
more than the fall in production possibilities
due to exhaustion, then PPC will finally shift to
the right and vice versa. But there will be
rightwards pivotal shiftin PPC as shown in the
left hand side diagram below if there is
discovery of new natural resources only for x- -
goods or technology and productivity
improves only for x-goods. Vice versa will be
true for right hand side graph below;

A A
Y-Good Y-Good

° XGood * XGood ©
If rise due to technology and fall in production
possibility due to exhaustion is equal, then
PPC may remain the same. However, the final
position remains uncertain.

Question No.2 June 2005

2(a)  Explain the differences in the features
of a market economy and a planned
economy. [8]

Free market economy refers to the economic
system in which resources of country are
owned and controlled by private individuals
and companies. While planned economy is an
economy in which resources are under the
ownership and control of government.
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Market economy possess the features of self-
interest or proft motive in which private
indivwdual work hard to earn higher profits. It
leads to high efficiency and productively. In
planned economy, there is lack of self-interest
or profit motive. People receive fixed salary
even though they are working very hard and
contnbuting a lot of effort for growth of a
government institution.

There is a greater competition in free market
economy which helps in low prices for high
quality products. But sometimes, they spend
rashly on advertisement to get advantage over
others. It leads to wastage of resources. While
in planned economy, there is no competition
and government needs not to advertise to
persuade the people to buy the product or
service.

Individuals respond their customers very
quickly so that they can satisfy their needs and
wants timely. On the other hand, government
responds its customers very slowly, because
of complicated documentation and
procedures. Everything is centrally planned
and no one can take decision on his own
behalf. So, sometimes, customers have to
face huge losses, as their demands are not
satisfied in time. However, government works
for the social welfare of the country.

In free market economic system, goods are
considered as candidates and customers are
voters. It shows freedom of choice for the
private people but this is also missing in
planned economy, where government is
sovereign and takes decisions to produce
goods and services without taking into
account the will of the customers.

However, government produces public and
merit goods which will be produced in a little
quantity if handed over to the private sector.
Free market works for the satisfaction of wants
of people and government produces basic
necessities. It means both the sectors are very
necessary in the form of mixed economy to get
desirable outcome in the country.

MEG

Characteristics anqg
Functions of Money

Question No. 2 June 2010/21
2(b) Discuss how the operation of a
barter economy would be affecteq
by the introduction of money, [12]
Barter system refers to exchange of goods
with other goods instead of using money ang
requires a double coincidence of wants, Oy
primitive ancestors used to use this method to
satisfy their needs and wants and money is
something which is generally acceptable as 3
medium of exchange and at the same it js
used to store the value or wealth.
Introduction and use of money has enhanced
specialization due to which efficiency has also
increased. Introduction of money has affected
the operation of barter economy because
money performs four functions;
v" Medium of exchange,
¥ Measure of value/unit of account,
v Standard of deferred payments and
v Store of value/wealth.
In barter economy goods were exchanged
with other goods which was very difficult task
but invention of money has solved this issue.
Now, people can get goods and services in
exchange of money because it is generally
acceptable by everyone ranging from a fruit
vendor to a big multinational company and it
can be divided into smaller units to make
payments of different amounts. For example,
consumer can buy a very small article, a
needle, which costs only one rupee and it can
be obtained by paying exactly one rupee,
unlike the barter trade in which goods were
indivisible and consumer had to give
sometimes a very big and expensive product
against a small article. It was totally unfair
system. Therefore, money has replaced it with
the new and a fair system of exchange.
Money also performs its function of measuring
value of goods and services. In barter
economy, it was very difficult to measure value
of one against multiple products. There was no
common measuring rod. Every time, people
had to measure of product with different
product. For example, measuring value of a

" book against pens, pencils, rulers, thumb pins,

youtube.com/meg

water bottle, bag and marker would be a
challenge every time.
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The people had faced such issues during
barter trade in the past. But money has
affected barter system in this regard as well
because now we have money as a common
measuring rod. The buyers and sellers can
easily set and negotiate prices of different
products and factors of production in terms of
money. For example, the value of a book can
be simply represented as its price in terms of
maney like the price of an economics book is
rupees 1000. Similarly, we can determine the
value of mountain, particles of sand, cars,
houses, furniture and a pens in terms of
money. It is really easy job now as compared
to the old system of barter trade.

Money also performs its function to be used as
a means of deferred payment, which are the
payments which people have to make in
future. Sometimes, people buy goods and
services on credit and have to pay later. This
is a deferred payment which can be made with
money because of its stable value and
acceptability. Making deferred payment in the
past was again an uphill task because value of
goods in most of the cases was unstable
because the goods they used to use for this
purpose don't had stable value. So, money
has affected that old system in this regard as
well.

Last but not the least, money performs its
function to store the value and wealth. Those
who save more money in their bank account
or even at home, they become wealthy and
rich as compared to those who have less
money or other property representing wealth.
Barter is again affected by money because
goods people used to use to become wealth
did not have stable value and durable nature.
Since, most of them were perishable goods,
so storing them could not make people
wealthy.

Itis concluded from above discussion that an
effective money will have properties of

acceptability, durability, portability, divisibility, -

homogeneity and scarcity which makes trade
easier, quicker and more widespread as
compared to barter system. It makes
specialization and exchange easier and
become common and it can extend to
international level.

Banks have confidence in advancing loans
because of its stable value. Enhanced trade
can increase economic activity and improve
standard of living of nations.

However, it may lead to hyperinflation and
counterfeiting if it loses its value due to
oversupply as it happened in Zimbabwe in
November 2008, where prices of very small
articles like a loaf of bread and a pack of
cigarettes cost millions of dollars. In such
situations people may prefer to exchange
good with other goods instead of using money.

Question No. 2 June 2012/22

2 (a) Explain why all types of economic
system benefit from the existence
and use of money.

[8]

Different types of economic systems include
free market, planned and mixed economies.
Free market refers to the economic system in
which resources of the country are owned and
controlled by private individuals and
companies where prices are determined
through the forces of demand and supply.
People work hard for their profit motive.
Competition is also there in the economy.
There is very limited role of the government.

On the other hand, planned economy is an
economy in which resources of the country are
owned and controlled by the government.
Government produces public, merit goods and
basic necessites of life. Equal job
opportunities are available in the market.
While in mixed economy some of the
resources are owned and controlled by the
government and some of the resources are
under private ownership.

While, money is something which is generally
acceptable as a medium of exchange and at
the same time it is used to store the value. All
type of economic systems benefits from the
existence and use of money because it helps
them through its four functions:

v Medium of exchange.

v" Measure of value/unit of account.

v’ Standard of deferred payments.

v' Store of value/wealth.

Note: Explanation of these functions is given
in previous Question-June 2010. Please read
it and add it to your answer here but there is
no need to give conclusion because when
key word is “Explain”; conclusion is not
required.
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Types of goods and
information failure

Question No.2 Nov 2017

2(a) Explain the difference between
public goods and private goods,
Consider why profit can be made
through the supply of one type of
good, but not the other.  [8)

Envisioned Answer

The difference between public and pivate
goods is mainly identified from their features
which are explained as under;

Private Goods are the goods which are bought
and used by individuals and firms for thed own
benefit, against market price. These goods are
traded in the market by private frms W eamn
profit. These are identified though then
following features;

(i) Excludability
(i) Rivalry
(i) Rejectability

Excludability, the first feature of trivate QO
means some of the pecpie can de axcludad to
use it. Only those can denedt who oay the
price. For exampie. e pevsonal car of an
individual is excludabie for others because
peopie don't alow otvers 1o use their products
without paying for it The people can hold
private goods as thelr private property and can
exerIse thair propernty nghts,

Rivaky means: # the product is purchased and
consumed by one individual, its availability for
others diminishes. In above example, if owner
of the car allows someone to use it, then he
himseif would not be able to enjoy its benefits
for the time it is used by another person,

Other examples of private goods may include;
private house, light bulb, fan, furniture, book,
food items, bed and laptop etc. Some of the
parks are privately owned where consumers
have to pay some amount as an entry fee,
Therefore, those who are not able or willing to
buy ticket will be excluded. In case of food
items like the piece of fried fish purchased and
consumed by one person would no longer ba

available to someone else s also an example
of private good.
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On the other hand, pubhc goods are
am pivate goods because
differant features:

diforam
of their three

W Non-Excludability: it MRAANR! 2vernyone
I8 allowad to use it Once, it is Provided
0 someone, we cannot SOP others o
get benefit from it The ones WwWho
beneafit without paying for it are known
as free-ders,

W0 Nom-Rivalry: It maans; good can be

axtended to many people  at s

marginal cost, If some extra people

use it, the benefit to those wha are

-already using it do not decrease.

() Non-Rejectability: Once. the Q00d has
baan supplied, it cannot be rejected by
the paople, for example, flood defence

systemy,  construction of dam  and
motonways,

Profit can be made through the supply of
private goods but not from public  goods.
Private goods being excludable and rival are
available to those only who are willing to pay
the price, free riders are not — allowed,
Therefore, producers can sell them in the
market against a market price to earm profit,
For example, the producer of a car will not sell

it to someone at zero price, so0 it can ean
profit,

Public goods on the other hand, cannot be
supplied to earmn profit because of non-
excludability and non-tivalry, Free tdets are
allowed to use these products.

For example, streetlights; everyone pagsing
through the street can benefit from it and its
benefit to the existing people will not diminish,
Similarly, soldiers and policemen deployed to
save paople do not exclude someone to
provide security and safety,
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In the same way, lighthouse by
to remain away from dangeroy
exclude some specific ghj
penefit while the benefit of
not reduce,

public goods are not traded (bought ang sold)
in the market. Therefore, no one ¢an purchase
it which is completely at his disposal. Bal;\g
non-rival  and non-excludable, private
individuals and companies don't Produce such
goods due to free-rider problom.

tto warn ships
8 rocks will not
P from getting
existing ships will

(b) Discuss why merit goods may be
under-consumed in a mixed oconomy,
Consider whether maximum prices or
education campaigns would be more
effective in ensuring that these goods
are supplied in appropriate quantities.

1

Envisioned Answer 12l
Mixed economy is an economy in which part
of resources are owned, controlled and
utilized by the government and part of
resources are under ownership of private
sector. While merit goods are those, which not
only give benefit to the consumers but also to
the non-consumers or the third party. These
goods may be provided by the government or
private sector or by the both in mixed
economy. Generally, they are provided by the
government and government thinks that all
people do not afford them but they must have
them. Therefore, government produces them
at its own or provides subsidy to private
producers to sufficiently produce them. Such
goods create positive externalities or positive
side effects, which are benefits to
nonmembers of transaction. These goods
provide benefit more than the consumers
themselves perceive.

For example, plantation, public parks,
education and healthcare (like vaccination)
efc. Plantation not only gives benefit to the
person who has grown it but also to the non-
members like neighbors and other people
living in that area, in the form of refreshlng
environment. In mixed economy, merit goods
may be under-consumed due to lack of
affordability of consumers or due to lack of
information about extended benefits of these
goods. Therefore, the issue of under-
consumption can be solved through
government intervention by;
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v Ilnp(minu maximum price or
4 Using education campalgns
Maximum price

is the price set by government
below equilibriy

m to increase affordability of
consumers, Therefore, more people will be
able to buy these goods, consume more
quantity and the issue of under-consumption
may be solved. However, maximum price
Creates shortage, since it is set below
equilibrium as shown in following figure;
Price

............

PM A« B—— & |
/? Slmitauo ‘;\D
L 50
0 | Q C
This figure shows equilibrium price for a merit
good is P and quantity traded is Q. PM is
maximum price set by the government and it
has resulted in shortage equal to AB or FC,
Those who would be able to get merit goods
at price PM would definitely benefit from this
government action. However, because of
shortage in the market, many consumers
would not be able to get the product and it may
lead to black marketing. In this way, this policy
seems to be less effective unless government
provides subsidy to private producers to
ensure production and increase supply which
is sufficient to satisfy needs of all of the
consumers at this price. Secondly,
government can solve the issue of under-
consumption of merit goods through provision
of information, using education campaigns,
These campaigns will provide information
about benefits of merit goods and as a result
many people would get convinced to use
them. Therefore, the demand for these goods
will rise and the issue of under-consumption ‘
will be solved. It is further explained with the
following figure;
Price

ﬂ\
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Fhis figure depicts, initial equilibriug

I where martkel price of a mer)l good s ¥ and
quantity traded 15 Q. Owing 1o provision of
Information through  education campalgns,
demand tor thess goods will rise and demand
curve will shift towards right from D 10 1)y and
new equilibrium will take place af |, price will
Hse Lo 1y and quantity traded will rise 1o (4, In
this way, the issue of under-consumption of
merit goods will be solve and it will also lead
lo extension in supply from I {0 1, Therefors,
there would be lesser chances of shortage,

However, this method is Very expensive may
lead to higher cost for the government, The
success of this policy also grealy depends
upon the presenters of information, If the
policy is not appropriately  designed,
implemented of presented, then it may not
lead to increase in demand for merit foods and
may not solve the issue under discussion.
Therefore, government should also ensure;
policy is designed and implemented properly
by the people having greater communication
skills  to convince consumers that the
information they are giving is really important
to them and has a proper sequence to be
conveyed in good manner.

In short, we concluded that both of the policies
have their pros and cons. However, provision
of information through education campaigns
seems relatively effective as compared to the
policy of maximum price, since the policy of
education campaigns not only increases
demand for merit goods but also extends the
quantity supplied of these goods by private
producers and it involves less financial burden
for the government,

Question NO.2 June 2016
(a) Use examples to illustrate the
difference between private goods and
public goods, and explain why only
private goods will be supplied in a free
market economy, (8]
See Q2(a) Nov 2017
(b) ‘The factor enterprise and the free
working of the price mechanism
always ensure a satisfactory outcome
for consumers even when imperfect
information exists.'

Discuss this view. (12]
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prices of goods and servies, §igs 5y
Individugls work hard for thelr g 1/ 46
Prices keep on changing BEYSIYY Wy s
changes in demand snd supply of gogss, By}
sevices, The price incresses 1or those YA
which have grester demand, T TR P
supply increases the price levsl s incgem
in supply decreases the prics, In this Syster
consumers’ preferences  detssmins
goods 10 he produced,

In free market 6conomy due 1o imprecation oA
information consumers and producers cansg
identify the need 1o produce and consume
merit goods and harms of demert goods, Wers
goods are the goods which have positize
effects on the users as well as non-users o
the product, It means it affects the third pan )
in positive way, On the other hand, demert
goods are the goods which have negative side
effects on the consumers as well third party,
Third party is the person who is neither
consumer not producer hut he is affected
production and consumption of goods and
services,

Merit goods are provided by the government
generally for the welfare of society and demerit
goods produced hy the private sector for their
profit motive,

Merit goods if provided by the private would be
under-produced and under-consumed. For
example, education and health care, If only
private sector provides education, it will be
under-produced and under-consumed
because private sector will not produce
sufficient quantity and will create artificial
shortages to get higher prices. Similarly, there
would be very less people who would be able
to pay that price and therefore, will be under-
consumed, E.g. if education in Pakistan is only
provided by the private schools like
Beaconhouse, Lahore Grammar School,
LACAS and DPS School, then there would be

very few familles who will be able to educate
their children,
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Demerit goods are more likely to be over-
produced and over-consumed because these
are habit forming like cigarettes. Imperfect
information about the effects of merit and
demerit goods make the people unable to
perceive the benefits and costs of a product or
a service. They don't know how good or bad
something is. However, if people realize the
benefits of merit goods they will never under-
consume them and similarly, if they come to
know about the costs of demerit goods they
will never over-consume them.

The social cost of merit goods is lesser than
the private cost which leads to the creation of
positive externalities or positive side-effects
on the third party. However, the social cost of
demerit goods is greater than the private cost
which cause negative externalities in the
society and has negative side-effects.

It is important to note that who is perceived
authority to identify which goods are good and
which are bad for a person. The smokers
never say that it is bad for them rather they
think it makes them active. It is a question of
value judgment which depends upon the
opinion of each person. However, paternalism
helps us to resolve this issue where society
judges which goods are acceptable and which
are not.

So, concluded that price mechanism does not
. always ensure satisfactory outcome due to
lack of information. Merit goods completely left
over to the private sector would be under-
produced due to which society will suffer. On
the other hand, demerit goods are over-
produced causing health issues and
increasing burden on the hospitals. But it is
satisfactory in a sense that it responds its
customers very quickly due to which their
demands are satisfied in time. Those work
hard get more benefit as compared to the lazy
and lethargic people. Luxurious items ate also
produced for the affording people. But it can
waist the resources on advertisement and
unproductive expenses. The advertisement
can also be misleading, misrepresenting and
fraudulent.

Question No.4 Nov 2002

. (a) Explain, with examples, the meaning
of the terms puhlic good and merit
good. (8]

(b) Discuss how a government might
increase the provision of public
and merit goods. [12]

Envisioned Answer

(a) '

Public goods are characterized by three
important features of non-rivalry and non-
excludability. The first feature means that
consumption by one person does not in any
way reduce the consumption by another
individual. The second feature refers to the
fact that the consumption of a public good
cannot confined to those who have paid for it
so there can be free riders. People can enjoy
the product without paying for it.

Examples of public goods include national
defence, the police service, lighthouse, flood
control schemes, street lightening,
pavements, public drains, radio and television
broadcast etc. So, public goods cannot be
provided by the private individual because of
free rider problem. As a result, the state must
finance them by means of taxation, and
sometimes, by borrowings or through any
other source of income like earnings from
public sector organization and fines charged
for violation of rules by the general public.
Some public goods such as defence, are
provided by the central government and street
lightening by the local authorities and are
provided directly by the government. Others,
such as flood control, are provided by giving
contracts to the private firms. Most of the
goods are private goods which are rival and
excludable but some Economists identify a
third category of mixed goods. These lie in
between the two, hence public and private
goods.

The best example in this context can be road.
Economists claim that many miles of road are
non-rival. However, with becoming possible to
excludable for non-payers like on motor ways
and high ways private car users have to pay
toll tax. Government is concerned to increase
the consumption of merit goods which create
positive externalities. They are special form of
private goods. The best examples are state
healthcare and state education. Other
examples include training, inoculation (i.e.
vaccination), insurance, public parks,
plantation etc.
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Most Economists argue that state W&&@M@a&mn No. 3 Nov 2006

is necessary to ensure a greater provision of
merit goods. Government can provide these
goods free of cost to the people like state
education and healthcare. But training
programs should be handed over to the private
firms. Some Economists claim that merit
goods do not exist because individual
consumers are the best judges of what to
consume and that the government is taking a2n
over-paternalistic approach in promoting the
consumption of these goods.

Government directly may provide public and
merit goods to achieve efficiency and equity
because private sector producers’ main aim is
to maximize profits and they are most of the
time involved in under production and over
charging. It reduces consumer surplus.
However, government may provide subsidy to
private producers to produce more quantities
of such goods. Providence of subsidy will lead
to higher production of these goods at Jower
prices. But again the issue is that government
will have to keep an eye on the functioning of
private producers. The impact of subsidy is
shown below;

Price
N ‘ S

0 Q Q1
—

It shows the availability of more public and
merit goods at lower prices and it removes the
element of under production and over
charging. However, governement may have to
supervise the conduct of private producers to
ensure efficiecy and equity.

Question No.4 Nov 2004

4(a) Explain the meaning of ‘public
good’ and ‘private good’. [8]
See Q.2 (a) Nov 2017

utube.co

- Quantity

2(a) Explain, with examples, ¢,
difference between a demerit good
and a merit good. t9]

(b) Discuss two methods that
government might use to influence 4.

-

consumption of demerit goods, [12]

N

Envisioned Answer

(a)

Merit and demerit goods are exact opposite 1y
each other and the difference between them
can be made through their feztures zng
examples 2s given below,

First of all, merit goods are mainly provided oy
government. All people do not afford them buy
but government thinks, they must have these
goods. Therefore, government produces
these goods itself or provides subsidy i
private producers to sufficiently produce them.
Such goods create positive externzlities or
positive side effects, which are benefits o
nonmembers of fransaction. These goods
provide beneft more than the consumers
themselves perceive.

For example, plantation, public parks.
education and healthcare (like vaccination)
etc. Plantation not only gives benefit to the
person who has grown it but the non-members
like neighbors and other people living in that
area benefit in the form of fresh environment
Similarly, good behavior and attitude of an
educated person through his polite manners
will also create positive externalities.

State intervention in case of provision of merit
goods is very important. If government cannot
produce such goods, then it provides
substantial amount of subsidy to private
producers to ensure their provision.

Generally, merit goods are under consumed
because people do not perceive full benefits of
merit good due to information failure. In case
of education, people don’t perceive benefits
they themselves would receive after
competition of their qualification benefits to the
society. Similarly, if education is lefi-over 0
private sector, it will be under produced
because third party cannot be excluded from
its benefits and it is not the aim of private
producers to provide benefits to
nonpayers, at their own cost.
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Contrarily, demerit goods are generally
provided by private sector of economy and
they create negative externalities or negative
side effects, which is cost to the third party e.g.
smoke of factory, cigarettes, alcohol and non-
prescribed drugs etc. not only affect
consumers but also the nonmember. These
goods are over consumed in free market
system. Over consumption of these goods
might be due to information failure since
people don't perceive the real problems
caused by these goods. Government can ban
production and consumption of such goods,
can create awareness about its harmful long
term effect through education campaign or
can impose heavy indirect taxes to control
negative externalities. Sometimes, it is a
source of confusion whether a specific good
should be classified as merit or demerit.

It is entirely based on value judgment or
opinion. One person might consider one thing
‘good’ but it might be ‘bad’ in the eyes of
another person. Therefore, we allow
paternalism as legal part of Economics,
where society can be the good judge to
evaluate whether something is good or bad
rather than the opinion of a certain person.

(b)

The two methods government can use to
influence the consumption of demerit goods
include; imposition of heavy indirect taxes and
education campaigns.

Indirect tax is imposed on production of
producers and spending of consumers and
they are mostly added to the prices of
products. However, how much indirect tax
would be added to the prices depends upon
price elasticity of demand and supply.
Whenever, demand is inelastic, producers
easily shift maximum tax burden on to the
consumers because consumers can't easily
stop buying them. Contrarily, if demand is
elastic, producers bear maximum burden of
indirect tax.

An imposition of indirect tax will help in
reducing the consumption of demerit goods
because it discourages the production and
consumption of these goods as shown in the
following figure;

MEG

youtube.com/meg

A LE

The above figure depicts; initial equilibrium is
at E where equilibrium price is P. The rise in
indirect tax increases price for consumers to
P1. Now consumers have to pay greater price
and it may discourage some of consumers to
consume lesser quantity of demerit goods.

Although, demerit goods are habit forming and
more tax burden lies on consumers yet there
will not be substantial fall in its consumption
since its demand is relatively inelastic. Many
consumers with still keep on purchasing with
a little fall in quantity. This method will lead to
increase in government tax revenue but
seems less effective to reduce consumption of
demerit goods.

So, government should opt for some other
methods to reduce consumption of demerit
goods’ like education campaigns to create
awareness about their harmful effects in the
short as well as long run period of time. For
this purpose, teachers, doctors and officially
hired presenters by the government can help
to achieve this goal. Teacher in educational
institutions  like schools, colleges and
universities can create awareness about
harmful effects of demerit good like cigarettes
and junk food as well as fast food. They can
let them know about the effects of fast and
junk food how they cause stomach issues and
can cause obesity and obese may have to
face issues like diabetes.

This method of creating awareness would be
effective and will have long term impact on
society. Similarly, doctors can play their part
using print, electronic and social media to
create awareness about the harmfulness of
demerit goods. They can make relevant
videos shows how these goods have
damaged the health of consumers like on

ecture

CTURE

[ me

ture.com


www.youtube.com/megalecture

Qamnar Baloch

Online Classes : Meqa'em@amm\m Topical Paper
www.voutube.com/megalecture

CamstOOt 3 VBRSS9t viral which oWREaalectufe. camanave dizcuzsion, we concluded that

TN ™2

™ SF miRean! 1 e s Of Spareltas and
BS mMInE O0 LWNSS ANd HOw T 3an caus lungs
Spne T was sl alaming and affective
wEr 10 oMy e rue massage. Similarty,
MONEITS 3N DIOSANIRTE AN alkd create
DWETENSSS D JONJUSTNG SSMINATS.,

Sowenar s mathod may not  produce
aasradie TExuls since it takes long time to
ohaNRS tha mMiInSs of consumars. Similarly, the
sSactvanass of these campaign  entirely
o=D2nN3s upon communication sKills of the
oerson comveying ralevant information. If the
orEsSanETs gon't have sufficient
commumication skils to convey the nght
m™a3sage in nght way, then all this practice will
D= not more than a waste of time and
respurces of the govemment.

MEGA L

E

mposition  of indirect tax and educatiop,
campaigh can help to solve this issue but yy
t0 a certain limit subject to effectiveness of
each policy. Therefore, government shoylq
use multiple policies at one time to have quick
and long term effects like fixing production anq
consumption quota, banning some products,
issuing pollution permits etc. to tackle this
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Chapter # 2

The Price System

Demand and supply

Question No. 3 November 2011/22

3(a) Explain the influences which
determine the level of demand for
healthcare in an economy. [S]

Envisioned Answer
There are several factors that afect the
demand for healthcars. Some imporiant
factors out of them can be prics, popiuiEtion
size, health condition im the cowntry, imcoms,
weather conditions, future Sxpecialions,
availability of health senicss, 2warsnsss
about healthcare, family planming issues and
rate of interest etc. These facors ars
explained as;
Income: If there is @ change im imzame Than
demand for hesithcare wil chamz=. Far
example, if there is & nse im imcome of
individual so his purchasing powe wiil niss and
he can be ashle to afford mare amd hetar
heaithcare and vice versa will be Tue for the
fall im incame..
Popuiation: A suddenm rise im popiEtiom wil
‘lead the demand for hesith to rise cramatically
and vice versa will be true far fzil im oopuETon.
Population changes suddeniy dive to rmigraton
or diseases ar natural disasters like fionds and
wars efc.
Weather- It alsc affects the cemand fror
hegithcare. Frequent fluctuations im the
weather canditions may lesd o imoezse e
demand for hesithcare because ChEmymg
weather creates heaitty graigiem im fhe SooeEty.

Advertisement and impulsive buying: The
tactics used by the healthcare providers also
affect the demand. Like advertisers may
attract the people for hair plant, liposuction
raducing fats and getting smart etc will lead
the people to demand more healthcare.
Future expectations: Expectations of more
naad for medicines and health facilities will
l2ad to increase demand of the masses
currantly.

Price: Availability of healthcare at low and
comfortable prices will lead to increase in the
gamand and vice versa.

Interest rate: Fall in interest rate on loans will
motivate the people to get more loans from the

Financial institutions which will increase their

potential to buy goods and services and
resultantly they will demand more for
haakhcare. On the other hand, if there is rise
in rate of interest then people will tend to save
mora in thair saving account to eam more
intarast. So demand will fall.
Income Tax: Income tax changes the
disposable income of the people. Rise In
income tax means there will be lesser
disposable income of the psople and fall in
income tax will result in higher disposable
income of the people. Higher disposable
income incraases the demand and lower
disposable income decreases the demand.
Disposable income = Total personal
income — income tax
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Guastion No, 3 November 2005 Pil..
l

Ha) Explain  the meaning of the p |7

‘squilibrium price’ of a good and

how itis setin a free market.  [8]
Eaultriuen refers 1o the situation in which 0 quantity

fuarity supphed and quantity demanded are
sagual. In ofher words, it is the intersection
penet o dernand and supply curves,

Pries
.

;l

0

Aetording to the figure, equilibrium takes
place at "t whete equilibrium price is “P" and
(Yuartity is “Q", Free market sconomy is an
sLonoiny whete decisions are taken on the
basis of price mechanisin, Price and quantity
kesps on changing depending upon the
temand and supply.  Any disequilibrium is
uorected by reactions to the price level, This
[rocess Is shown in the following figures:

Price

"’ :4-’)
Tl

—

Initially - equilibrium Is at point "E" where
equilibrium price Is "P* and quantity ls "Q".
Hise In demand sels the equilibrlum price at
™" and quantity at "Qy" and again the market
I8 In equilibrium, There I8’ no shorlage or
surplus, Bimllarly, fall In demand also makes

automatlc adjustments In the market, It Is as:

Equilibrium price and quantity has decreased
due to fall in demand. Similarly, any change in
supply will change the market condition
through same phenomenon.

price /

vz
7]
v1

0

Initially, equilibrium is at “E” where price is “Py”
and quantity is “Qo". Rise in supply shifts the
equilibrium to “E+". Price falls but quantity
traded will rise. Fall in supply shifts the
equilibrium to “EZ" price will rise but quantity
traded will fall, '

Question No. 2 November 2007

2(a) Explain how an equilibrium price
for a product is established in the
market and how it may change? [8]

Equilibrium refers to the situation in which

quantity supplied and quantity demanded are

equal. In other words, it is the intersection

point of demand and supply curves.

Price
A .
S
Pl..ovu...
D
0 - Q

According to the figure, equilibrium takes
place at "E" where equilibrium price is “P" and
quantity Is “Q". Free market economy is an
economy where decisions are taken on the
basls of price mechanism.
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Price  and quantity keeps on changing
depending upon the demand and supply. Any
disequilibrium is corrected by reactions to the
price lovel. This process is shown in the

following figures,

Price

1
P
I

0

Initially - equilibrium is at point "E" where
equilibrium price is "P" and quantity is "Q".
Rise in demand sets the equilibrium price at
Py and quantity at "Qy" and again the market
is inequilibrium. There is no shortage or
surplus, Similarly, fall in demand also makes
automatic adjustments in the market. It is as:

Price
A S

97

RN SR N

'\

A4

0 quantity

Equilibrium price and quantity has decreased
due to tall in demand. Similarly, any change in
supply will change the market condition
through same phenomenon. It is shown the

following figure,

S2
i‘mv’\ S
R S1
t2
P I R,
n A : E
P v K---;‘%-- E1
) 1
//‘ v
/ :
] 2 D
' \
\
Q :e > > Quantity

Q2 Q Qi

Initially, equilibrium is at “E” where price is “Po”
and quantity is “Qo". Rise in supply shifts the
equilibrium to “E,". Price falls but quantity
traded will rise. Fall in supply shifts the
equilibrium to “E2" price will rise but quantity
traded will fall.

Question No. 2 November 2009/21

2(a) Explain, with the help of a diagram,
how the price of a product moves
to a new equilibrium following a
decrease in its supply. [8]

Equilibrium is a situation where quantity

demand is equal to quantity supplied. It is

shown in the following diagram;

Price
AN

O\ y/

0

The above figure depicts that equilibrium is at
point “E" where equilibrium price is "P" and
quantity traded is "Q". Decrease in supply
shifts the supply curve to the left due to which
market price will rise and quantity traded will
fall. Supply falls due to non-price factors like
imposition of indirect tax, removal of subsidy,
increase in cost of production and unfavorable
weather conditions etc.

Indirect direct tax is imposed on spending of
the people and it increases the burden on
producers as well due to which they could not
purchase raw material at lower price and
consequently they cannot produce and supply
more. Removal of subsidy has also the same
impact as indirect tax. Increased cost of

. production reduces the power of producers to

produce and resultantly they can produce and
supply less.

Cost of production includes the cost of labour,
cost of raw material, interest, rent of the
building and other overheads. High wages of
labour force the producers to hire lesser
amount of workers and due to employment of
lesser workers output falls.
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Price and quantity keeps on changing
depending upon the demand and supply. Any
disequilibrium is corrected by reactions to the
price level. This process is shown in the
following figures,

Price
A

o\/

0 Q Q1
Initially equilibrium is at point “E” where
equilibrium price is “P" and quantity is "Q".
Rise in demand sets the equilibrium price at
“P,” and quantity at “Q4" and again the market
is in equilibrium. There is no shortage or
surplus. Similarly, fall in demand also makes
automatic adjustments in the market. It is as;
Price

N
Pil....)
2 DU
=)
>
0 quantity

Equilibrium price and quantity has decreased
due to fall in demand. Similarly, any change in
supply will change the market condition
through same phenomenon. It is shown the

following figure.

S2
Price A S
R 51

P2
Po
P1

D

(o] 3 Quantity

MEG

Initially, equilibrium is at “E” where price is “Po’
and quantity is “Qo". Rise in supply shifts the
equilibrium to “E4". Price falls but quantity
traded will rise. Fall in supply shifts the
equilibrium to “E>" price will rise but quantity
traded will fall.

Question No. 2 November 2009/21

2(a) Explain, with the help of a diagram,
how the price of a product moves
to a new equilibrium following a
decrease in its supply. [8]

Equilibrium is a situation where quantity

demand is equal to quantity supplied. It is

shown in the following diagram;

Price
N

&

0 Q
The above figure depicts that equilibrium is at
point “E” where equilibrium price is “P" and
quantity traded is “Q". Decrease in supply
shifts the supply curve to the left due to which
market price will rise and quantity traded will
fall. Supply falls due to non-price factors like
imposition of indirect tax, removal of subsidy,
increase in cost of production and unfavorable
weather conditions etc.

Indirect direct tax is imposed on spending of
the people and it increases the burden on
producers as well due to which they could not
purchase raw material at lower price and
consequently they cannot produce and supply
more. Removal of subsidy has also the same
impact as indirect tax. Increased cost of

. production reduces the power of producers to

produce and resultantly they can produce and
supply less.

Cost of production includes the cost of labour,
cost of raw material, interest, rent of the
building and other overheads. High wages of
labour force the producers to hire lesser
amount of workers and due to employment of
lesser workers output falls.
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High interest rate makes it uncomfortable for
the producers to get loans from financial
institutions and again they cannot purchase
machinery and raw material to enhance
supply. The impact of fall in supply is shown
below;

Price
A
Pl "7 >
T .
=
. N
7 .
0 Q1 Q Quantity
(—
The above figure shows that initially,

equilibrium is at “E” where equilibrium price is
“P” and quality traded is “Q” fall in supply shifts
the supply curve to “S;” and new equilibrium
takes place at “E+” where market price is “P;”
and quality traded is “Q4". In this way, price
has increased and quantity traded has
decreased.

Question No. 2 June 2013/22
2 In a free market price rations
scarce goods.

(a) Explain this statement and, with the
help of a diagram, show how price
rations scarce goods when there is
an increase in the costs of
production. [8]

Scarce goods refer to the limited number of
goods available to satisfy human needs and
wants in a society and free market refers to
the type of economy where resources of the
country are owned, controlled and used by the
private individuals and companies to produce
goods and services. In this type of economy
prices are determined through the forces of
demand and supply in the market which are
also termed as invisible hands.
There is competition in the market and
consumers are free to accept and reject the
goods by taking into mind their income, price
of goods, and the utility of goods for them. The
person who takes the decision to buy goods
by considering his income, price of goods and
the satisfaction that is expected from the good
i8 known as rational consumer.

MEGA

, T ——d
The statement “in free market price rati,

scarce goods” refers 1o the phenomenon th4
private individuals and companies decide 1,
purchase limited available goods by taking
into account their price and utility for them,

Therefore, prices of the goods in the maret
are determined where demand and SUpply
curves intersect each other. It is shown befoy,

4
Exchange r
rate

/
O\

O lecamncccnanan

Ouar;y

According to the above diagram in free market
price rations scarce goods and these goods
will be demanded and supplied at point “E”
where equilibrium price will be determined at
“P" and quantity traded will be determined at
“Q". Any change in demand and supply will
change the price again to ration the
consumers in the market. An increase in cost
of production will change the equilibrium
position due to leftwards shift in supply curve.
It is shown below;

Price 'r‘ 1
\E \ S
P1
N NG
/ E S
0 < >
Q1 Q Quantity

The above diagram shows the impact on the
market after increase in of cost of production.
Initially equilibrium is at point “E” where
demand and supply curves are intersecting
each other. At this equilibrium price is at “P"
and quantity traded is “Q". Rise in cost of
production has shifted supply curve to “S1”
and new equilibrium is established at “E1”
where price has increased to “P1” and
quantity traded has increased to “Q1".
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In this situation we can see that how consumer
will act rationally, the contraction in demand
rom point E to E1 shows that he has
decreased his quantity demanded or
urchased due to rise in price. Therefore, we
concluded that price rations in free market and
consumers as well as producers adjust their
quantity demanded and supplied according.

Question No. 2 June 2014

2 (a) Explain the meaning of the term
‘equilibrium price and quantity’ in
the market for a good or service and
show how a new equilibrium is
established when there is an
increase in demand. [8]

See November 2007, 2a only explain till first
two graphs. You should also add factors that
cause demand to rise and those include; rise
in income, successful advertisement, rise in
price of substitute, fall in price of complement,
lower interest rate, increased population and
development of its taste and fashion.

Question No. 2 November 2016

2 (a) Explain, with the help of a diagram, what
happens in the market for a product when the
price of a substitute increases, and how
economists would measure the relationship
between these two products. [8]

Try to attempt it at your own

Price elasticity of demand, PES

Question No. 3 November 2017
3(a) Explain the factors that are likely to
make the supply of a product
relatively price inelastic. [8]
See Q.3a June 2003
Short run period of time, lesser availability of
stocks, lesser reserve capacity in production
plant and perishable nature of product makes
supply relatively price inelastic.

(b) Discuss the ways in which businesses
might attempt to increase the price
elasticity of supply of their products.
Assess whether these attempts are
likely to be successful. [12]

Envisioned Answer

Increasing price elasticity of supply means
making the product more responsive to the
changes in price and it happens when a small
change in. price brings greater change in
quantity supplied. Businesses can increase
the price elasticity of supply of their products
by removing all the causes which make supply
inelastic. Price elasticity of supply is inelastic
when the product is out of stock, it takes longer
time to produce and supply in the market,
there is lack of excess capacity in production
plant and lack of availability of labour to
produce It as well as by changing the nature of
their products,

If supply of the product is inelastic and
business wants to increase its elasticity, then
it should keep stocks in larger quantities. The
availability of greater amount of goods in stock
makes supply elastic because businesses can
easily increase supply whenever, there is
increase in price of their products.

Secondly, businesses can attempt to increase
price elasticity of supply for their products by
reducing time period required to produce
them. It will make easier to immediately
produce and supply products in response a
rise in their prices. For this reason, they will
have to bring new technology to increase their
efficiency to produce. Businesses can also
achieve this by providing recent education and
training to the workers to make them more
efficient and quick to undertake production
process. ‘
Thirdly, nature of products also determines
price elasticity of supply. Products with
perishable nature which cannot to store for
longer time have less elastic supply.
Businesses can increase their price elasticity
of supply by changing their nature and
increasing their durability. They change use
some useful chemicals improve the storability
of these goods for relatively longer time or they
can even entirely change their production from
perishable to durable products.
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However, doing all this to increase price
elasticity is not an easy job. It may involve
many problems while trying to increase
elasticity. For example, in first case of
increasing stocks involves huge cost to
construct warehouses or getting them on rent
to stock goods. Furthermore, extra managers
and other workers would be required to
manage and run it properly. It will also
increase the burden of businesses. Similarly,
businesses forecasting a higher demand for
their products may over produce and stock
goods which may not actually be demanded in
future. It may also cause a huge loss for the
business.
Secondly, to reduce time to complete
production, needs the purchase of recent
technology as well as education and training
of workers to increase their efficiency requires
to allocate large amount of budget and efforts.
It may cause budget flow issues for the
business. Similarly, workers after getting
training and becoming more efficient may
switch their job for better salaries and facilities
offered by other firms may be problematic for
the existing employer since it may have to
again hire fresh staff and all of his efforts may
go in vain.
Lastly, changing nature of the product is not
so easy. Even producing the same product
and using extra preservative to store them for
longer time may be costly and may also
reduce brand loyalty and taste of products.
Changing entire nature of product is again
very difficult job and new product again needs
substantial time period to capture market.
So, we concluded from above discussion that
businesses can increase price elasticity of
supply of their products by changing different
factors but again changing those factors is not
an easy job and involves high costs from the

businesses.

Question No. 3 June 2003

3(a) Explain what influences the price
elasticity of supply of a product?[8]

Price elasticity of supply refers to the
responsiveness of quantity supply to a
change in price. It is calculated by
using the formula;

% change in Qs

PES =
% change in price

Supply can be elastic, when a chang:-m

brings more than proportionate change |,
quantity supplied. Price elasticity of supp y in
this situation will be greater than one. i is
shown in the figure below,

Fnes 8 %

0t -
But when a change in price brings less than
proportionate change in quantity supplied it is
inelastic supply and it is shown below;

P

H Qs

While equal proportionate change in price and
quantity supplied shows unitary elastic
supply. In case of elastic supply, supply curve
will start from origin as shown in figure;

ok oS

Supply is unitary elastic when supply curve is
a straight line and it starts from origin point. It
will be inelastic when it on x-axis below origin
point and supply curve in this situation is said
to be steeper.

Price elasticity of supply is influenced by
availability of stocks, time period, mobility of
factors, nature of product and existence of
spare capacity. When stocks are available
with the firm, supply would be elastic because
a small rise in price will lead the suppliers to
supply with greater proportion to earn more
profit, and vice versa is true for non-availability
of stocks.

In the short run period of suppliers cannot
increase the supply in response to a rise in
price.
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b, Il will e inetastio but in the long-ran perlod
of tima whan (e fnn has aulficlent perlod (o
siploy more labo, land and infrodice beller
tschnology, sipply heoomes alasiio,

Mobility of factora of production (input) from
ane tae 10 the othar alao alfecte tha alastiolly
of aupply. 11118 sasy 1o move lhe 1asouroes
from one taa 1o another, then sipply will he
alaslio and Il taaotioes dra tnmobila iy his
tesgard then anpply will be Inelastio. | xslanoe
of apate capaolly 0 the prodoction plant
maken aupply alastio and non avallability of
spara oapadlly 1eaulls n nslastio supply,
heoauaas whan (he plant 168 operaling Al or
neatal 1o tha full capacity, I would not he
possible (0 Inotease supply, o, e supply
hecomes inelastio o low,

| lasliuity of supply also depends upon the
nalure of product, imary - products - and
produots having — perishable  nature  have
Inelastio supply while manufactired durable
product due 1o sasy slorabllity have elastio

damantd,

3(b) Discuse  whether farmers  will
henefit  from producing goods
whiah have low price elasticity of
demand and supply? (12)

Low prive slasiioty of demand refers (o (he

sltuation in which a change In price brings less

than  proportionate — change —in quantity
demanded, Il shape s a8,

| icies 4

]
8] - et ()

In this situation demand ourve will he
gomparalively aleaper, Baslo nacessilles of

life, goods having lesser number of oclose
subsiitute or goods on which a small
proportion of Income la spent, hava nelastio
demand, Bimilarly, Inelastio aupply s when a
large change in price biings a smaller change

in quantity supplied, It 8 aa,
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Bupply ourve In this - situation would  he
slasper, [rmary products nead loniger period
of e o be produced and have Inelastic
supply, | armers will baneft from producing
stch goods when there |8 a rlse in price. Inthis
sitgation tolal ravenue of the farmers will rlse,
Whiles price inay rlse due Lo flse in dernand for
A product ag shown bolow,

Price

> Quantity

Price may also rlse due to fall in supply as
shown balow,
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In both the cases above, farmors will get
banefll bocaune tholr total rovenuoe will rlse,
On the othar hand, a fall In prico will lead to a
fall In total ravanue of theo farmeors, So, In this
cana, farmors will be the lowors, Whilo price
may fall due Lo rlse In supply or fall in domand,
Dua'to fall In demand or rlse In supply price will
fall sharply and farmers' revonue will tend to

fall,
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Government should interfere in such markets
because in case of farmer's Cobb Web

situation is observed which shovy_s lthe
divergence from the initial qulllbnum.
Government should fix the prices of

agriculture products instead of relying on the
forces of demand and supply. Decisions of the
farmers create uncertainty in the market. For
example, if the farmer is getting a good price
of wheat in the 1* year then he will produce
more wheat with the intention to earn more but
it results in gluts due to which price will tend to
fall. Similarly, in the upcoming year he tends
to produce less wheat as he thinks that in the
last year prices were not good so, he will
produce less wheat and consequently
shortage will occur and prices will go up. This
divergence continues if there are no
government interventions.

Question No. 3 Nov 2004
3(a) Explain the difference between
elastic, inelastic and fixed supply. [8]
Price elasticity of supply is the responsiveness
of change in quantity supplied due to change
in price. It is calculated by using following
formula;

‘PE S = o% change. in Qs

%o change in price

The three cases relate to the given values:
> Elastic supply (P.E.S Greater Than 1)
» Inelastic supply (P.E.S Less Than 1)
> Fixed supply (P.E.S Equal to Zero)
These values reflect the degree of change in
quantity supply to changes in price. Supply is
said to be elastic if a change in price brings
more than proportionate change in quantity
supplied. It shows that producer is able to
produce and supply more in short-run as spare
capacity exists in the plant. Availability of
stocks also makes it elastic e.g. if a 10% rise
in price results in increase in quantity supplied
more than 10% it is elastic supply. Supply
curve in this situation will be flatter.
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Supply is said to be inelastic if a change i,
price brings less than Proportionats
change in quantity supplied (QS). It shows that
plant is operating at or nearer to full capacity.
Non-availability of stocks also makes
inelastic. Supply curve in this situation wii| be
steeper, as;
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While fixed supply means that quantity
supplied does not respond to price changes.

Supply curve in this situation will be vertical
straight line.

Pa s
| ST SO
AP
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0 3 —a Qs

(b) Discuss whether the elasticity of
supply of manufactured goods is
likely to be greater than the elasticity
of supply of agricultural goods. [12)

Elasticity of supply is influenced by different
factors including the available stocks, excess
capacity available in the plant, ease of entry to
the industry, mobility of factors, the length of
the production process and the time period
required to produce the product. Supply is said
to be elastic when a small change in price
brings a larger change in quantity supplied.
Manufactured goods are normally elastic as
such goods can be stored for a longer period
of time. So, a rise in price will lead to a larger
increase in quantity supplied as the stocks are
available. A
If the mobility of factors is possible towards the

production of these goods, then they will be
comparatively elastic.
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On the other hand, immobility of factors of
production towards the production of
manufactured goods will make supply
inelastic. In the same way, If spare capacity Is
available in the plant to produce more of
manufactured goods then it will be elastic
because the firm has more avallable capacity,
just hiring more workers enables the firm to
produce and supply more. In contestable
market where entry of new firm is almost free,
many new firms can enter the market. So,
overall supply will rise making the supply more
elastic.

For example, in case of electronics, if new
firms enter the market which are involved in
the production of electronic products will lead
to high production in that market. So, supply
will become elastic. Those manufactured
goods which take a longer period to be
produced then the supply of such goods will
be inelastic, and vice versa is true for short-run
period of time. The supply curve in case of
manufactured goods will be flatter.
Manufactured goods are elastic but In some
cases supply can equally be inelastic.
Primary products or agricultural goods are of
perishable nature and they lack the element of
storability due to which they cannot be stored
for a longer period of time which makes the
supply inelastic. '

There are very lesser chances of new entry {0
the industry to produce more agricultural
goods which again make them Inelastic.
Mobility of more factors towards agricultural
goods will make it elastic and immobility of
factors makes It inelastic. In real life we can
observe that production of most of the
agricultural  products s not possible
immediately to supply more as price rises.
For example, It takes two to three month to
produce wheat and It Is only possible to
produce wheat once In a year. So, Its supply
will be inelastic. However, wheat can be
stocked for more than one year if warehouses
are properly avallable, It will make supply
elastic. We cannot exactly conclude about the
elasticity of two Industries.

However, In most of the cases, the price
elasticity of supply for manufactured goods is
elastic but In some cases It can be inelastic as
well depending upon the nature of the.product.
While agricultural products have inelastic
supply, but In a few cases it can be elastic like
wheat which Is explained earlier.,

Question No. 3 June 2006

2(b) Discuss whether the demand for
mobile phones (cell phones) Is
likely to be price-elastic or price-
Inelastic. : [12]

Price elasticity of demand s the

responsiveness of change in quantity

demanded to change in price of a product. It
can be calculated as;

PED = % change in Qd
"% change in price.
Price elasticity of demand can be elastic (i-e

PED >1), or inelastic (i-e PED <1) '
Elastic demand is when a small change in
price brings a larger change in Qd in this

situation fall in price will lead to rise in total
revenue for the firm. Luxurioug goods,
manufactured goods and goods having a large
number of close substitutes have elast{c
demand and demand curve in this situation will
be comparatively flatter as shown below,

l'rlco’r‘

—> Quantity de manded

Onothe other hand, inelastic demand is when
a larger change in price brings a smallgr
change in Qd and a rise in price in this
situation will help the producers to earn more
and vice versa.

Habit forming goods, goods having lesser
number of close substitutes, and primary
products will have inelastic demand. Demand
curve in this situation will be comparatively

steeper.

|
Price

0 - Quantity demanded

ww.youtube.com/megalecture

MEGA LECTURE



www.youtube.com/megalecture

Online Classes : Megalecture@agmail.com

www.youtube.com/megalecture

Mobile phone may have elastic as well as
inelastic demand. It depends upon class of
people, number of substitutes available and
area of the country. It will be inelastic for the
business class as they have to use it even it is
very expensive or cheaper. It is a basic
necessity for them as they have to use it in any
case. But it will be price elastic for the poor
class, as more people will be using it when it
is cheaper and they will leave it as it becomes
expensive.

Availability of larger number of close
substitutes will make demand for a mobile
phone price elastic and on the other hand,
non-availability or lesser availability of
substitutes will make it inelastic. In developed
areas where the people are earning large
amounts of money, mobile phone will be
inelastic in those areas and vice versa is true
for under-developed areas and region. So,
finally, we cannot conclude with certainty
whether it is demand elastlc or inelastic.

Question No. 3 June 2012/22

3 (a) Explain, using elasticity of demand,
why a train company might
introduce a policy of raising fares
at busy travel times and lowering
fares at less busy travel times. [8]

The word elasticity means flexibility in
something. Price elasticity of demand refers to
the responsiveness of change in quantity
demanded (Qd) due to change in price. It is
calculated by using the following formula;

% AQd
PED = AP OR

AQd P1
PED = AP XAd
Demand will be elastic in less busy hours and
it would be inelastic in busy hours.
Elastic demand is when a small change in
price results in a larger change in Qd. In this
situation company would use the policy to
reduce fares because if fare falls then total
revenue (TR) of the bus company will rise. It is
so because a fall in fare will lead to more than
proportionate increase in quantity demanded
and finally their revenue will rise.

However, if Bus Company increases fare i,
this situation then it would have to face
reduction in revenue. It is also clear from the
schedule given above where fall in price from
$10 to $8 has resulted in increase in toty
revenue from 1000 to 1120. Demand curve in
this situation will be flatter.
P

107

0 100 140

D

> Qd

Inelastic demand refers to the situation in
which a larger change in price results in a
smaller change in Qd. In this situation if price
rises TR will rise but if price falls then TR will
also fall. It means seller should increase his
price in this situation rather to decrease it. The
same policy is adopted by the bus company to
raise more revenue. In this situation travelling
is considered to be the necessity due to which
demand will be inelastic. Demand curve will
be steeper in case of inelastic demand as

shown below;
Price

10 |

Steeper

> Qd

Question No. 3 June 2016 ,

3 (a) Explain the meaning of ‘price elasticity
of demand’ and, using examples,
outline the factors that would cause the
demand for a good to be relatively
price-elastic. [8]
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b Discuss why entrepreneurs migh

® change the price elastgicitt;v ag;
demand for their products, ang
consider the extent to which 'this is
achievable. [12]

3(a)

price elasticity of demand refers to the

- responsiveness of quantity demanded to g
change in price. It is calculated through the

following formula;

0/ H
PED = o change in Qd

% change in price
The demand can be elastic or inelastic. Elastic
demand is when a change in price resiilts in
more than proportionate change in quantity
demanded and the coefficient would be
greater than one because of greater
numerator and smaller denominator. It is
shown in the following diagram where fall in
price from $10 to $8 has resulted in extension
in quantity demanded from 100 to 140 units of
a product. The demand curve in this situation

will be flatter as shown below;
Price
N

N7 al

0 100 120 140

On the other hand, in case of inelastic
demand, a change in price brings less than
proportionate change in quantity demanded.
The coefficient in this case would be lesser
than one because of greater % ehange in price
and lesser % change in quantity demanded.
The demand curve will be steeper in case as

shown below;
Price

Steeper

o
-
o
o
-
N
o

In the above figure % change in quantity
demanded is 20% and the change in price is
around 67%. So, 20% divided by 67% is 0.29
which is lesser than one.

The factors that cause price elasticity of

demand for a product to be relatively elastic

are given below with examples;

Time period: In short run period of time price
elasticity of demand (P.E.D) would be inelastic
because it would be very difficult for a person
to switch to some other product as the price of
one product rises. However, in long run period
of time it becomes elastic because people
would have more time to find out some
alternative products.

Nature of products: Primary products having
perishable nature have inelastic demand
because people have to buy these goods on
routine basis as those cannot be stored for
longer time like vegetables and fruit etc. While
manufactured durable goods have elastic
demand because when these goods are
available at. cheaper rates people can buy
more and can store them for future use. _
Number of close substitutes: If there is
lesser number of close substitutes available
for a product then its demand will be inelastic
because people have lesser options to switch
their demand. If there is no substitute available
in the market, then demand will be perfectly
inelastic as people are forced to buy that
particular product like in Pakistan there is no
alternative of electricity and people are forced
to buy electricity from WAPDA only. So, its
demand is perfectly inelastic. But availability of
larger number of close substitutes makes
demand elastic as people can shift easily from
one product to the other due to rise in the price
of one product like if Coke gets dearer people
will tend to buy more Pepsi.

Proportion of income spent on the product:
If smaller proportion of income is spent on a
product then demand will be inelastic on the
other hand if larger proportion of income is
spent on some specific product then its
demand will be elastic.

b

(T?\e primary aim of every entrepreneur is to
earn maximum profit. This aim can be
achieved by increasing total revenue or by
decreasing total cost.
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In the situation in
try to increase re
Therefore, the kn
demand is much

hand, entrepreneurs should
venue to achieve this aim.
owledge of price elasticity of
! important because it helps to
adopt pricing policies to earn more revenue
and of course profits. If the businessman
knows the nature of price elasticity of demand,
he will charge the prices accordingly.
For example, if the demand for the product is
elastic, entrepreneurs can increase revenue
by decreasing the price, because a small
fiecreasg In price will lead to a larger increase
In quantity demanded. Consequently, the total
revenue will tend to rise. In this situation, they
will never increase the price because it will
result in a dramatic fall in quantity demanded
and finally total revenue will fall.
!t Is also clear from the following diagram given
In part (a) of this question, where fall in price
from $10 to $8 has resulted in increase in total
revenue from 1000 to 1120 which is calculated
by using following formula;

Total revenue =price x quantity sold
On the other hand, in case of inelastic
demand, entrepreneurs can increase total
revenue by increasing the price of their
products. A large rise in price will bring a
smaller decrease in quantity demanded (i.e.
less than proportionate). When demand is
inelastic, they will never decrease the price of
their products because a fall in price will lead
to decrease in total revenue. As shown with
the second figure in part “a” of this guestion
total revenue was initially $ 720 and rise in
price from $6 to $10 has resulted in increase
in revenue to $1,000.
The price elasticity of for a product changes
with the change in time period. A product
might be elastic in one period but it can
become inelastic in another period. For
example, the demand for transport becomes
inelastic in peak hours like in the morning
when officers have to go to their offices,
workers have to go to their workplace and
students have to go to school. During this timg,
entrepreneurs can charge high price for their
service, to earn high revenue. But during off
peak hours the demand for transport become
relatively elastic because people would travel
if the fare is low. Therefore, having the
knowledge of price elasticity of demqnd
transport owners will charge low fare during
these hours to earn more revenue,
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Similarly, demand for cake become inelastic
during charismas due to religious reasons ang
bakery owners can charge high price during
this time earn more revenue. After the festiya|
is over demand becomes elastic and people
would go on to purchase more cakes if thejr
prices are low.

Sometimes, firms can change their price
elasticity of demand by advertising theijr
products and creating brand loyalty. This
makes the demand for successfully advertised
products more inelastic and entrepreneurs
can benefit by charging more prices.

Price elasticity of demand can be changed by
making the products which are very close
substitutes of existing products. For example,
producing a product which serves the same
purpose, the existing product is doing then its
demand would become more elastic. If they
want to make demand for their products
inelastic then they should produce some
unique product which is less likely to resemble
in use with the existing product.

The information about changes or variations in
price elasticity of demand for the products is
very important for the entrepreneurs.
Otherwise, they would not be in the position to
take pricing decisions accordingly.

However, changes in price elasticity of
demand cannot be achieved if the products
are basic necessities of life, products causing
addiction, products are entirely unique in
nature and a very lesser proportion of income
is spent on the product. In case of basic
necessities like basic food items and drugs
have always inelastic demand and their
demand cannot be made elastic. Similarly,
habit forming goods and the products with

unique features have always inelastic
demand.
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Income and cross elasticity of demand

Question No. 3 June 2017

3 (a) Explain how economists use the
concept of elasticity to distinguish
between substitute goods and
complementary goods. (8]

Envisioned Answer

Cross elasticity of demand is a measure of the
responsiveness of quantity demand for one
product to a change in price of another
product. It is calculated as;

% change in Qd of A
% change in price of B

XED =

Product A and B can be substitutes or
complements of each other. Substitutes are
the goods which are alternatives for each
other and cross elasticity of demand (XED) for
these goods is always positive which helps
economists to identify that the goods are
substitutes. The popular example of
substitutes is Coke and Pepsi. The change in
price of Coke will not only affect the quantity
demanded for Coke but it will also affect the
demand for Pepsi as well. A rise in price of
Coke will lead to rise in demand for Pepsi and
so demand curve for Pepsi will shift to the right
as shown below;

Price

4

o\/

0 Q Q1
Initially, equilibrium of Pepsi is at “E” where its
price is “P” and quantity traded is “Q” rise in
demand for Pepsi, establishes new
equilibrium at “E+” where price of Pepsi will rise
to “P1” and quantity traded to “Q.”.

Secondly, complements are jointly demanded
good e-g car and petrol, mobile phone and sim
card "etc. Cross elasticity of demand for
complements is always negative.

This means that a rise price of one product will
lead to fall in the demand for its complements
and vice versa is true for a fall in price of a
product. For example, if price of car falls, then
demand for petrol will rise because now
people will buy more cars and ultimately
demand for petrol will also rise and demand
curve for petrol will shifts to the right as shown

below;
Price

O\/

0 Q Q1
A rise in demand for petrol shifts the
equilibrium from “E” to “E4” while price and
quantities both will also rise. Economists
differentiate  between  substitutes and
complements from the coefficient of cross.-
elasticity of demand. If the coefficient is
positive they can identify that two products are
substitutes but if the coefficient is negative
they come to know that the products are.
complements.

(b) Discuss which measure of the different
types of elasticity of demand is most
useful for a business when setting the
price for its product. [12]

Question No. 3 June 2004

3(a) Increasing raw material costs
cause the price of a good to rise.
Explain the effect of this price rise
for the good on the markets for its
substitute and complementary
goods. [12]

High cost of production feeds to high prices.

Raw material is the part of cost of production.

Rise in cost of raw material decreases the

supply in the economy, leadmg the supply

curve to shift to the left and in this way price
rises and quantity traded falls. It is shown as
the following figure.
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The phenomenon of rise in price of Coke
which leads to rise in demand for Pepsi to right
is known as cross elasticity of demand. While
cross elasticity of demand for substitutes is
always positive, Complements are the goods
which are jointly demanded e.g. car and petrol.
Cross elasticity of demand for complements is
negative. A rise in cost of raw material of car
will lead to rise in its price.

Therefore, less people will go on to purchase
cars and there will be decreased demand for
petrol leading the demand curve for petrol to
shift to the left.
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“he quality demanded for the product fiself ag
well zs # 25%ects the demand for s substiistes
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(b) Discuss the usefulness

to
businesses of a knowledge of price
elasticity of demand and income

elasticity of demand. [12]
Price elasticly of demand refers o the
responsivensss  of change in Quantity
demanded due fo change in price. It is
calcuisted through the following formula:

PED = % change in Qd

% change in price

The knowiedge of price elasticity of demand is
much imporiant for businesses because i
heips to set pricing policies to eam more
revenue and profits. If the businessman knows
the nature of price elasticity of demand, he will
charge the prices accordingly.

Elastic demand is when a small change in
pfioeresmisinalargerdnangeinod. For
example, if the demand for the product is
elastic then business person can increase his
fevenue by decreasing the price, because a
small decrease in price will lead to a larger
increase in quantity demanded.
Consequently, his total revenue will tend to
rise. In this situation, he will never increase his
price because it will result in a dramatic fall in
quantity demanded and finally total revenue
will fall.

It is also clear from the following diagram
where fall in price from $10 to $8 has resutted
in increase in total revenue from 1000 to 1120.
Demand curve in this situation will be flatter.
Total revenue =price x quantity.
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On the other hand, in case of inelastic
gemand, a firm can increase his total revenue
by increasing the price. A large rise in price will
bring 2 smaller decrease in quantity
gemanded (i.e. less than proportionate).
When demand is inelastic, businessman will
never decrease his price because a fall in
price will lead to decrease in total revenue. In
case of unitary elastic demand fluctuation in
price will not affect the total revenue. Any rise
or fall in price will lead the total revenue
unchanged. Demand curve will be steeper in
case of inelastic demand as shown below;
Price

10/

Steeper

s Qd

0 100

If the demand for a product is perfectly
inelastic, a firm can earn more revenue by
increasing the price, because rise in price will
leave quantity demanded unchanged. It
means the knowledge of price elasticity of
demand is much significant for the
businesses.

On the other hand, income elasticity of
demand is the responsiveness of change in
quantity demanded to a change in income. It
is calculated by using following formula;

YED = % change in Qd

% change in Income
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Tho knowledge of income elasticity of derand
Is also very important for businessman. Every
businessman takes the decisions to produce
goods by taking into account the income
elasticity of demand. In case of boom in the
economy, businesses and individuals would
be earning high profits. They have more
purchasing power and they will prefer to buy
luxurious goods. So, Producers should
produce more luxurious goods in this situation.
While luxurious and normal goods are
positively related to the level of income.

If income increases, demand for such goods
will also increase. However, if income falls,
demand for these will also fall. Therefore,
businesses need to know the income elasticity
of demand for better decision making to avoid
losses and ensure profits.

On the other hand, in the period of economic
slump, recession and depression, people
have lesser purchasing power and they will
tend to buy more inferior goods. Therefore,
businesses should focus on the production of
such goods during this period. Inferior goods
are the goods which are rniegatively related to
the income. Income consumption curve (ICC)
in this situation is negatively sloped showing
negative relationship between income and
demand for inferior goods.

It shows that the knowledge of income
elasticity of demand is much important for the
businesses. But it is very difficult to calculate
price elasticity and income elasticity of
demand accurately, because the response of
quantity demanded is not only dependent
upon price and income. It also keeps on
changing with the passage of time depending
upon many factors other than price and
income like competition policies, government

actions regarding taxes and subsidies,
advertisement  and other  marketing
techniques.

Question No. 3 June 2006

2(a) Explain, with examples, the

significance of the value of a

good’s cross-elasticity of demand

in relation to its substitutes and

complements. [8]
See Q3a June 2017
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You have to write exactly what Is glven In
anrwer of above mentloned quention and
Just add following two paragraphs at the
end,

The businersman must have the knowledge of
XED due to which he will be able to lake
appropriate decislons at the right tme. If ho la
producing the substitutes, then he should
keep an eye on the declsions of e competllors
regarding pricing policy.

It the competitors reduce thelr prices, then he
whould also reduce his price, otherwise he
may have to face losses as his demand will fall
and his customers will switch 1o the rival firms.
Sinmflatty, it he I8 producing a product which |s
complement to another product, then he should
also take decision rogarding production and
keeping stock accordingly e.g. if the price of car
I8 decreasing, then the seller of petrol should
supply more petrol to meet extra demand since
more people will buy cars and demand for petrol

will tise, So, the concept of XED is very important
for the businessmen.

Question No. 3 November 2007

2(b) Discuss whether a firm's revenue
would increase, In response to price
and income changes, if the price
elasticity and income elasticity of
demand for its product became
highly elastic. [12]

Price elasticity of demand refers to the

responsiveness of quantity demanded of a

good or service to a change in its price. It is

calculated through foll(g\gling formula;
o A
PED = % change in

% change in price
The knowledge of price elasticity of demand is
of much importance for businesses because it
helps to set pricing policies to earn more
revenue and profits. If the businessman knows
the nature of price elasticity of demand, then
he would charge the prices accordingly.

For example, if the demand for the p_roduct is
highly elastic as stated in the question then,
the businessman can increase his revenue by
decreasing the price, because a small
decrease in price will lead to a larger increase
in quantity demanded. Consequently, l'!ls total
revenue will tend to rise. In this situation, h.e
should not increase his price because it will
esult in a dramatic fall in quantity demanded
and finally total revenue will fall.
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Lot suppose price decreases from $10 to 4
and resultantly quantity domand Increnseys
from 100 to 140 units, Therefore, total reven g
will Incronse from $1000 to $1120, Toty
rovonuo Is calculated using following formula:
TR = Price x Quantity demanded
Domand curve In this situation will be flatter ag
shown bolow,

Price
! 7/ / , o
///////
0 100 120 140

Conversely, if price increase from $8 to $10
then quantity demand will fall from 140 to 100
units and total revenue of the firm will
decrease from $1120 to $1000.

It means the knowledge of price elasticity of

demand is of much importance for the-
businessmen.

On the other hand, income elasticity of
demand is the responsiveness quantity
demanded to a change in income. It is
calculated by using following formula:

YED = % change in Qd

% change in Income

The knowledge of income elasticity of demand
is also very important for businessman. Every
businessman takes the decisions to produce

goods by taking into account the income
elasticity of demand.

In case of boom in the economy, businessmen
and individuals earn high profits. They have
more purchasing power and they will prefer to
buy luxurious goods or normal goods. So,
Producers should produce more luxurious and
normal goods in this situation. While in the
period of economic slump and depression,
people have lesser purchasing power and
they tend to buy more inferior goods.
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So, businessmen should focus on the
production of such goods during this period.

From above discussion we concluded that the
knowledge of price and income elasticity of
demand is very important for businesses to
undertake appropriate decisions. But it is very
difficult to calculate price elasticity and income
elasticity of demand accurately, because the
response of quantlty demand is not only
dependent upon price and income. It also
keeps on changing with the passage of time,
depending upon many factors other than price
and income.

Question No. 3 June 2009/22

2(a) Explain, with examples and
diagrams, the effects of a decrease in
incomes on the markets for normal and
inferior goods. [8]

The concepts of normal and inferior good with
income effect come under the scope of income
elasticity of demand and income elasticity of
demand is the responsiveness of quantity
demanded to a change in income. It is
calculated by using following formula;

% change in Qd
YED = -

% change in Income

The knowledge of income elasticity of demand
is very important for businessperson. Every
businessperson takes the decisions to
produce goods by taking into account the
income elasticity of demand.

In case of boom in the economy, businesses
and individuals earn high profits. They have
more purchasing power and they would prefer
to buy luxurious and normal goods. So,
Producers should produce more luxurious and
normal goods.

But in the period of economic slump and
depression income of individuals is low.
People have lesser purchasing power and
they would tend to buy more inferior goods.
So, businesses should focus on the
production of such goods during recession.

It shows that the knowledge of income
elasticity of demand is of much importance for
the businesses. Calculating income elasticity
of demand is tricky and defining normal and
inferior goods is trickier.

youtube.com/meg

Normal goods are the goods, which are
positively related to the level of income. When
income rises, demand for such goods will rise
and vice versa. As according to the question
income is decreasing therefore demand for
normal goods will decrease leading to
leftwards shift as shown below:

Price

\4

0 Q1 Q quantity
The above figure depicts that initially
equilibrium was at point E but due to decrease
in income demand for normal goods
decreased and demand curve shifted to the
left at E. In this way, price of normal goods and
quantity traded both have decreased. It is so
because fall in income decreases the
purchasing power or the people and they
would.not be able to purchase more normal
goods and to satisfy their needs they would
shift their demand towards inferior goods.
Inferior goods are the goods which are
negatively related to the level of income. A rise
in income decreases the demand for inferior
goods and a fall in income increases the
demand for inferior goods. Therefore,
according the statement of question income is
decreasing so demand for inferior goods will
rise leading t rightwards shift in demand curve
as shown below;

Price
A
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The above figure shows that mmuan;ggakacttﬁw

equilibrium was at point E where price was P
and quantity traded was Q. Rise in demand
has shifted its demand curve to D1 leading to
shift in equilibrium to E1. In this way price and
quantity traded for inferior goods has
increased.

The concept of normal and inferior goods is
little complicated task because the same
product can be normal good for one person
but it can be an inferior good for someone
else. For example, a motorbike can be an
inferior good for a wealthy person but it would

be normal good for a poor person having low
income.

Question No. 3 Nov 2010/21

3(a) With reference to the relevant type

of elasticity of demand, explain the
terms:

(i) inferior good, and

(i) complementary good. [8]

Elasticity of demand refers to responsiveness
of demand to a change in another variable i.e.
income or price. An inferior good is one that is
bought in smaller quantities as income
increases because when income rises inferior
goods are replaced with superior goods. E.g.
bicycles are replaced by motor cycle and
motor cycles are replaced by cars.
Income elasticity of demand is slightly
negative for inferior goods. When incomes
rises, demand for inferior goods falls and when
income falls, demand for such goods
increases. Income consumption curve (ICC) in
this situation will be negatively slopped
steeper graph as shown below;

Incomj

Y2

Y1

Income consumption
curve

Q2 a1 Quantﬁ,
A rise in income from Y1 to Y2 has resulted in
decrease in quantity demanded for an inferior
product. However, the impact on the market
for an inferior good can be explained with
demand and supply curves as under;

o)

\4

0 Q1 Q quantity

A rise in income reduces the demand for an
inferior good therefore, its demand curve wil|
shift to the left leading to shift the equilibrium
from E to E1, price to fall from P1 to P and
quantity traded o fall from Q to Q1. The result
would be exact opposite if there is fall in
income.

On the other hand, Complementary goods
are jointly demanded goods e.g. car and
petrol, ink and pen, fan and electricity etc. The
concept of complementary goods is cover in
cross elasticity of demand. Cross elasticity of
demand (CED) is the responsiveness of
quantity demanded of one product due to a
change in price of another product. It is
expressed as; .

% change in Qd of A
% change in price of B

CED for complementary goods is always
negative because if price of one product
increases the demand for its complement will
fall. Similarly, if the price of one product falls,
the demand for its complement will rise. This
negative relationship shows that cross
elasticity of demand for complement will
always be negative. Consider the example of
car and petrol. If the price of car increases
demand for petrol will fall because now lesser
cars would be purchased and so there will be
lesser need to buy petrol.

On the other hand, if there is fall in price of car
the demand for petrol will rise and the impact
of this change on petrol market as a
complementary good can be explained with
the graph below;

XED=
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Price
AN

TP1
I)

0

The above figure depicts that initially
equilibrium for petrol is at point E where the
market price is P and quantity traded is Q. Due
to increase in demand for petrol caused by
lower car prices, its demand curve will shift
towards right from D to D4 and new equilibrium
will take place at E, its price will rise to P1 and
quantity traded will rise to Q.

Question No. 3 June 2014

3 (a) Distinguish between income
elasticity of demand and cross
elasticity of demand and explain
how each is used to identify

different types of product.

Income elasticity of demand is the
responsiveness of change in Qd of some
specific product due to change in income of
the people. In simple words it shows variations
in the demand for goods and services due to
rise or fall in income. It is calculated through

following formula;
% change in Qd
% change in Income

YED =

Income elasticity of demand is explained in
case normal and inferior goods. Normal
goods are positively related to the level of
income and income elasticity of demand is
positive for such goods due to positive
relationship between income and demand for
these goods.

Inferior goods are negatively related to the
level of ihcome and income elasticity of
demand for these goods is negative.

However, It i yety S ) vl ik 2107
eI A these g iaass Ye 1aE
IOBUA O One (et Lah ik 5 SR LSl
but # might be corvsieesd 2 \w/xs g rrm e
anuther person, Fof e/zme, % sl
phenomenon G2 Wakran <o o0 i
Jururious produsct for z g yar s, ir A4
goods for an ayerage Py 2l a0 iy
good for 2 rich person.

On the other hand, 1 is the resprsweess of
change in Od of good 4 due o Crarg v s
of product B, it is calouizted zs.

Yyage L. O3 S A
CED =9 sge £ price S 2

Product A znd B can be susififes o
complements, Substitutes 22 Goss WCH
are alternatives of each other 2.9 Corz z7d
PEPSI, tea and coffee, Noriz znd Samsung
mobiles etc, Cross elasticty of demand for
substitutes is always postive beczlss f oricz
of one product increases the demand for s
substitute good will rise and € pricz of one
product decreases the demand for s
substitute will also decrezfe. This postive
relationship shows t cross elzsticty of
demand for substitutes is always positive.

For example, if price of Coke increases then
people will move their demand to its supsthite
which is let say PEPSI because when Coke is

comparatively expensive than PEPSL
Therefore, the impact on the market for PEPSI

will be as under;
Price
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According to the figure Initial equilibrium for PEPSI
in at point I where the market price of PESPI s PP
and quantity s Q. Due to Increase In demand
caused by higher prices of Coke, demand curve for
PEESEWIll shift towards right from D to D1 and new
equilibium will take place at Iy, ts price will rise lo
My and Quantity traded will rise to Qy,

On the other hand, complomenta are the goods

which are jointly demanded for example, car and
petrol,

Cross elasticity of demand for complements g
nlways negative because if there is fall in price of
care, demand for petrol will rise.

IF-rom the above discussion we come to know that
normal and inferior goods are taken into account in
iIncome elasticity of demand while substitutes and
complements are discussed in cross elasticity of
demand. _

Consumer and producer surplus

Questions No.3 Juno 2018

(b) Inditect  taxes  roduce  consumer
surplus and should therefore never be

Imposed in a mixed economy.' Discuss
this view, (12]

Envisioned Answer

An indirect tax is the one which Is imposed and
included in price of products like value added
tax, general sales tax, import tariffs etc. and
consumer surplus Is the difference between
market price and the price consumer is willing
to pay.

Generally, consumers expect to pay higher
price but actually they get the product at a
price lower than their expectations. So, the
amount they save is consumer surplus, In a
mixed economy where private individuals and
companies as well as the government play
their part, an imposition of indirect tax reduces
consumer surplus because consumers have
to pay more than what they were paying
before its imposition. The impact of indirect tax
on consumer surplus is graphically explained
as under,

L
A

AL

WO W T e

The above figure shows initial equilibrium at
point “E" where market price is “P” while
consumer is willing to pay price “A". So, the
triangle APE is the consumer surplus.
Imposition of an indirect tax decreases supply
and results in decrease in consumer surplus.
The new consumer surplus after indirect tax is
“AP1E1". So, the consumer surplus has
decreased by the amount equal to area of
trapezium "PP1E1E". So, the imposition of
indirect tax has resulted in fall in consumer
surplus which apparently is not good for the
society because it may reduce social welfare.
Therefore, it should not be imposed if it is

causing the fall in consumer surplus especially

for goods which are really important for the
people like healthcare and basic necessities.
Indirect tax being regressive in nature harms
the poor class drastically and also causes cost
push inflation which again reduces their
purchasing power and can harm their
standard of living. Similarly, if indirect tax is
imposed on imported raw material or finished
goods like machinery and technology, then it
would again be harmful for the local society. It
will against economic growth of the courtry.

However, on the other hand, the importance of
imposition indirect can't be ignored because it
is a good source of government revenue.
Government can raise greater revenue and
can use it to provide greater quantity and
better quality of public and merit goods and
services like network of roads, public parks,
education and health care etc.

The provision of such goods is definitely for
the benefit of entire society. So, they should
be imposed to increase welfare.
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5¢miiady, fris lmposed on demerit gOOdS_
then it again serves a good cause because it
will reduce production and consumption of
demertt goods and services which are really
harmful for the health of individual consumers
2 well as the third party and the whole
society.
gimilarly, indirect tax in the form of import
iarf, imposed on imports can control the
volume of imports and help to correct balance
of trade which is a good indicator. It is shown
in the following figure:

A

Price

DP
FP-T =l
F’P :5
>Q

Imports

This figure shows price of domesticzlly
produced goods is DP where domsastic
demand DD zand domestic supply curve DS
intersect each other which is higher than price
of imported goods ‘FP". Price of imported
goods being lower than that cf domestic goods
will be source of attraction for consumers 10
purchase more imported goods eguzl to the
gap between S and D and may cause bzlance
of trade problem. Imposition of import 2T will
make imports expensive and new price of
imports would be FP+T and now the volume of
imports will fall and will be egual o the gzp
between S1 and D1. So. indirect tax in the
form of import tarifs can help to control
balance of payment problem. It will also lead
the people to buy locally produced goods
which can help local industry to flourish and as
a result it may increase output of the country
and a source of job creation in the country.
So, from above discussion we concluded that
indirect tax reduces consumer surplus but itis
necessary to be imposed to control production
and consumption of demerit goods and to
reduce volume of imports to correct balance of
Payment problems. So, it should be imposed
accordingly for the best national interest.
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Questions No.3 June 2009/21

3(a) Explain, with the aid of a diagram,
how consumer surplus will be
affected by the introduction of an
indirect tax. [8]

Consumer surplus is the excess; the
consumer is willing to pay over the amount
actually paid for a good. It is the area below
demand curve but above equilibrium price
line. In simple words, it is the difference
between market price and the price consumer
was willing to pay for a good or service. For
example, consumer was willing to pay $10 for
a product but in the market actual price was
$8. So. extra $2 he was willing to pay but he
actually does not pay is consumer surplus. It
is graphically shown below;

Price A

A

—> Quantity

(o}

Consumer was willing to pay price “OA” but he
actually pays the market price “OP” so, the
difference between the two prices is consumer
surplus which is equal to “PAFE’, the area
below demand curve and above equilibrium
price.

While indirect tax is a tax which is imposed on
the spending like VAT, customs and excise
duties etc. Introduction of indirect tax
decreases the supply and shifts it to the left
due to which market price will rise and
consumer surplus will fall. It is shown in the

following figure; ‘

price A

—> Quantity
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iccoraing W the diagram imtially consumer
TAST After impositon of tax. new
sgquiiibrum 3kes piace at "B and new markst

.7 and rew consumer surpius equals

In His way, consumer surplus has decreased
equal o the arez "PP.E.E". It is sure that
consumer surpius will f2il but the extent of fall
N surpius depends upan the price elasticity of
cemand and supoly.

If price elasticity of demand and supoly is
elastc, then introductions of indirect tax
recuce the consumer surplus with smaller
ratic. On the other hand, # price elasticity of
demand and supply is reiatively inelastic then
a fall in supply will result in reduction in
consumer surplus dramatically.

Questions No.3 June 2010/22

4(a) Using‘ a normmal demand curve,

explain how consumer surplus
occurs. 381

Normal demand curve is a curve which shows
negative relationship between price and
quantity demanded. Consumer surplus is the
excess; the consumer is willing to pay over the
amount actually paid for a good. It is shown

with the area below the demand curve but
above price line.

In simple words, it is the difference between
market price and price consumer was willing
to pay for a good or service. For example,
consumer was willing to pay $10 for a product
but in the market actual price was $8. So, extra

$2 he was willing to pay but he actually does
not pay is consumer surplus. It is graphically
shown below:

Price A

A

o —> Quantity
Consumer was willing to pay price “OA” but he
actually pays the market price “OP”
So, the difference between the two prices is
consumer surplus which

is equal to “PAE”.. the
area below demand curve and above
equilibrium price,

Consumed surplis keeps on changing due 1o
change in demand and supply. For example. i
supply falls due to mposition of indirect tax,
consumer surples wil also fall and vice versy
1= true for nse in supply. Consumer surplus
may change due to govemmel)t actions
regarding indirect taxes and subsidies,
Indirect tax is a tax which is imposed on the
spending of people hke VAT, customs ang
excise duties etc. Introduction of indirect tax
decreases the supply and supply curve shifts
to the left due to which market price will rise
and consumer surplus will fall. It is shown in
the following figure;

Frice 1\

—> Quantity
According to the diagram initially consumer
surplus is “PAE” after imposition of tax, new
equilibrium takes place at “Ey” and new market
price is “P;” and new consumer surplus is
AP1E. In this way, consumer surplus has
decreased equal to the area PPEE". 1t is
sure that consumer surplus will fall but the
extent of fall in surplus depends upon the
price elasticity of demand and supply.

If price elasticity of demand and supply is
elastic, then introductions of indirect tax
reduce the consumer surplus with smaller
ratio. On the other hand, if price elasticity of
demand and supply is relatively inelastic then
a fall in supply will result in reduction in
consumer surplus dramatically.

Similarly,  consumer surplus  changes
whenever, there is increase in supply. A rise in
supply shifts supply curve to the right and
decreases market price leading to increase in
consumer surplus,
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Government Intervention at micro level

Minimum and Maximum

Price
Question No. 2-June 2003

(b)  Discuss whether the introduction of
maximum prices by a government
would solve the problem of
scarcity? [10]

The term scarcity refers to limited resources
and unlimited wants. While maximum price is
the price set by government below equilibrium
and it results in excess demand (shortage) in
the market as shown below;,

Price

= A
B
PM _
/ Shoitage .'\D
. - >Q
0 F a C

This price is set by government to support
consumers but it results in shortage. A few
people would be able to get products unless
government takes some other measures like
provision of goods from buffer stock.

The above figure shows that equilibrium price
is P and PM is maximum price set by the
government below equilibrium. At price PM,
quantity demand is greater than quantity
supplied which has caused shortage equal to
area A to B or F to C. This gap between
demand and supply may be filled in by the
government, releasing buffer stock.

Most of the people will not be able to get
products due to shortage in the market.
Rather, it may lead to black marketing.
Maximum price set above equilibrium will be

ineffective.

Price
A

PM1

1 1 : >Q

0 G Q F

Maximum price PM1 is ineffective and it will
not result in shortage or surplus, rather price
will remain at equilibrium.

Problem of scarcity is ever-lasting and it
cannot be completely solved. However, it can
be minimized through conservation of
resources for future use. Maximum price set
by the government cannot solve this problem.
This problem can only be solved, if all prices
are set to be zero which is again never
possible. So, maximum price cannot solve the

problem of scarcity.

Question No.2 June 2013
2 (b) Discuss whether preventing the price
mechanism from working freely by
using government price controls can
ever be effective. [12]
Price mechanism is another name of free
market economy where prices and output are
determined through the free forces of demand
and supply. On“the other hand, government
control is an alternative to price mechanism
where government performs its role and sets
price above equilibrium or below equilibrium.

However, these prices are not always
effective. For example, maximum price is set
by the government below equilibrium and it is
effective which will cause shortage in the
market i.e. demand will be greater than
supply. But if maximum price is set above
equilibrium, it will be ineffective and free
forces of demand and supply will determine
prices at equilibrium level.
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There will be no shortage in the market rather
market equilibrium price will be charged and
equilibrium quantity will be traded. It is shown
as;

A

/ Sho%tage E
0 F Q Cc
The above diagram shows a maximum price
set by the government below equilibrium
which is an effective. However, it has resulted
in shortage from point “A” to “B”. Maximum
price is the maximum limit and sellers cannot
charge more than that price. However, they
can charge below that price. On the other
hand, maximum price set above equilibrium

will be ineffective as shown below;
Price

T
S
Surplus c

PM

D
>Q

> Q

0 G Q F
It is an ineffective maximum price. As it was
mentioned above that it is the maximum limit
set by the government, therefore, it is the on
the will of producers and sellers to charge
below this price. So, producers will obviously
charge at equilibrium because at price PM
demand for the products is low and supply is
high. To remove this excess, they would
prefer to charge at equilibrium price Po.
Similarly, minimum price is set by the
government above equilibrium. To be an
effective minimum price it must be set above
equilibrium. Although it will create surplus yet
it will be an effective minimum price.

Price T

e 7

(@]
O fececanccaaan

Quantity

MEG

youtube.com/meg
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The above figure shows government
intervention in the form of minimum price. The
area “A" to “B” shows excess supply yet it
would be an effective minimum price. |f
government sets price below equilibrium, then
it would be ineffective.

From above discussion we concluded that
government price controls are not always
effective. However, Minimum price above
equilibrium and maximum price below
equilibrium will be effective.

November 2013

2 In November 2011 the Kenyan
government reintroduced price
controls to ensure that basic
commodities were sold to the
citizens at reasonable prices.

(a) With the help of diagram(s),
contrast the impact of maximum
price fixed below equilibrium
market price with the one that is

fixed above it. [8]
(See June 2013) '

(b) In view of the problems of
allocation that might arise with
effective maximum price
legislation.

Discuss how these problems

might be overcome. [12]
Maximum  price legislation causes’
shortage of goods in the market. Maximum
price is imposed by the government when
it thinks that consumers are being
exploited normally when market price for
basic necessities like food and drugs is
very high government thinks it better to use
price controls.
If we consider the example of drugs then
the demand would be high by the retired
people who are very old, earning no money
but have to spend a lot on medical care to
survive. Government thinks it better to
provide medicines to these old people at
very lower price through maximum price
legislation. But this legislation may cause
many problems for these old people as well
like shortage will force them to stand them
in long queues to get drugs.
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ne how scary It I8 when a retired
anding In A queue spends many
week or month. The problem
g also arises in such
sellers sell secretly at

jmadl
,;,{bhﬂ h'
avery

hhl”Q
of blac

sifuatior

N'U“ p”l.lm
[hese problems can he overcome through

sffective government role and producer's
(ole, At WE know that demand and supply
is the baslC bullding block of economics 80
(ot It WOTK properly. Government should not
Impose maximum price because it takes
one political cyclo to change the situation.
On the other hand, Invisible hands (forces
of demand and supply) continuously keep
on changing the situation as there is any
change In demand and supply equilibrium
will change. To bring price bolow the
oxlsting markel price government should
motivate the producers 10 produce more
and may provide them with subsidy.

When subsidy Is glven by tho government
supply will rise and prico will come down.
Thie will not force tho producers to create
shortago and at the 6amo time consumers
will be able to satisfy thelr neods In time. It

is shown bolow In the diagram,

k markelin
s whore

Price

Quuntity

Suppose price of drugs I8 initlally at P1 and
government thinks that people are able to
purchase at (his price. Therefore,
government should try to produce by itself
to make It available at lower price. If it
cannot do so then government should
provide subsidy t the producers to increase
the supply from S to S1 and equiiibrium to
chango from E to E1 and price to fall to P.
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forelgn mvestors t bring thelr mvestment
in the country so that o onads must be
more goods must be
available into the market at low prices.
Government may give them tax relaxation.
Government may overcome the problem of
black marketing and shortage in the
market through a strict action. It may
involve the POLICE to go force the sellers
to release their stocks. Government may
charge very heavy fines to those who are
not following the instruction.
Staff of marketing board must visit the
market and purchase goods against a
proper receipt so that it can check the
prices and quality of goods whether it is
according to the prescribed standard or
not. It will help government to overcome
the problems cause by the maximum price

legislation.

June 2014
2(b) Discuss the view that attempts to

help poorer consumers through the
imposition of a maximum price for
food items will always fail. [12]

e price set by government
below equilibrium and it results in shortage or
excess demand which also results in black
marketing. This price is to support consumers.

It is shown below,

Maximum price is th

Prico
N S
l) l smmmemm ="
PM A : :
/‘:f Sholtage .+ D
N N N >Q
0 F Q@ C
According to the above figure equilibrium pr?ce
PM is maximum price

is P and quantity is Q. imu
set by the government below equilibrium and

It has resulted in shortage equal to AB or FC.
To reach the equilibrium in case of maximum
price, price should increase from PM to P and
in this way movement in the graph will be frgm
A to E along the same supply curve which

shows that quantity supplied is extending.
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ANt Viatd, eiardity detnard ol decoaase, 5%
b tesmehy soulibnionm s b treremernt wl be
oty B3 40 b along the sarne demand curse
WICH s sl ki a8 catdeaction it detnand,

Hesyst, i govstninsnt sets tazitmurn prics
abitivs asquilibtivm ot I as shoun in the
fllowing figure thet it will be Ineffective and
thate will be no shottage o sutplus 1ather

oA dernand and supshy) conmtinuoushy reeg

on changing the shuation as there is any,

change in demand and supply equilibrium,
will change. To bring price below the
aristing rarvet price government should
mativate the producers to produce more
and may provide them subsidy.

prive ant quatitity vAill tetnain at equilibriuem June 2010/22
vihists itios will be 12 and quardity ttaded vAll
be () (b)  With the help of diagrams, discuss
Fivm whether consumers will benefit
from the introduction on a product
8 of (i) an indirect tax, and (i) an
FhAl a - e thre trmrvniomn, e effective maximum price, [12]
,. e Scarcity refers to the limited resources and
- unlimited wants. VW/hile maximum price is the
i price set by the government below equilibrium
( b and it results in excess demand (shortage) in
i the market.
b 5 ~4 Ouatiy This price is normally set by the government
Maxitmum  price  legislation  causes to support the consumers but it results in

shottaye of goods in the market. Maximum
price is iimposed by the government when
it thinks that consumers are being
exploited normally when market price for
basic necessities like food iterns and drugs
is very high, government thinks it better to
use price controls.

If we consider the example of food items,
then the demand would be high by the poor
people who are earning less money but

shortage. A few people will be able to get the
products unless government takes some other
measures like providing goods from the buffer
stock.

have to spend a lot on food items and even Plh-cmemeee

oh medical care to survive. Government M

thinks it better to provide food items at very : : :

lower price through maximum price +  Shostage D
legislation. But this legislation may cause . - é - >Q

many problems for these people as well
like shortage will force them to stand in
long queues. Imagine how scary it is when
a many poor retired person standing in a
queue spends many hours every week or

Most of the people will not be able to get the
products in the market. Rather it may lead to
black marketing. Maximum price set above
equilibrium will be ineffective.

month, The problem of black marketing Price
also arises in such situations where sellers .
sell secretly at high prices. pmil_\B _ supuws C~

These problems can be overcome through
effective government role and producer’s
role. As we know that demand and supply
is the basic building block of economics so
let it work propetly. Government should not
impose maximum price because it takes
one political cycle to change the situation.

o
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Maximum price PM Is ineffective and it will not
result in shortage or surplus, rather price will
remain at “P0" at equilibrium. Problem of
scarcity I8 ever-lasting and it cannot be
completely solved. However, it can be
minimized through conservation of resources
for future use.

Maximum price at by the govt. cannot solve
this problem. This problem can only be
solved, if prices are set to be zero which is
never possible. Finally, we cannot solve the
problem of scarcity through maximum price.

Indirect tax is a tax which is imposed or levied
on spending of the people e.g. value added
tax (VAT), customs and excise duties etc.
Imposition of indirect tax results in fall in
supply, leading the supply curve to shift to the
left. In this way, price of cigarettes will rise
and quantity demanded will fall but with
smaller proportion because it is a habit
forming good and its demand is inelastic, and
main proportion of tax will lie on the
consumers. Government tax revenue will rise
from this action.

4
Price

— Quantity

MEG

Initially, equilibrium is at “E” and price is “P0".
Imposition of tax shifts the supply curve to the
left from “S” to “Sy” and new equilibrium will
take place at “E+" price for consumers will rise
to “P+" but producers will get price “P2” in this
way, total tax burden is “P1E1 A P2 out of
which “P; E1 B Po” will be paid by the
consumers which is more than the producer’s
burden “PoBAP;".

However, it has resulted a very little fall in
quantity. It means, indirect tax is not the best
way to discourage smoking, government
should opt. some other tools like educating the
people to create awareness among them
about the dangers of smoking written, oral,
and visual media should also play its role in
this regard.

Doctors should write down articles on the
harmful effects of smoking like lungs cancer
etc. Teachers should also persuade the
students not to involve in such activities. They
themselves must remain away from it because
they are role models.

Government should ban not only on
advertisements of cigarettes but also try to ban
its production in the country. However, the
effects on the consumers and produces
depend upon the price elasticity of demand
and supply. When the price elasticity of
demand and supply is unitary then it will shift
an equal burden on consumers and

producers.
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Taxes, subsidy and direct provision

Questions No.3a June 2018

With the use of diagrams, explain how the
price elasticity of demand for a product
influences the incidence of an indirect tax on
that product. (8]

Envisioned Answer

Indirect tax is the one which is imposed or
levied on goods and services and not on
income and profit, For example, general
sales tax, value added tax (VAT), customs
and excise duties ete, Imposition of indirect
tax results in fall in supply, leading supply
curve 1o shift to the left,

While price elasticity of demand refers to the
responsiveness of quantity demand to a

change in price, It is worked out using
following formula;

Y_/AQd
Yo /NP

It can be elastic or Inelastic, Elastic demand
refers to the situation when a change in price
brings more than proportionate change in
guantity demanded, Luxurious products,
products  with greater number of close
substitutes and the goods on which large
proportion of income Is spent, have elastic
demand. Contrarily, inelastic demand Is:
when a change In price brings less than
proportionate change in quantity demanded,
Prica elasticity of demand determines the
incidence of indirect tax on consumers as
well as producers. Whenever, demand s
relatively Inelastic, tax burden mainly falls on
consumers bacause they could not reduce
quantity demand dramatically since it can be
thelr basic necessity or habit forming good.
The Incidence of tax is further explained with
following figure,

4
Price r

PED =

0 » Quantity
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As per above figure, initially, equilibrium is at
“E” and price is “P0”. Imposition of indirect tax
shifts supply curve to the left from “S” to “S,”
and new equilibrium will take place at “E;”,
price for consumers will rise to “Py” but
producers will get price “P.” in this way, total
tax burden is “P+Es A P2” out of which “P; E; B
Po” will be paid by the consumers which is
more than the producer's burden “PoBAP,”.
Contrarily, if demand is relatively elastic, then
greater tax burden will fall on producers
hecause in case of elastic demand a smaller
increase in price leads to a dramatic fall in
quantity demanded therefore, producers
would feel it better to bear the tax burden
instead of dramatic fall in their products’
demand.

Question No.2 June-2017
(h) Discuss two methods of increasing
the provision of merit goods in a
mixed economy. Consider which is
more likely to be effective. [12]

Envisioned Answer .

Mixed economy is an economy in which part
of resources are owned, allocated and
controlled by private individuals and
companies and part of the resources are
under government. There can be number of
methods to increase the provision of merit
goods, the goods which create positive
externalities and have positive impact on non-
consumers. However, the two methods of

increasing the provision of merit goods in
mixed economy are;

1. Provision of subsidy and

2. The direct provision of merit goods by the
government.

Government can use these two methods to
attain the above-mentioned aim. Both of the
methods have their costs and benefits. The
provision of subsidy will increase the supply of

merit of goods leading to decrease their prices
as shown below;
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According 1o the aboye figure  initisl
equilinium for meit goods is at | whera
markel price 1s 1 and quantity fraded g O,
Owing 1o incraasea In supply which may have
peen causad by the provision of subsidy or
any other factor, supply curve shifftad fowsrds
pight from 5 10 54 and new aquilibrium for merit
goods took place at |4 The price has fallon 10
17 and quantity raded has 1isen 1o Oy,

Ihis method of increasing the provision of
metit goods is useful hacause It INcreases the
availability for the consumers at lower price, It
also extends the demand for merit goods from
point 1= to 11, This extansion In damand
depends upon the alasticity of demand, The
elasticity of demand can also ha Incrassad by
the government by promoting the use of these
goods,

However, this meathod of increasing the
provision of merit goods Is time taking and It It
dificult 1o ensure transparency tagarding
provision of subsidy 1o the producers, It also
involves  complicated — documentation and
procedures, Il also causes high cost 10 the
governmant in two ways; number one, the
huge amount of subsidy pald to the private
producers and number two, It 15 also costly to
employ pald supervisors (o ensure thal the
subsidy is utilized for the sald purpose, 50,
implementation of this policy Is not 8o easy.
he second method for Increasing the
provision of merit goods I8 direct provision by
the government, Dlrect provislon of morlt
goods and services fo averyone by the
government  reduces  Inequallly  because
everyone has the reach {o those goods llke
stale education and heallh care, It s a good
and effective methpd to provide marlt goods
because everyone will have the same product
without prejudice. It also Increasos Job
opportunities since new projects will bo started
for the provision of merlt goods, However, It s

MEG

I

Ut s uphil Aask for the guyernmment
hecause s Dot easy 1o start new propds f
oducation and health care, i sl inueases
thes worvload o the government.

From the above disoussion, # can e
concuded,  prodision o sutridy by the
gavernmert is more effedive a5 compared 1o
ditesed  provision o mert goods by the
govemment because profsion of sutsidy 1B
bit easior, lews costly and requires less time for

implermernation,

Queastion NO., 2 Nov 200%

3(s) | rplain the effect of the remaval of an
indirect taz upon the market for 2
product, 4]

Indirect 157 i 4 137 which is Jevied on spending
of the paople ey, value added tax (VAT),
cusloms and ezcises duties, Tax relasation of
ramovsl can also be called subsidy, The
ramoval of 137 increases the supply 50 supply
curve shifts 1o the right, It is shown in the

following figures;

O
The above figure depicts equilibrium at “E’

inltlally, where price is “P". Removal of tax will
shift the supply curve to the right and new
oqullibrium will take place at "E1” and new
prico  Consumers will pay s ‘P1" so
consumer's subsidy is "PBE, P1", while the
producers will get price "P2" and they will get
subsidy "PBAP2". However, the amount of
rellof for producers and consumers depends
upon the price elasticity of demand and
supply.

If price elasticity of demand is low and
olasticity of supply is high, consumers will get
more benefit as compared to the producers.
On the other hand, when elasticity of demand
Is high and elasticity of supply is low,
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producers will get more benefit from removal
of tax as compared to the consumer.

The impact on market for the product is also
clear from the above graph. Supply will rise
and shift to the right due to non-price factor ie.
indirect tax. But market price will decrease to
P1 and quantity demand will extend from E to
E1 due to fall in price. Seller of this product will
get higher revenue due to fall in price if its
demand is elastic. However, revenue will fall
demand in inelastic or perfectly inelastic. On
the other hand, revenue will remain the same
if price elasticity of demand is unitary.

Question NO. 3 Nov 2007

(b) Discuss, with the aid of a demand
and supply diagram, the effects on
consumers and producers when the
government introduces an indirect
tax on a good. [12]

Indirect tax is a tax which is imposed or levied
on spending of the people e.g. value added tax
(VAT), customs and excise duties etc.
Imposition of indirect tax results in fall in
supply, leading the supply curve to shift to the
left. In this way, price of cigarettes will rise and
quantity demanded will fall but with smaller
proportion because it is a habit forming good
and its demand is inelastic, and main
proportion of tax will lie on the consumers,
Government tax revenue will rise from this
action.

price 4

o

P1

Vo |
P

o #» Quantity

nitially, squilibrium s at "Eq’ and price I8 "Pq"
whils quantity Is "Qq". Imposition of tax shifts
the supply curve to the left from "8" to "8y" and
new equilibrium will take place at "Ey" price for
consumers will rise to "Py" but producers will
get price "P4",

MEGA

utube.com/meg

In this way, total tax purden is “P1 E1 A P2" out
of which “P1 E1 B po" will be paid by the
consumers, which is more than the producer’s
burden "PoBAP;". However, it has resulted a
very little fall in quantity from “Qo” to "Qy”.

It means, indirect tax is not the best way to
discourage smoking, government should opt.
some other tools like educating the people to
create awareness among them about the
dangers of smoking written, oral, and visual
media should play its role in this regard.

Doctors should write down articles on the
harmful effects of smoking like lungs cancer
etc. Teachers should also persuade the
students not to involve in such activities. They
themselves must remain away from it because
they are role models.

Government should ban not only on
advertisemerits of cigarettes but also try to ban
its production in the country. However, the
effects on the consumers and produces
depend upon the price elasticity of demand
and supply. When the price elasticity of
demand and supply is unitary then it will shift
an equal burden on consumers and

producers. It is shown in the following figure.
S1

Price

N SO

P

()

Initially, equllibrium Is at point "E" where
market price Is "P", Imposition of Indirect tax
shifts the supply curve to the left and new
oquilibrium will take place at "Ey" per unit tax
I8 "Eq A" whila the total tax will be P1E APz out
of which P1EBP Is Tax burden on the
consumer while PBAP; Is the burden on the
producer, But when demand Is elastic and
supply Is Inelastic then more tax burden will lio
on the producer and less on the consumer.
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Question NO. 3 Nov 2009

3(b) With the help of a diagram, discuss
how desirable it s for a
government to pay subsidies to
producers. [12]

Subsidy is the grant provided by the
government to the producers to produce more.
Tax relaxation may also be treated as subsidy.
Providence of subsidy reduces the cost of
production for the producers. So, they are
encouraged to produce more and supply will
also rise due to which supply curve will shift to
the right.

Now, consumers will have to pay less price
and the producers will get higher prices. In this
way both will benefit from the act of subsidy.
However, the total impact of price will depend
upon the price elasticity of demand and supply
in case of unitary elastic demand and supply
both the parties i-e consumers and producers
will get equal benefit. When demand is
inelastic or supply is elastic then consumers
will receive more subsidy than producers. It is
shown in the following figure;

A
Price

P2 '
Po

P1

-

0 Quantity
Initially, equilibrium price is “Po", Providence
of subsidy will shift the supply curve to “Sy" and
new equilibrium will take place at "E+ where
consumers will pay price “P1". But' the
producers will recelve price “P2". In this way,
consumer will benefit as they will have to pay
less price and producers will receive more
from the act of subslidy.

According to the above diagram total subsidy
Is "P,E4BP,", out of which consumers will get
.subsidy "PoP+E,A" and producers subsidy is
“P:BAP0o",

So, producers benefit is less than the
consumers benefit.

On the other hand, when supply is inelastic or
demand is elastic then producers benefit will
be more than the consumers.

It is shown in the following figure where total
subsidy is equal to the area “P+1P,BE4" out of
which consumers will receive "Po Py E1 A”
which is less than the producers’ subsidy
which is equal “P, BA Po". Government also
provides subsidy to the producers of merit
goods which create external benefits or
positive externalities in the society.

It improves the welfare of the society and
reduces the welfare loss or deadweight loss.
Merit goods are normally under-produced so,
government subsidies such goods to increase
the volume of production of such goods.

A
Price
P2

Po
P1

—l
»

0 Quantity

Subsidy also  improves the  price
competitiveness (lower price) of qualitative
locally produced goods and may help to the
firms to compete in the international market to
make the balance of payment surplus.
Production of qualitative goods also improves
the standard of living.
However, the providence of subsidy will result
in increase in government expenditures and
involve an opportunity cost, because
government will have to withdraw funds from
other projects. It may also affect the efficiency
of market system as private producer may rely
on subsidy instead of improving their
production techniques, and allocation of
resources in best possible way.
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2w Wi ™he aid of a diagram, axplain
how 2 government subsidy to
ardducers of foal will affect the
SN FUST O 3 and govarnment

e\t\ehwture‘ )

UDSI T T gramt providad by  the
BTET I the DIOJUDATS 10 produce more,
T3 TR@EEon may alkd da reated as subsidy,
“rowvense of subsidy raduces the cost of
DAUSION For the producers. So, they are
SNZDUE0EC 10 droduce more and supply will
A0 TS due 10 which supply curve will shift to
e 7@t Now. consumers will have to pay less
272 and the producers will get higher prices.
I Ths w2y, doth will benefit from the act of
SUDsEy. Sowevar, the total impact of price will
o=pant upon the price elasticity of demand
anz supply in case of unnary elastic demand
=212 supply Doth the parties i-e consumers and
producers “will get egual beneft.  When
demand s inelasiic or supply is elastic,
consumers will receive more subsidy than

oroducers. i is shown in the following figure;
A

lu )

Price

.
1

© Quantity

Inttizlly, equilibrium price is “Po”. Providence
of subsidy will shift the supply curve to “S,” and
new equilibrium will take place at “E+” where
consumers will pay price “Py” but the
producers will receive price “P2". In this way,
consumer will benefit as they will have to pay
lesser price and producers will receive higher
price from the act of subsidy.

According to the above diagram total subsidy
is “Ps Es B P.”, out of which consumers’
subsidy is “PoAEs P+” and producers’ subsidy
is “P,BAP0”. So, preducers benefit is less than
the consumers benefit. On the other hand,
when supply is inelastic or demand is elastic
than producers benefit will be more than that
of consumers, It is shown in the following
figure;
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Government also provides subsidy to the
producers of merit goods which create
external benefits or positive externalities, It
improves the welfare of the society and
reduces the welfare loss or deadweight loss,
Merit goods are normally under-produced.

Therefore, government subsidies these goods
to increase their output. Subsidy also
improves the price competitiveness of
qualitative locally produced goods and may
help to the firms to compete in the international
market to make the balance of payment
surplus.

Production of qualltatnve goods also improves
the standard of living. However, the
providence of subsidy will result in increase in
government expenditures and involve an
opportunity cost, because government will
have to withdraw funds from other projects. It
may also affect the efficiency of market system
as private producer may rely on subsidy
instead of improving their production
techniques, and allocation f resources in best
possible way.

Question NO. 3 June 2010/22

(b) With the help of diagrams, discuss
whether consumers will benefit from
the introduction on a product of (i) an
indirect tax, and (i) an effective
maximum price. [12]

Scarcity refers to the limited resources and

unlimited wants.. While maximum price is the

price set by the government below equilibrium
and it results in excess demand (shortage) in
the market.

0

MEGA LECTURE

.meg

alecture.com



www.youtube.com/megalecture

Online Classes : Megalecture@agmail.com

www.youtube.com/megalecture

Qamar Baloch

www.megalecture.com
e nomics Topical Paper-2

»

Thes proe 5 normally set by the government
t~ support The consumers but € results m
shortage. A few people will be abile to pet the
orocducts unliess government iakes some other
—easures ke providing goods from the buffer
stock
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Vost of the people will not be zble o get the
oroducts in the market Rather it may lead to
hiack marketing. Maximum prce set above

equiibrium will be ineffeciive.
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\1zximum price PM is ineffective and it will not
resu® in shortage or surplus, rather price will
remzin at “P0” at equilibrium. Problem of
scarcity is ever-lasting and it cannot be
completely solved. However, it can be
minimized through conservation of resources
for future use.

\zximum price at by the govt. cannot solve
this problem. This problem can only be
scived, if prices are set to be zero which is
never possible. Finally, we cannot solve the
problem of scarcity through maximum price.
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Indrect tax 15 3 1ax which 13 Tmposed of levied
on spending of the peopie e g. vaius 20020
tax (VAT). customs and excse dutes 2ic.
Impostion of indirect tax results n fall n
supply. leading the supply curve 1o shft 1o the
lefl In this way. price of cigareties will rse
and guantty demanded will fall but with
smaller proportion because # 5 2 habt
forming good and fts demand s inefastic. and
main proporiion of tax will he on the
consumers. Govarnment tax revenue will rse

from this acbon.

(W2
(MY

Prce ‘T

—» Quartty

Initially, equilibrium is at “E” and price is “PO”.
Imposition of tax shifts the supply curve to the
left from “S” to “S:”-and new equilibrium will
take place at “E+” price for consumers will rise
to “P-” but producers will get price "P;” in this
way, total tax burden is “‘P,E; A Py out of
which “P; E; B Po” will be paid by the
consumers which is more than the producer’s
burden “PoBAP:".

However, it has resulted a very little fall in
quantity. It means, indirect tax is not the best
way to discourage smoking, government
should opt. some other tools like educating the
people to create awareness among them
about the dangers of smoking written, oral,
and visual media should also play its role in
this regard.

Doctors should write down articles on the
harmful effects of smoking like lungs cancer
etc. Teachers should also persuade the
students not to involve in such activities. They
themselves must remain away from it because
they are role models.

Government should ban not only on
advertisements of cigarettes but also try to ban

its production in the country.
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However, the eftects an tha consiimers Al
produces depend upon the price alasticity of
demand and supply. When the price alasticily
ot .demand and supply is unitary then it will
shift an equal buden on eopsimers  and
producers, Itis shown in the tollowing figure,

Question NO, 3 November 2012/21

2(a) Explain, with the use of diagrams,
the different effects on the price and
quantity of a product of the removal of a
subsidy and the removal of an Indirect tax
on that product, [8]

Subsidy is the financial help given by the
government to the producers which indirectly
gives benefit to the consumers as well in the
form of low prices. Indirect tax is a tax which is
levied on consumption of goods, Examples of
indirect tax include general sales tax (GST),
value added tax (VAT), customs and excise
duties etc.

Removal of subsidy has the same effect as
imposition of indirect tax. Therefore, removal
of subsidy will shift the supply curve towards
left leading to rise in price and fall in quantity
bought and sold (traded). On the other hand,
removal of indirect taxes the same effect as
providing subsidy. Therefore, removal of
indirect tax will shift the supply curve towards
right leading to fall in market price and rise in
quantity traded. This entire phenomenon is
shown below in the diagrams;

Price

T
=78
1
P
>
0 Quantity

The above diagram shows the effect of
removal of an indirect tax. Removal of indirect
tax increases the potential of producers to
produce more. :
Therefore, supply curve will shift to the right to
$1, equilibrium will shift to E1, price will fall to
P but quantity traded will rise to Q1.
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Ihe above diagram shows the Aot of
removal of subsidy, Initially equilibnivem s st £
where price Is 17 and quantity fraded is (),
Removal of subsidy has shifted supply curve
(o the left to 81 hecause it will lead 10 higher
cost of production for the producsss,
Therefore, new squllibrium will take place at
1 where price will rise to P1 hut guantity
traded will fall to Q1,

(b)

G

L

Discuss the possible benefits and
drawbacks of government subsidies to
agriculture. [12]

Subsidy s the grant provided by the
government to the producers to produce more,
Tax relaxation may also be treated as subsidy.
Providence of subsidy reduces the cost of
production for the agricultural producers. So,
they are encouraged to produce more and
supply of agricultural goods will also rise due
to which supply curve will shift to the right.
Now, consumers will have to pay less price
and the producers will get higher prices. In this
way, both will benefit from the act of subsidy.
However, the total impact of price will depend
upon the price elasticity of demand and supply
in case of unitary elastic demand and supply
both the parties i-e consumers and producers
will get equal benefit. When demand is
inelastic or supply is elastic then consumers
will receive more subsidy than producers. It is
shown in the following figure; .

. &
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Chapter # 4

Types of inflation, consequences of inflation

Question No. 4 June 2003

4(a) Explain why a country may
experience a persistent rise in its
general price level. [8]

A persistent rise in general price level is called
inflation and it is a monetary phenomenon and
according to Milton Friedman, it reduces
purchasing power of money.

A country may experience a persistent rise in
its general price level due to increase in
aggregate demand (AD), decrease in
aggregate supply (AS), or increase in money
supply.

Demand pull inflation: It occurs when
aggregate demand increases.

Aggregate demand may rise due to rise its
components including government spending,
consumer consumers, firms' investments or
higher net exports. Aggregate demand is
expressed as;

AD=C+I+G+(X-M)

This phenomenon is shown in the following
figure;

0

Price AS

P1

P
Po
P2

o)

1 A L) >
Q2 Qo0 Qi1 Real GDP/Output

The above diagram advocates the idea of
Keynesian School of thought. Initially,
aggregate supply curve is horizontal and
shows no change in price till output Q2.

Equilibrium at full employment is at point “E”
where price level is “P” and output is Q1.

A rise in aggregate demand shifts aggregate
demand to “AD;y" and new equilibrium takes
place at “E;" leading the price to rise to “P¢”
while keeping GDP or output at Q1. The gap
between “P” and “P4” is inflationary gap.

Itis good inflation because it increases level of
economic activity in the country, increases
GDP, leading to economic growth as well as
increase in employment.

Monetarist have the view that demand pull
inflation is mainly caused by greater money
supply. Increase in money supply increases
aggregate demand and drives the prices up, if
aggregate supply does not tend to rise.
According to monetarists “Double the quantity
of money, double will be the price level but
value of money will be half.

Contrarily, New Classical School of thought
has the idea that in long run, economy remains
at full employment without government
intervention and any rise in aggregate demand
automatically causes demand pull inflation as
shown below where initial equilibrium is at
point “E”, price is “P” and GDP is “Q”.

A rise in aggregate demand to “AD1” has
caused price level to rise to P1 without any rise
in GDP.

Price N LRAS

P1 oo
p kk AD1

0 > Real GDP
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Cosl 1*ush Inflation: It is caused Dy 1186 Tt
cosl of production. Higher cost of production
feeding 10 higher prices 18 called cost push
mflation. 1t 1s known as bad Inflation because
i reduees level of economle activity in the
countty,  reduces  GDEPand  Increases
unemployment. It e further  explained
Um;:hh:nllv ae under,
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Il i& also known as stagflation because in this
gltuation inflation and unemployment both
(end to rise. The cost may rise due to increase
in rent of the building, higher wage rate, higher
prices of domestic and imported raw material
due to depreciation of currency and a high rate
of interest. :
For example, when there is continuous rise in
price level, workers will keep on demanding
more wages time to time which will cause
wage-price spiral. It will lead to higher cost of
production and resultantly price level will
further rise.
According to the above figure, initially,
equilibrium is at point “E” and price level is “P".
The rise in cost of production shifts aggregate
supply to ASs, and new equilibrium will take
place at “E4" and price level will rise to “P1".
The gap between P and P is inflationary gap.
So, finally we concluded that inflation is
experienced because of higher AD (which
may be due to the act of consumers,
producers and the government), fall in AS
(which is the act of producers, normally
monopoly firms) or rise in money supply in the
economy (which is the act of central bank of
the country i.e. government).
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“cony
) Discuss why reducing Inflation |s
often the most Important task for a
government? (12)
fhe alm of government policy Is to keep
inflation rate low apart from lower rate of
unemployment, sustained economic growth
and favorable balance of payment, because it
has very harmful effects. However, on the
other hand, it may aim to keep prices of certain
goods very high like demerit goods, to reduce
their consumption. The true consequences of
inflation however, depend upon the rate of
inflation, time of its existence, whether it Is
anticipated or unanticipated, whether it is
under control or not, similarly, inflation rate in
other countries as well. It has following internal
and external harmful effects.
Firstly, high rate of inflation has harmful
offects for consumers, producers and
somehow for the traders. If we divide the
consumers into high and low-income groups,
the effects would be different. The poor would
be affected a lot since high proportion of their
income is spent on basic necessities of life
which cannot be avoided because of inelastic
demand. So, they will have to face high cost of
living.
But the rich people would not be affected
badly, since they are spending less proportion
of their income on basic necessities and high
proportion on luxurious items which have
elastic demand, and a rise in inflation and
prices will lead to fall in total expenditures by
such people on luxurious goods which are
avoidable. Inflation increases disparities by
widening the income gap, in real terms,
between the rich and the poor.
Fixed income group like pension bearer and
those earning interest on securities etc. are
worsen because of high inflation. High price
level reduces their purchasing power. So, their
cost of living will rise and standard of living will

fall.
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AS Level Econowmics Topical Paper-2

Producers will face high burden because arise
in prices of raw materials will reduce their
potential to produce and consequently, supply
will fall and producers may have to face loss
but traders will not be affected too much as
they purchase the ready-made goods and sell
these goods directly to the consumers.

So, they can shift the burden to ultimate
consumers easily. It increases the pressure of
high prices on the consumers and they will be
worse off, particularty, when they have
inelastic demand for the goods.

Secondly, high rate of inflation affects
different brands and restaurants. Owing to rise
in prices, they will have to print new menu
cards, price list, catalogues, bar codes and
price tags. It is not only expensive in terms of
monetary expense, rather it is also expensive
in terms of waste of time and sometime they
have to lose some loyal customers due to a
sudden change in their prices. Thirdly, savers
have to face shoe-leather cost due to inflation.
Savers keep their money in saving account in
banks with a view to earn interest.
If the rate of interest is not index linked and
remain fixed at agreed rate even at the time of
inflation, it will reduce the real rate of return for
them. Therefore, they will try to shift their funds
from one bank to the other which offers high
interest rate. It is again a time taking and
expensive task for them. They will have to go
through complicated documentation and
procedures as well as will have to pay bank
charges and the leather of their shoes will also
erode and depreciate by moving from one
place to another, in the absence of online
banking procedures. So, savers would be
worsened due to high inflation.
Fourthly, workers face fiscal drag due to
inflation. Owing to rise in inflation, workers get
raise in their salaries automatically if their
salaries are index linked.

But this raise in salary drags them into higher.

tax bracket due to which they have to pay
income tax with high rate and they get worse
off instead of getting benefit of high income.
Most of the nations have progressive system
of income tax where tax rate increases with

increase in income. So, high income means

high tax rate for the salary earners. Fiscal drag
is also referred to as bracket creep because
people come into higher tax bracket.

Fifthly, inflationary neise ia anothet cont of
inflation. Sometimes, producers inorease \heiy
output thinking that the prices ol only hei
products are increasing because of hihes
demand for their products. But actually, the
situation is different. The price ol thelr produet
may be rising because of overall inflation in the
market and not due 0 demand of their
products, So, it creates money llusion and
results in wrong decisions of the producers,
misallocation of resources and definitely
causing wastage of resources which actually
belong to the nation,

Sixthly, unanticipated inflation may create
uncertainty for the producers to produce and
they may lack incentive to invest, It will causa
unemployment of workers and other economic
resources leading to slow down the rate of
economic growth of the country, In some
cases, due to lower investment and lower
output, consumers may have to import from
other countries which may deteriorate balance
of payment of the country. It can convert into
external effect of inflation..

Seventhly, anticipated inflation may cause
wage and consumption spiral. If workers are
expecting inflation in future, they will start
demanding wage rise now which will increase
the cost of production for producers and they
would be in the position to produce less which
will further increase the rate of inflation.
Similarly, if consumers are expecting price rise
in future, they will try to purchase greater
quantities today and will try to stock them, to
avoid paying high prices in future. This will
also lead to higher demand and ultimately high
prices for the consumers. Therefore, in this
case actually, inflation is further causing
inflation.

Similarly, inflation also leads to unplanned
distribution of income. Owing to high inflation
lenders will be the losers if interest rate stays
the same and does not rise with the rise in
inflation. However, borrowers will gain
because in real terms they would be paying
less.

Lastly, inflation reduces net exports which is
the difference between receipts from exports
and payments for imports. Owing to inflation,
our exports will fall because our trading

partner would be reluctant to purchase from
us.
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On the other hand., our imports may rise
pecause people will feel comfortable to
imports from other countries instead of buying
locally produced products. Therefore, balance
of payment current account may also move
owards deficit.

It also results in disparities by widening the
income gap between the rich and the poor. It
may result in depreciation of the value of a
cumency.

However, low and stable inflation may not
ahways be hamful because it can benefit
workers. producers, consumers and the
government in following different ways.

First of all. workers will get wage rise
asutomaticelly if their wages are index linked.
=owever, If their salaries are not index linked,
they will demand wage rise which may be
=ven higher than the rate of inflation. It makes
them beller off in real terms. Secondly,
extension of business due to creeping inflation
oecomeas possible which is benefit to the
ocrocducars. The creeping inflation is an
incentve 1o the producers to produce more
goocs and services to earn maximum profit.
If thers s no rise in price, producers will feel
that thsir efforts are not rewarded
sppropriziely. So, creeping inflation will
mofivais them to produce more output which
is mot onty beneficial for them but also helps in
crestion of job opportunities. So, in one way
or the other, it reduces unemployment in the
ecoromy s well.  Indirectly it will bring many
oth=r benefits like employed people having
be=r finzncizl position will be able to educate
their children. Their standard of living will
ziso improve. It is zalso beneficial for the
svernment in the form of more tax revenue.
#Zso makes it easy to payback national
detts. Earfier we have studied that inflation is
tzd for creditor (Jenders) but it is berieficial for
the debtors (borrowers).
Conclusivedy, the country being a debtor will
teneft when paying back national debt.
infiztion is not much harmful than deflation and
unemployment  because in  case  of
unemgployment people having  very Iogv
purchasing power cannot even satisfy their
vesic needs. Similarly, deflation reduces
incentive 1o produce because producers feel
thet they are not getting good reward. So,
infiztion is not always bad for the economy.
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Question No. 2 November 2004

(b) Discuss the view that inflation is
always a major problem. [12]
See Q. 4b June 2003

Question No. 3 June 2005

3(b) Discuss whether stability in the
domestic value of money is
essential for a country’s economic
well-being. [12]
See Q. 4b June-2003

Question No. 4 Nov 2006

4(a) Explain the difference between
cost-push inflation and demand-
pull inflation. (el
See details of demand pull and cost
push inflation in Question No. 4a
June 2003

(b) Discuss whether a country
experiencing inflation will always
have a - balance of payments
problem. [12]

Inflation is the persistent rise in general price

_level over a period of time. It can be creeping
when price level is increasing with slower rate

(i.e. 1-5%). It can be walking/mild in which

- price level increases from 5-10%. It can be

Strato/galloping when price level is increasing

from 10-20% while hyper-inflation is when

price level rises by 100% or more than that.

Inflation creates uncertainty in the economy.

However, its affects depend upon the rate of
inflation. It reduces the lending

competitiveness of the country as compared
to the foreign firms.

On the other hand, balance of payment is the
summary of all the economic transactions of a
country with rest of the world. Inflation
increases export price due to which foreign
buyers of exports will be reluctant to buy our
products and inflation reduces import prices
due to which more people will be attracted to
buy foreign produced goods. It may lead to
deteriorate the balance of payment of the
country. But the true impact of this change will
be more obvious when price elasticity of
demand for exports and imports is given.

In the short-run period of time, price elasticity
of demand for imports and exports is inelastic.

-
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So, rise in price of imports will lead to rise in
import payments and fall in price of exports will
lead to lower export earning so, balance of
trade will deteriorate but in the long-run
elasticity becomes high. So, rise in price of
imports will result in fall in import payments
and a fall in price of export will results in higher
export earnings. In this way, balance of trade
will become surplus, This phenomenon is
shown below with the help of J-Curve.,

4

BOT/
BOP

tve
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Defich

The above figure shows further deterioration
initially, and it will improve the balance of
payment in the long-run, Increase In deficit of
balance of payment will lead (o higher demand
for imports and demand pull inflation may rise,
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Surplus

N
J-Curve

> Iima

Through this method, Information Is collected
consumers
supormarkets, Long list of around six hundred
items Is dividad Into elaven broad categories
which ls not an easy job, We take a certain
yoar as n base yoar which can be an
Immediate previous year or a yoear very far

about prices from

It may devaluate the currency as well, [From from today,
the above discuesion we can conclude that

country

Question No, 3 June 2007
3(a) Explaln how the rate of Inflation s
measured,

Inflation refers to a sustained rise In general
price level over a perlod of time, Measuring
inflation is a tricky job, Controlling It Ia trickler,

cannot

he

GXPOrIeNces
halance of payment problem in one case but
In another case balance of payment is not
obvious and in the third condition we can see
that there Is no impact on balance of payment,
When demand for imports and exporls s
elastic rise In inflation have BOP problem but
If PED for imports and exports In inelastic then
balance of payment will Improve while in case
of unitary elasticity of demand for exports and
imports inflation will have effect on balance of
payment problem,

inflation may have Welghta are naasigned to different goods
according to the expenditure pattern of the
people, Welghts show how much important an
ltem Is, For example, It a person earns $10
and he apends $2 on product A, $3 on B and
$6 on C showa that product is C Is much
Important for that certaln porson while A has
leant algnificance. Then welghts are multiplied
by the curtent price Index to got weighted
Index. In the example below index of product
Al 110 which shows a 10% rise in its price.

Product B has index 120 which shows 20%
Increase In ita price while there is no change
In price of product C because its index is 100
(6] Which Is always equal to the base year. Then

aum of welghted Index Is divided by the sum
of welghta to get retall price Index in the
current period and finally, base year index

which s always 100 is deducted from current
No government can come up with Inflation Price Index to find out the figure of rate of

data that Is bellevable for all, And Inflation Inflation, 1t s explained  with
checked effectively if the numerleal example,

mechanism used for measuring It suffera from

structural flaws,
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But efforts must be made to record changes i,
the actual cost of living of various groups of
people. In UK itis calculated by “National Aydit
Office” and “Pakistan Bureau of Statistics” g
responsible to calculate the rate of inflation, |t
is measured by mainly by three indices,
Wholesale Price Index (WPI), an Index of
Consumer (retail) Prices (CPl) and Sensitive
Price Index (SP1). WPI shows the impact of
price change on businesses and industries,
SPI shows the changes in prices of some daily
use essentlal items like fuel and food. It shows
) the impact on the poor. Consumer Price Index
shows the changes in numbers based on
soma specific number, It is calculated by using
the data of base year and current year, It is
considered as more reliable and believable
because shows the impact on all of us,
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J

Commodities Weights Index Wx|
(w) 0]
A 2 110 220
B 3 120 360
C 5 100 500
IW=10 IWI =
1080
it s _EWIL 1080
Retail price index = SW o100 =108
Rate of inflation =RPI - BPI= 108 -100
=8%
BPI=Base Price index
(b) Discuss how a rapid rate of
inflation might affect different
groups within an economy. [12]

Inflation is the persistent rise in general price
level over a period of time. It can be creeping
when price level is increasing with slower rate
(.e. 1-58%). It can be walking/mild in which
price level increases from 5-10%. It can be
Strato/galloping when price level is increasing
from 10-20% while hyper-inflation is when
price level rises by 100% or more than that.
Inflation creates uncertainly in the economy.
However, its affects depend upon the rate of
inflation, It reduces the lending
competitiveness of the country as compared
to the foreign firms. It also results in disparities
by widening the income gap between the rich
and the poor. It may result in depreciation of
the value of a currency.

Commodity tenms of trade will deteriorate by
making imports expensive and exports
cheaper. Finally, balance of trade and balance
of payment will also deteriorate. Anticipated
inflation is not much hamful as compared to
the unanticipated inflation. It results in high
cost of living because people will have to pay
more now as compared to the past. Saving
level will also tend to fall as people will have
lesser amounts for this purpose and most of
their income will be spent out on goods and
senvices. The people having fixed income will
be affected by it badly, but the people with
flexible eaming will not be affected too much.
Producers will face losses but trader will not
be much affected by it as they are not
producers they just buy the ready made goods
and sell them to eam profits.

A rapid rise in price level decreases the
purchasing power of the income of people. So,
poordasswilbesufferingmotethantheﬁch.

MEGA

The people who are eaming fixed nterest on
securities will be the loser. Debtor will be better
off but creditors will be worse off. The dettors got
money when it was having mora value and ey
are paying back when it has lesser purchasirg

© power.

Consumer’s burden will rise but businessmen
will not be affected by it as they are shifting the
burden of inflation to the consumers.
Exporters will be losing as they will be geting
lesser amounts and importers will benefit from
inflation because people will import mors to
have qualitative goods.

It also gives rise to unemployment as high
prices will lead the producers to produce less
and so, they need lesser amount of workers.
Inflation also causes minor, menu and shoe-
leather costs. Firms will have to spend much
on printing of new price lists etc. Staff has ©
spend a great deal of time in prepanng now
menus and customers also feel uncomfortadle
after having a look on new price lists showing
higher figure than before. Inflation s harmful
it is increasing at rapid rate but it gives nse ©©
growth of the business if it is of creeping
nature, Businesspersons are motivated to
produce more to earn more, It also leads ©
increase in investment, employment may rise,
and quality of goods and services may rise.
Government will also get more tax revenu.
Terms of trade is worsened when prices of
imports are more than prices of exports. It
results in depreciation of & currency.
Depreciation makes imports expensive and
exports cheaper and depreciation occurs i
there is inflation in one country because other
countries would be reluctant to import from
that country. In this way demand for its exports
falls and its currency depreciates. According
to Marshall Lerner condition in the short-run
period of time balance of trade will further
deteriorate but in the long-run period of time
balance of trade will become favourable.

In the short-run period of time, price elasticity
of demand for imports and exports is inelastic.
So, rise in price of imports will lead to rise in
import payments and fall in price of exports will
lead to lower export earning so, balance of
trade will deteriorate but in the long-run
elasticity becomes high.
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K0, nse in price of imports will result in fall in
import payments and a tall in price of export
will results in higher export earnings. In this
way, balance of trade will become surplus,
This phenomenon is shown with the help of J-
Curve. The tigure shows further deterioration

intialty, and improvement in balance of trade
in the long run.

Question No. 3 June 2008

3(b) Discuss whether a widespread
shortage of labour might be a major
cause of inflation. [12]
See Q. 4a June 2003

\\ith conclusion that infiation is experienced

because of higher AD (which may be due to

the act of consumers, producers and the

government), fall in AS (which is the act of

producers, normally monopoly firms) or rise in

maoney supply in the economy (which is the act:

of central bank of the country i.e. government).

Question No. 2 November 2008
() Discuss whether a country should
welcome a period of deflation
(negative inflation). [12)
Defistion refers to the persistent fall in general
price level in the country over time. It may
QCour when economic activity is depressed or
when the economy is in a slump/recession.
Curing that peniod aggregate demand in the
economy will be low causing the price level to
fall. The benefits of deflation go to creditors
and fixad imcome samears who gain in real
tarms. Creditors are the people who are liable
%o recene from someone because they have
ient or soid goods on credit. When they have
acvanced loans the value of money was low,
but after defiation when the value of money is
high they are getting thair money back.
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Similarly, the fixed earner group who |g
recelving the same amount but price level has
decreased, they will become better-off. Now
they can enjoy more goods and services with
the same income. Their standard of living may
also rise,

It also achieves price competitiveness in the
international market leading the exports to rige
and balance of trade to become surplus,
However, deflation may affect the producers in
a bad way as they are getting low prices, they
may lose the confidence on investment and
their profits may fall which gives rise to
pessimistic approach. So, producers may
reduce investments leading to fall in output
and GDP per capita in the country.

A rise in unemployment, and fall in
government tax revenue. It may deteriorate
the budget of the government. Producers may
also start compromising on quality and
consumers may be enforced to use that poor
quality due to which standard of living of the
people may fall.

In this situation expansionary monetary policy
also becomes ineffective. Normally, when
government decreases the rate of interest,
more people are attracted to take loans and to
invest into the business. But during deflation
investors do not take interest on investing
more. So, this policy becomes ineffective.
There are so many observations of this state
of affair in the world as Japan's experience
has shown a number of such drawbacks.
Instead of deflation, creeping or walking
inflation is thought to be good as it gives
incentives to the investors to invest more; it
helps in achieving growth, full employment
and better balance of trade position.

Question No. 4 June 2009/21
(b) Discuss whether it is possible to
construct a consumer price index
that is an accurate measure of
changes in the cost of living for all
households. [12]
Inflation refers to a sustained rise in general
price level over a period of time. It is measured
by an index of consumer (retail) prices. Retail
price index shows the changes in numbers on
the basis of some specific number.
Itis calculated using the data of base year and
current year. Information is collected about
prices from the consumers and super markets.
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Long list of items is divided into eleven broad
categories. But all this is not an easy job. Index
is based on the spending habit of an “average
family” but it is difficult to define what this
means.
Allocating weights to different goods is again
a very difficult job. The quality of goods cannot
be indicated through index, because quality
and performance of goods tend to change with
the change in time.
New goods and services are continuously
arriving in the market and some goods and
services are no longer demanded. This is very
difficult to take this into account. Similarly,
collection of information from super markets is
again a very difficult job.
It is also difficult to compare index between the
countries. Mortgage repayments and the cost
of credit (interest) are not included in the index
but these are very important items of
expenditure. The data collected from different
sources is not reliable due to which it is very
difficult to calculate inflation correctly.
It does not reflect the true picture as it depends
upon the composition of the basket of goods,
the weightage given to each product, how
frequently the values are taken and the range
of outlets used.
Some people have the spending pattern which
differs from the average because of income
and wealth levels and attitudes. Spending
pattern of the rich is totally different from that
of a poor family.
Some people may not be much wealthy and
rich but they may have developed spending
attitudes. Therefore, retail price index just
shows an average change in the cost of living
and does not reflect the true picture of people
living in different circumstances.

Question No. 4 Nov 2010/21
4(a) Explain why it is important to have
an accurate measure of inflation].
[8
Inflation is a sustained rise in the general price
level. Inflation is a central economic target of
the Government, because is effects the overall
planning of the country. Inflation statistics acts
as a basis of government policy, effects firms
and individuals planning and are used to set
index linked wages, welfare benefits and
interest rates.
If the price level is increasing with a slower

rate (i-e creeping inflation),

It provides incentives for the producers to

produce more as they are getting better prices

than before, but if inflation is of hyper nature

then it affects the producers in a bad way. So,

they can take decisions to invest according to

the nature of inflation, So, accurate measure

of inflation is necessary to take right decisions

at the right time.

Inflation also affects the decision making of

consumer as well. Rational consumer keeps

general prices and relative prices in his mind

before taking decision to purchase.

Something, the price of a product is showing

increasing trend but at the same time, the
quality and fairness of the product are also
improved. So in this situation rise in price is not
bad for the consumers.

Government in its policy making also keeps in
mind the rate of inflation. In annual budget
government has to give rise in salaries and
wages which is given according to rate of
inflation. So that the government employees
and pension earns should not be effected
badly. Interest rate is also determined
accordingly because rising inflation decreases
the real interest rate. The inflation figure is also
of use to the investors, trade unions, citizens
and official bodies.

If the statistics of inflation are inaccurate then
it would be very difficult to determine to
direction of and level of action. It will lead to
inappropriate decision making and worsening
position of the economy. It results in lack of
effectiveness of policy to achieve other
economic aims as well like, unemployment,
economic growth and balance of payment
favourable. It may lead to errors in planning
and real values may not be maintained. So, in
short, we concluded that it is very important to
have an accurate measure of inflation.

Q.4(b) Discuss the methods and problems
involved in constructing an accurate
measure of the rate of inflation. [12]

See Question No. 3 June

2007

4(a) Explain why the successful
operation of the division of labour
depends upon the use of money. [8]

Division of labour refers to the situation in

which labour is divided in such a way that

every labourer can perform some specific
task. As in the recent world, production of
goods takes place at a very large scale.
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Therefore, every person cannot concentify-megalegiure.q8llc yss whether it is the behavior of

on every task. So, division of labour became
necessary. After division of labour, every
person performs his own task and becomes
more efficientin it.  Inthe past, our primitive
ancestors were involved in barter system in
which they exchange good with other goods.
But it was a very difficult job. There must be
coincidence of wants, whereby two people
must possess the goods or services, which
each other want.

For example, if a person needs or wants a
bicycle and he has a cow for exchange then
he will have to find out the person who has a
bicycle and he also needs a cow. It will make
a successful transaction otherwise; exchange
will not take place. So, everyone in the past
was trying to produce everything he needs or
wants. But after the invention of money
division of labour and specialization became
possible.

Everyone who is efficient in specific task
keeps on doing that and gets the reward in the
form of money. So, he needs not to produce
everything he needs rather he purchases
those things with money,

Money as we know is something, which is
generally acceptable as a medium of
exchange and is used to store the value,
Money performs the functions four, a medium,
a value, a standard, a store, People can use
money as a medium of exchange which is
acceptable for the seller and buyers are also
willing to pay to purchase something, It is
possible because money is generally
acceptable and can be divided into smaller
units as per requirement of a transaction,
People can also take loans from the financial
institutions, can buy on credit and make
repayment in future as a deferred payment,
which is again possible through use of money,
So, banking system can also operate
successfully through the use of money. Money
also performs its function to store the value,
Goods lose their value with the passage of
time. So, the people produce and sell their
goods or services and get money to store the
value or wealth.

As we know goods lose their value with the
passage of time, on the other hand money has
stability in its value which helps in storing the
value. In short, we can say that money Is of

much importance, for the successful operation
f the division of labour,

producers, consumers or
governments that is most likely tq
cause inflation. [12]
See Q.4b June 2003

With a conclusion that inflation jg
experienced because of higher Ap
(which may be due to the act of
consumers, producers and the
government), fall in AS (which is the
act of producers, normally monopoly
firms) or rise in money supply in the
economy (which is the act of central
bank of the country i.e. government).

Question No. 3 November 2012/21
3(a) Explain, with the use of an
aggregate demand (AD) and
aggregate supply (AS) diagram,
the different effect of cost-push
and demand-pull inflation on real
output. [8]
Real output falls due to inflation because rise
in price results in fall in purchasing power
of money income, Real output is the nominal
output after the removal of distorting effect of
inflation,
For explanation of demand and
cost push inflation see June
2011/22/4b
Question No. 3 June 2013/22
3 (a) Define the components of
aggregate demand and, with the
help of a dlagram, explain how an
Increase In spending in an economy
might result in inflation.  [8]
Components of aggregate demand refers to
the elements on which aggregate demand is
dependent, These include consumption,
Investment, government expenditure and net
exports, It s shown in the following formula;
AD=C+1+G+(X=M)
Consumption is that part of consumer income
which I8 spent on routine matters. Investment
refers to the purchase of those fixed assets
which rasult in increase in productive capacity
of an economy. Government expenditure
means the cost borne by the government and
can be of curent or capital nature. For
example, payment of salaries of government
staff, repair and maintenance of public goods
and construction of road, building, bridges,
hospitals, seaports and airports and subsidy
paid to the producers to support them.
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Exports refer to the selling of goods and
services to the rest of the world, Selling goods
to the other countries is known as visible trade
and selling services is known as invisible
trade. The last component of aggregate
demand is imports which refer to the buying of
goods and services from other countries. If we
Jeduct imports from exports, then the result is
wouki be known as net exports.

Increase in sending in economy means
increase in consumption by the consumers on
consumable item, producers spending on
capital goods or government spending on
repair and maintenance of public and merit
goods. Rise in AD due to any or all of the
above mentioned factors will lead to
rightwards shift in AD curve. It will cause
demand pull inflation in the economy. We
know that inflation is persistent rise in general
price level and demand pull inflation is inflation
caused by increase in aggregate demand in
the economy. It can be shown in the following
figure using AD and AS curves;

A

Pnce

B3

0

In the above diagram, initially economy is
supposed to be at ‘E' where price is P. A rise
in aggregate demand due to increased
spending will shift the AD curve to the right to
AD1 and new equilibrium will take place at 'EY’
and price level will rise to ‘P1' which refers to
inflation. The gap between P1 and P is known
as inflationary gap caused by higher

aggregate demand.

(b) If an economy is experiencing
inflation, discuss the view that its
government should be more
concerned about the external
effects than its effects within the

12]

domestic economy.

Controlling inflation is one of the objectives of
government policy because it not only

MEGA

deteriorates the economic conditions of the
country within its national boundaries rather
it has its harmful effects on the international
market as well. Government should be
concerned about the internal as well as
external effects of inflation. However,
government may prioritize to overcome this

issue,
Question No. 4b June 2003 add following

conclusion
From the above discussion we may conclude
that government must be concerned about
internal as well as external effects of inflation.
However, if the country is more relying on
international trade then external effects will be
more harmful and government should give
priority to remove it. On the other hand, if the
country is relying on domestic trade then

internal effects will be more harmful,

Question No. 4 November 2013
4 (a) Explain with the help of a
diagram, how a policy of
expenditure dampening in an
economy would affect aggregate
demand, prices and output in
that economy? [8]
Expenditure dampening policies include the
tools of fiscal and monetary policies to
dampen (decrease) expenditure in  an
economy which are interest rate, taxes,
subsidies and deflation.
Expenditure reducing or dampening policy is
designed by the government to reduce the
total spending in the economy. It includes
deflationary fiscal and monetary policy. In
deflationary  fiscal  policy government
increases income taxes and decreases
government axpenditures,
A rise in income tax reduces the disposable
income of individuals due to which their

purchasing power falls. Lower purchasing

power means lower purchases within the

economy as well, which brings deflationary
effects on the aggregate demand (AD). A
country may expetience a persistant rise in N
general price level due to highet aggregate
demand (AD) which is Known as demand pull
inflation. Dampening polictes will have the

effect on AD as}
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The above diagram indicates that Initially
equilibrium Is at point "E1" which Is above full
employment level, where price Is "P1" and
output Is "Q", A fall in aggregate demand will
shift AD curve to the left to AD1 whore
economy s at full employment and output is
the same as before, But a further fall In
aggregate demand will set equilibrium below
full employment level at £2 where price will {all
and output will also decrease,

It may also lead to higher unemployment in the
economy as well, Similarly, In deflationary
monetary policy, Interest rate Is Increased and
money supply la decreased, High interest rate
altracts the forelgners to demand moro
currency In the forelgn exchange market but
on the other hand, fall In money supply will
deflate the other economy,

(b) Discuss whether the policy of
expenditure switching Is more
appropriate than the policy of
expenditure dampening In an
economy with the large balanceo
of payment current account
doflcit and a high rate of
Inflation? [12]
8ea June 07, 1a

Question No, 4 June 2014

4 (a) Using dlagrams, explain the
differance between demand-pull
and cost-push causes of Inflation,

(8]

.youtube.co
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(S0 demand and cost push Inflation in
Queostion No. 4a June 2003

(b) Distinguish between the domest|c
and oxternal consequonces of
inflation and discuss which Is most
damaging to an economy, [12)
See Question No. 4b June 2003

Question No. 4 Novomber 2014

4 (a) Explain how a rise in the rate of
Interest might cause a shift in an
oconomy's aggregate demand curve,

(8]

(b) Dlscuss whether inflation is more
likely to be caused by a shift in an
oconomy's aggregate demand or a
shift In its aggregate supply. [12]

Attompt It at your own to test your

knowledge

Question No, 4 Nov 2017
4 (a) Explain what Is used as money in a
modern economy. Consider how an
Increaso In the money supply can
causo Inflation. (8]
Attempt it at your own to
test your knowledge

(b) Discuss the consequences of high
inflation. Consider whether the
Internal consequences can ever be
more seorlous than the external
consequences In an economy that
has extensive forelgn trade. [12]

Attempt it at your own to
test your knowledge

Queostion No. 2 November 2016

2 (a) Explain what Is used as money In a
modern economy and how an Increase I
the quantity of money can cause prices 10
s, (8]

Attempt It at your own to test your
knowledge
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International Trade and protectionism

)
Wuastion No, X June 2003 Govarnmeant can also protact the local industry
@) Explain - the  methods  that  a by Impoaing quota which Is physical limit

government might use to proteat Imposed on the quantity of goods to be
s domestic  Industries from impottad into tha country In A spocified pariod
of lima. It Is typloally st balow the free trade

torelgn competition, (8)

R B i . lavel of imports, If tha quota is set below the
\\\!‘(\Eh\l\ \\t Jdomasti !ndu‘\uk’ﬁ from f\\l‘ﬂh,)l\ froa "N('ﬁ'll)Vﬁ' of '””‘)()”” it Is known as
::)r\:‘m;n\:\-r\\:\:\:\‘::z‘\th m“\‘-:‘.\\m“.‘,‘:: Sn‘\ nine binding quota but it would ba non-binding if
-\t\:\\;ks st of all A ‘ different sal abova frea trada leval of Imports,
MANNR, FASL ot all, government can impose Eml & anoll tool of protactionism
DHh ANt on the Mportad goods to reduce the :‘:"'ﬂflﬂﬂ § ano lt"f ommmctlzn or; soho
\'\\'U[“(\‘”\\\f h“}\\\“s \\\]“"\g ““0 "‘(3 l‘l“"“'V‘ :‘;)‘()‘(“I}l(‘::)'(,)?"l::‘t(:)l:()""(‘()l:ntfy I'( Iq 100 n/0 b']n
Jaamdly,  Quota,  embago,  subsidy  and speuilie ’ ’ AL )
e contl polies can be pacticed fo 58 1 RS 7L WG B nder
oo local ndustry, ¢ ! { § 8
™he  IMDOSO . control and deficit can be removed. It is
N '\n\",’:‘\\' on- of tanft makes imports considered as a very cruel decision of a
f,\,‘\_n‘\' NS «\\‘nu\:\n\d to the locally country against legal products. However, if it
,\:A‘i.u\\\guﬁlﬂ:?tn\& g\ood?\ This phenomenon is sot for illegal products, it is considered as a
N ) \
S Shown in the following tigurey qood decision like alcoholic product and

e N imports from enemy are not allowed in

AN different countries.

Subsidy to the exporters is the grant
provided by government to local producers so
that they can produce import substitutes within

I fessmsmsmnsnes the country as well as exports may be
SN . S promoted. It also helps in removing deficit in
A NG Fs the BOP and protecting local industry from
| Imports N international competition.

> — S > Quantity Exchange control is policy of government to
N ) reduce the access of people to the foreign
Imports currency. When they have no or little access
Ac00raing to the above figure DD is domestic to the foreign currency, their spending on
samand curve and DS is domestic supply imports ‘wull come qnder control..lmport!ng
curve where the equilibrium price in the local goods will be expensive as well as time taking
—anat is DP. While FS is the foreign supply process. Thereforg, consumers will avoid to
curve so, the price of imported goods is FP import and they will qbvnously use the Iocal!y
and at this price domestic suppliers will supply prodyced goods. In this way, local md‘u‘stry w!II
"S" quantity but the local people will demand f!ounsh and employment opportunities will

quantity “D". So, the gap between “S” and D" nse.
Shows mports. oo imough product standard reguiation,
s - . s . rd regulation,
;é.eggpgjﬂt'gg ;Ii ;ae"anﬁ:‘:??osg’l)ﬂyrwdg\f restrictions, complex documentation, license
oeople will only import the quantity between pohgy and‘ special deposit scheme.etc. These
“S.” and Dy barriers will enforce the people to import less

o : . . and use more locally produced goods.
In this way, the volume of imports will fall and

zn,:dlz cedpeogfw;mnangselogle igg&f;tlcﬂ% (b) Discuss whether trade protection
flourish, can ever be justified? [12]

outube.com/megalecture

ECTURE

ecture.co



www.youtube.com/megalecture

Online Classes : Megalecture@agmail.com

www.youtube.com/megalecture

TN

AADA 1
wWwwmegatecture-com

Qamar Baloch

AS Level Economics Topical Paper-2 \

Trade protection refers to the bamers created
by 2 county to check the volume of imports
coming nto the country. it includes mainly
2, quota and embargo which have already
been explained n parl (@) of this question. 1t
can be justfied on some grounds but it may
not be always the case. These barmers help to
protect nfant Jocal industry from international
competon. This argument is also justified
and vaicaled even by the World Trade
Organization. However, to improve efficiency
of local industry, these bamiers should be
removed gradually and should not be kept
forever.

It also helps in creating job opportunities, as
local industry will flourish. However, it may
only be valid in the short-run as efficiencies
cannct be maintained for the long-run pernod
of time. It means free trade may result in
greater job opportunities due to higher volume
of exports of qualitative goods and services.
Trade protection also helps to avoid dumping
through which nomally foreign firms try to
penetrate in the intemational market by
charging very low price. High tariff makes
these goods expensive which help to avoid
dumping practices.

However, if local industry is using imponrted
raw material then it would lead to imported
inflation. Producers’ potential to produce may
fall and it may affect the level of employment
because employers would require lesser
number of workers to produce lower output
quantities. So, it causes a decline in economic
health of a nation. Fall in imports reduces
competition in the local market and it may
experience a price hike. Some feedback
effects may arise in a way, if one country
imposes trade barriers on one country then
that other may also impose such barriers on it
as a retaliation and revenge.

Trade barriers help to correct the deficit in
balance of payment and improvement in
country's terms of trade but at the same time,
wide variety of goods and services will not be
available to the people leading their standard
of living to fall. For example, if people of
Pakistan continue importing luxurious cars
from Japan, it may deteriorate the economic

condition and balance of payment position of
Pakistan.

Therefore, it is necessary to use protectionist
measures to reduce the volume of imported
cars. However, government should relax such
barriers for imports of hybrid cars which are
fuel effective as well as comfortable,
Therefore, the issues caused by lack of fuel
availability in Pakistan can be reduced to a
certain level.

Consumer surplus in exporting country may
rnse because supply of goods within the
country may due less volume of exports. But
at the same time producers of exporting
country will have to face loss of producer
surplus due to lower price in their local market,
On the other hand, free trade improves the
standard of living of the people in a country as
wide variety of goods will be available to them.
Sometimes, local industry needs the raw
material which is to be imported from abroad
and trade barriers create hurdles in this
regard. The element of freedom of choice for
the consumers is also affected due to
protectionism. Countries cannot get benefit of
specialization and international trade. Political
il will may be created as the trading partners
will not be happy with such policies.
However, a number of industries may be
protectad to ensure a diversified industrial
structure to avoid the rnisk of over-
specialization. Finally, we concluded from the
above discussion that trade protection cannot
ahvays be justified.

Question No. 3 Nov 2003
4(a) Explain what may cause a
country’s terms of trade to change. (8]
Terms of trade refers to the ratio between
price index of exports and price index of
imports. It is calculated as;

_ export price index
import price index

R

Higher terms of trade can fetch more quantity
of imports with the same quantity of exports. A
favourable term of trade makes mpots
cheaper and exports expensive, A term of
trade becomes favourable if exchange value
of domestic currency rises as compared to the
foreign currency. A tise in the demand
exports increases the exchange valwe o
currency because it will lead to rise in dem.\m
for its currency as demand for a currency §
derived demand and
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a fall in demand for exports will lead to fall in
the exchange value because demand for
currency will also fall. It is shown in the

following figures,
D, S

Rate
exchange| D

.........

Rf:eee Apprecintion of

currency

Rfeoeesnennene .'

\ D,

: ¢ D

N :

( q q
—_—

Quantity

Exchange D

rate D, S

Depreciation of
currency

: D,
4 q
«—

(¢] ,
Quantity

Appreciation improves TOT and depreciation
deteriorates it. Similarly, rise in demand for
imports results in depreciation of currency and
fall in demand for imports appreciates the
exchange value of a currency. Interest rate
also has the positive effect on the value of
currency and it is the case with terms of trade.
However, the improvement in terms of trade
results in surplus in the balance of trade in the
short-run period because of inelastic demand for
imports and exports. However, in the long run it
will have adverse effect on the balance of
trade because of elastic demand for imports
and exports. It is called Marshall Lerner
Condition.

Improvement in terms of trade also helps in
achieving higher standard of living in a country
as well. It may have some feedback effects as
well because the favorable terms of trade of
one country may worsen the terms of trade of
another country. So, those countries may
impose high tariffs which will lead to fall in
exports of domestic country.

Similarly, if the domestic country imposes
trade barriers on imports then it will make
imports expensive and terms of trade w!ll
worsen because imposition of barriers will
result in fall in supply of imported goods and
their prices will rise. It will finally worsen the
terms of trade due to higher import prices.
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(b) Discuss whether a worsening in a
country’'s terms of trade will cause

a worsening of its balance of trade.

[12]

Balance of trade is the summary of all the
visible items traded by a country with rest of
the world. When receipts from other countries
are more than the payments, balance of trade
is said to be surplus and when payments are
more than the receipts from the other
countries, balance of trade is known as deficit,

worsen or deteriorated.
Terms of trade is worsened when prices of

imports are more than prices of exports.

It may be the result of depreciation of currency
due to lower demand for exports and greater
demand for imports. However, there can be
some other reason for unfavorable terms of
trade. But its impact on balance of trade
depends upon the price elasticity of demand
for imports and exports.

According to Marshall Lerner condition in the
short-run period of time balance of trade will
further deteriorate but in the long-run it will
become favourable. It is shown below with the

help of J-Curve;

A
BOT/
BOP
J-Curve
+ve
Surplus
0] > Time
Deficit
-ve

In the short-run period, price elasticity of
demand for imports and exports is inelastic.
Therefore, rise in price of imports will lead to
rise in import payments because when imports
are inelastic a greater rise in price will lead to
less than proportionate fall in volume of
imports and resultantly import payments rise
and fall in price of exports will lead to lower
export earnings because a fall in price will
result in less than proportionate rise in quantity

demand for exports.
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Cuestion Mo. 4 Movember 2005
4b) DOmcuss whether free intemational
trzde in goods should be encouraged.

Intermztionzl trzce 0
zna selling of goods Z
courtry. Free internationzl trade i goods is
buryping zoa <£—-' g ¢ t
ra0e Larrier e tz
trade trings z wide range ¢
Giszadyzrtzges ze well. Free trade can be
justified on followfing grounds.
Ynen the people of a2 country can import
qguartitztive goods from other countries at
cheaper rates then it helps in improving the
standard of living of the people as they can
enjoy better qualty and wide variety. Now
people can import whatever, they want as
consumer sovereignty will increase. Countries
may specialize to set comparative advantage
over others, E/porta of a country may rise
leading to surplus in balance of payment.
More job opportunities will be created due to
promotion of trade so; unemployment rate will
tend to fall, Factors of production will become
mobile live labour and capital can be shifted
from one country to the other, It may also help
in maintaining the good relations with the
people of other countries as well as with
political parties,
But in real life it may have many harmful
_ offects as well, Specially in case of developing
_economies unequal bargaining strength may
' ent a fair sharing of the benefits. It may
- nfair trading practices as well like

Dumpimg & actually price-disciimination  a
mmatonal level, as china does. It sells ity
goods having poor quality at very cheaper
ates N developing economies which leads to
poor standard of Iving in those countries, |f
any oountry gets monopoly position in tha
worid, than it may charge very high prices for
s products. Infant industry will not be able
orow with a substantial rate.

Unampioyment in the country may rise
bacause of fall in domestic demand. It may
cause the social evils in the society. In
general, it may create distance problem,
language problems problem of different
weights and measures, different rules and
regulations etc.

So. we can conclude that free trade does not
bring only benefits it may have harmful effects
as well. However, its harmful \effects can be
reduced through a slow transition to the free
trade. So, that people of both the countries can
make necessary adjustments in this regard.

Question No. 3 Nov 2006

3(a) Explain the difference between
absolute and comparative
advantage. [10]

Comparative advantage suggests that- a
country should produce and specialize in that
product which it can produce comparatively
more than the other country with fewer
resources. This concept is based on the idea
of opportunity cost. One country may produce
more of both the goods but it will specialize in
the production of that good which causes
lower opportunity cost.

On the other hand, absolute advantage exists

when a country can produce more quantity of

a good with fewer resources than other

country.

It is evaluated on the basis of absolute (clear

cut) figures. It is further explained with the help

of following schedule and diagram. These
theories are based on the assumption that
there are only two countries, only two products

are produces and each country allocates 50%

resources on each product.

Countries Good X | Good Y

Country A 100 25 |
Country B 40 20 |
Total world 140 45

—
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According to the above table country A has an
absolute advantage in the production of toth
the goods while country B has comparative
advantage in the production of Y-Goods,
because of lower oppaortunity cost i.e. 1Y cost
2X but country A has opportunity cast 1Y : 4X

o |

LC

Courtry (B)

So. finally, both the countries will specialize
accordingly to get comparative advantage and
the benefit of international trade.

(b) Discuss whether the principle of
comparative advantage is a
satisfactory explanation of the trade
pattern of an economy with which you
are familiar. [10]

The principle of comparative advantage states

that countries specialize in producing and

exporting the goods that they can produce at

a lower relative cost than other countries.

Trade is possible only if cost ratios of

commodities are different between countries.

Differences in relative production cost

determine the pattern of international trade.

According to Ricardo’s theory of comparative
advantage, trade between two countries A and

B is possible even if a country A can produce

every commodity cheaper than the country B.

In this situation country

A will sspert tat torrodity o owAeh 13
acuartage s graafer ard will rpom the othar
groduct. Courtry 3 tas  dsadtvamiage
comparsd o A i groducton of oth the goods
But it wil specaiizz m omly ore Zodd m whth
t3 disaduzrtage s =@ty Bss.

‘it berefts 3 courty o specaize m the
groduction of $at commodity m which it has

the grsafer comparalee advaniage of the
least comparatve dsadvantage.”

Comparztwe advaniags may also depend
upon e avalatie resources, fike Pakistan
has mors productve lebour to produce
orimary’agricutural products as most of its
population Fves m rural areas and they are
inkaed with agnicufiure secior.

However, the assumplions of this theory are
totalfy unreafistc. Its assumptions include that
there is no transportation cost between the
countries. There are only two countries in the
world, only two products are being produces
which are mutually demanded by each
country. All these assumptions are unrealistic.
So, this theory is not applicable in real world.
There can be many obstacles to trade
between countries; trade agreements
between the countries can be unequal.
Sometimes, a country may have resources but
it cannot exploit these resources to produce
goods. Over-specialization may lead to rise in
unemployment in other industries. Countries
should diversify to reduce the risk of loss and
to use all the resources of the country

efficiently.

Question No. 4 Nov 2008

4(a) How might opportunity cost help to
explain the pattern of international
trade? [8]

Opportunity cost refers to the cost of next best

alternative forgone to choose another item.

This concept helps to explain the pattern of

international trade. Comparative and absolute

advantage theories are used to explain it.

The principle of comparative advantage states

that countries specialize in producing and

exporting the goods that they can produce at

a lower relative cost than other countries.

Trade is possible only if cost ratios of

commodities are different between countries.

Differences in relative production cost

determine the pattern of international trade.
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According to Ricardo's thoory of comparative
advantago, trade between two countries A and
B in possible aven if a country A can produce
evary commodity cheaper than the country B.
In this situation country A will export that
commodity in which its advantage is greater
and will import the other product, Country B
has disadvantage compared to A in production
of both the goods but it will specialize in only
onoe good In which its disadvantage is
rolativoly less,

"Il bonefils a country o specialize in the
production of that commodity in which it has
the greator comparative advantage or the
loant comparative disadvantage.”
Comparative advantage may also depend
upon the available resources, like Pakistan
has more productive labour to produce
primary/agricultural products as most of its
population lives in rural aroas and they are
linked with agriculture sector,

Howavaer, the assumptions of this theory are
totally unrealistic, Its assumptions include that
thero Is no transport cost between the
countries, Thoro are only two countries in the
world, only two products are being produces
which are mutually demanded by oach
country, All these assumptions are unrealistic.
So, this theory Is not applicable in real world.
There can bo many obstaclos to trade
betweon  countries; trade  agreements
between the countries can be unequal.
Sometimes, a country may have resources but
it cannot exploit these resources to produce
goods, Over-specialization may lead to rise In
unemployment In other industries, which Is
again opportunity cost, So, specialization
leads to opportunity cost. However, it differs
between countries after speciallzation,

Discuss whether the formation of
reglonal trading groups, such as
ASEAN and NAFTA, Is
deslirable. [12]
The reglonal trading groups or blocs may be
free trade areas; they encourage free trade
between member countries and can be
bilateral or multilateral. It may also be called
economic integration. Since the Second World
War there have been examples of groups of

(b)

countrles Joining together for the purpose of |

stimulating trade between themselves and to
get other benefits of economic cooperation.

MEG

North American Free Trade Area (NAFTA)
which includes USA, Canada and Mexico,
Association of South East Asian Nationg
(ASEAN) are the examples of such unions,

It brings many benefits for the people of these
trading blocs. It increases the trade to the
wider extent. People can enjoy a wide variety
and better quality of products. They can enjoy
a better standard of living as their cost of living
falls.

Removal of tariffs and quota enables the
people to buy more at lower cost. Increased
trade helps to specialize. Higher output, more
employment opportunities for the people and
high economic growth can be achieved
through this phenomenon.

Countries can get comparative advantage
from specialization and free international
trade. People of these countries can also do
jobs in member countries as they can do in
their own country, It helps in improving
officlency and better use of resource at
minimum possible cost.

However, the small scale agreements may
have limited impact. It may prevent more
benefits as countries have to follow the group
commitments. So, these countries may be
onforced to do what is written in the
agreement, They cannot trade with the non-
members to enjoy a wider range of goods as
compared to the union. Their standard of living
may depress if they want to get something
from non-members but they cannot do so
because of agreements. Some more powerful
countries can get unfair advantage over the
weaker countries. These countries will have to
follow complicated rules and regulations. In
short, we can say that these agreements may
be better than facing trade barriers in the
international  market,  however, these
agreements may be inferior to wider global
agreements.

Question No. 4 Nov 2009

4(a) Explain the ‘infant industry’ and
anti-dumping arguments for the
introduction of tariffs. [8]

Tariff is a form of tax which is imposed on the

imported goods with a view to reduce the
volume of imports. It is the part of expenditurfa
switching policies in which people switch their
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expendtures from imports to the locally
produced goods. Tariff acts as a strong barrier
n mternational trade. While an infant industry
i one which has a potential comparative
advantage, but currently, it is too small or
young to gain great economies of scale and
has less trading experience.

Imposition of tariffs will reduce the volume of
imports coming into the country and it will
allow time to grow and become efficient. It will
improve its quality and quantity to compete at
international level. It also helps in improving
the balance of payment position and achieving
high standards of living of the local population.
However, there tariffs will be removed when
the industry is too mature to deal at
international level.

Dumping refers to the selling of goods in
international market below the cost of
production. The main aim of such action is to
capture the customers at higher level. It can
also be achieved through the support of
government as well. Imposition of tariffs will
make these goods expensive to avoid
dumping. Dumping is harmful as it may help
the country or a firm-to get monopoly position
in the market. So, then they may exploit the
customers as well. So, tariffs act as an anti-
dumping policy.

Dumping may deem to create unfair
competition between the small local firms and
the large international organizations. So, it
threatens the survival of small firms and is
against the norms of free trade.

(b) Discuss whether trade
arrangements, such as the
European Union or the South Asian
Free Trade Area, encourage or
discourage the benefits of free
trade. [12]

European Union and the (SAFTA) has formed

trading bloc and are emerged in economic

integration. SAFTA is the trading bloc for free
trade among Pakistan, India, Afghanistan,

Maldives, Bhutan, Bangladesh and Sri-Lanka.

It helps the membars to trade with each other

free of barriers, but they have separate

policies on trading with the non-members,

Free trade between the countries encourages

competition among them to get competitive

advantage over others, each of them may use

improved techniques of production and they
can get great aconomies of scale and better
efficiency in production of goods and services
in no time,

Specialization may help in producing more at
lower prices. So, member countries get goods
comparatively at lower prices, These countries
can enjoy a wider range of goods for their
improved standard of living.

Trade arrangements may vary from relatively
loose free trade areas to very structured
economic unions, In free trade area countries
may trade with each other freely and they have
separate policies with the rest of the world.
While in European Union countries increase
trade and cooperate with each other and have
common external barriers (Tariffs) for non-
members.

They have harmony in rules and regulations
fiscal .and monetary policy etc. Free trade
among countries will help in achieving price
stability, full employment and economic
growth. The countries may create trade to get
comparative advantage. Level of economic
activity will rise and countries may move
towards economic boom.

But if it causes trade diversion then the final
result of welfare will be uncertain,

Trade diversion refers to a situation where
trade shifts from lower cost producers outside
the trading area to high cost producers within
the bloc. So, countries will not be able to got
benefit of comparative cost advantage. The
number of trading arrangements has been
increasing so extending the benefits.

For non-members there I8 reduced

opportunity to have free trade to get its
benefits. Countries may have to follow the
group commitments even though they feel it
disadvantageous for them,
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Benefits of arrangements the members and
participants as  strong members can get
advantage over others, due to which
unemployment and other economic Issues
may nse,

Question No. 3 November 2009/21
3(a) Explain why it Is usually more
difficult to trade Internationally
than domestically. [8]

Domestic trade refers to the buying and selling
of goods and services in the local market
within the national boundaries of a country.
While intemational trade is buying and selling of
Qoods and sewrvices out of the national
boundanes of a country. Both the trade can be
similar in purpose, need and nature as both
have the purpose of profit motive both need aids
to trade (ie. transport, communication,
warehousing, advertisements, banking and
insurance etc).

They are different from each other as they
have different national boundaries. So, it
bacomes comparatively difficult to trade, at
international level. In domestic trade same
currency is being used throughout the country,
while in international trade different currencies
are being used. For example, if traders from
Pakistan have to trade with USA, they would
be dealing with Pak rupees and US dollar.
Similarly, if they are trading with Japan,
Venezuela, China, UK then they would be
dealing in Yen, Bolivares, Yuan and Pound
Sterling. Again it may create difficulty for
exchanging their domestic currency against
these currencies and their exchange rate
continuously tends to change. There can be
some trade barriers as well including tariffs,
quota and embargo. It is an obstacle for trade

at international level.

In domestic market everyoné knows the rules
and regulations in the local market while at
international level people have to learn about
the rules and regulations of different countries
which create problems for the traders. For
example, traders from Pakistan may be well
aware about the rules to be followed within
Pakistan but they don’t know the norms to be
followed in UK. So they have to spend a great
deal of money and time to learn those rules for
proper trading.

MEG

Somelimes, traders expect something in
cortain way but later on they may have to pay
finos If they waerae not following the actual rule,

Difforont languages in international trade are
again a problem for the businessmen as they
have to communicate properly with the trading
partners, Selection of free trade area and
oconomic integration may reduce fair
competition among the countries, Traders
nead to know diffarent cultures, traditions and
taste of the people living in different countries
which Is again a difficult job. So, they have to
spend much on research of the market to
know about all the above elements.

Discuss, with examples, how far
the global distribution of factors of
production determines what a
country imports and exports. [12]
Factors of production refer to the resources
used to produce goods and services. Factors
of production are land, labour, capital and
enterprise and these factors are available
irregularly around the world. Oil and mineral
reserves are the examples of land which are
natural resources technology, machinery and
lose tools etc are the examples of capital.
Skilled labour and human resource is the part
of labour. While enterprise is the risk taking
ability to combine land, labour and capital to
produce goods and’ services. Every country
produces according to the available resources
to get comparative advantage. It is explained
as;

(b)

The principle of comparative advantage states
that countries specialize in producing and
exporting the goods that they can produce at
a lower relative cost than other countries.
Trade is possible only if cost ratios of
commodities are different between countries.
Differences in relative production cost
determine the pattern of international trade.
According to Ricardo’s theory of comparative
advantage, trade between two countries A and
B is possible even if a country A can produce
every commodity cheaper than the country B.
In this situation country A will export that
commodity in which its advantage is greater
and will import the-other product. Country B
has disadvantage compared to country A In
production of both the goods but it V‘_’"
specialize in only one good in which its
disadvantage is relatively less.
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Guestion No, A November 2009/22

GCompare the alms and features of a
free trade arsa with those of an
soonomlc unlon, [8]
166 iiles area alins 1o achieve frade free of
bittlers betwesn s members, But all the
Lolnlies have Independent and  separale
policies with the non-mermbers ILimproves the
itarde voliume of member countries as there Is
o tanf, quota of embelgo between (hem, |l
ot & trading block and Is referad 1o the
suonumiu Integration,

Boulh Aslan | res Trade Area (BAITA) | an
eramnple of free trade area which i formed
among - *aklstan, tirl-l anka, India,
Aghianistan, Nepal, Maldives, [hutan and
Banglades)), [hese counliies have removed
It (enliiolions among themeelves but they
have separale pollcies with the non members,
A scanomio union alms al major integration,
wheie imember countiles can trade with each
Olher fieely hut (hey have common external
(@it polioy for the non-member.

Ala)

"re Euogesn Union (EU) is an example of

e, union, The people of these

rities can move in the member countries

::1 fhesy can do in their own countries.

rdarty, thery can do jots over there as well.

It enhances the volume of trade between the

courtnes, fn economic Union also has the
harmaonization of rules and regulations in the
mermisr courtries, They have the same
peicies regarding tazation and agricutture efc.
Thezy have a2 common currency ag a medium
A eschange,

Countries can specialize and trade with each
oher freely 1o get comparative advantage
acording to the availability of resources. They
can achieve great economies of scale and
prics competitiveness, However, they have to
follow the group commitments which may not
b6 in favour of some country.

Discuss whether an improvement in
a country’s terms of trade always
works to its benefit. [12]

e terms of trade (TOT) measures the
average price of a country's exports against
the average price of its imports, Itis calculated

as;

(b)

export price index
import price Index
An Improvement in terms of trade means that
the value of a curroncy has appreciated and it
will make Imports cheaper and exports
expensive, This gives the ability to imports
more with the glven quantity of exports. It will
help In Improving the standard of living of the
people Is & country, Approclation of currency
refers to the rise In value of a currency in terms
of another currency, In freely floating
oxchange rate system. Appreciation makes
imports  cheaper and exports costly and
according to Marshall Learner condition in the
short-run perlod of time balance of trade and
balance of payment surplus will further
inorease because of Inelastic demand for
Imports and exports.

In splta of a rlse In prices of exports, volume of
exporls will not decrease with substantial
amount 8o export earnings will rise and
quantity of goods Imported will increase with a

[O7T= % 100
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smaller ratio in spite of fall in their prices due
to which imports payments will tend to fall and
fsnally balance of trade surplus will further
!ncrease. But in the long run demand for
Imports and exports will become elastic due to
which import payments will rise and export
earnings will fall and balance of trade will
move to the deficit, as shown with the help of

inverted J-curve.

4
BOT/BOP

+ve

Surplus

0 —» Time

. Deficit

Inverted }Curve

It reduces the pressure of finished imported -

goods prices due to which inflationary
pressure in the economy also falls. The low
price of imported raw material will also keep
costs of production low. Standard of living in
the country will also improve as people will be
able to use more quantity of better quality
imported goods. Foreign investments will also
be encouraged. However, it will have some
feedback effects as well. Surplus of one
country Leads to the deficit of another country
and that country may impose some barriers on
our exports. But mainly it will bring benefits for
the country.

Question No. 2 June 2010/22

2(b) " Discuss how well comparative
advantage explains the pattern of
international trade. [12]

The principle of comparative advantage states

that countries specialize in producing and

exporting the goods that they can produce at

a lower relative cost than other countries.

Trade is possible only if cost ratios of

commodities are different between countries.

Differences in relative production cost

determine the pattern of international trade.

MEG
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According to David Ricardo’'s theory of.
comparative advantage, trade between two
countries A and B is possible even if country A
can produce every commodity cheaper than
the country B. In this situation, country A will
export that commodity in which its advantage
is greater and will import the other product,
Country B has disadvantage compared to A,
in production of both the goods but it will
specialize in only one good in which its
disadvantage is relatively less.

“It benefits a country to specialize in the
production of that commodity in which it has
the greater comparative advantage or the
least comparative disadvantage.”
Comparative advantage may also depend
upon the available resources, like Pakistan
has more productive labour to produce
primary/agricultural products as most of its
population lives in rural areas and they are
linked with agriculture sector.

However, the assumptions of this theory are
totally unrealistic. Its assumptions include that
there is not transport cost between the
countries. There are only two countries in the
world, only two products are being produces
which are mutually demanded by each
country; no trade barriers, perfect factor
mobility and perfect information. All these
assumptions are unrealistic. So, this theory is
not applicable in real world.

There can be many obstacles to trade
between countries; trade agreements
between the countries can be unequal.
Sometimes, a country may have resources but
it cannot exploit these resources to produce
goods due group commitment. Over-
specializaton may lead to rise in
unemployment in other industries.

Trade would not be beneficial if opportunity
costs for both the countries are equal.
Countries should diversify to reduce the risk of
loss and to use all the resources of the country
efficiently. Although comparative advantage
theory is unrealistic yet it is a good explanation
of pattern of international trade.

Question No. 4 November 2011/22
4 (a) Explain what might cause an

improvement in a country’s terms of
trade. [8]
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o nzs e postve 2iecionthe
cy 2nd same s the czs2 wih
. | However. Te mprovement n
serrres of trade results in surpius in the balance of
srade 0 the shorirun perod of time because of
relasti demand for imports znd exports. Butin
the long-run it vill have adverse effect on the
balance of trade because of elastic demand
for imports and exports. It is called Marshall
Lerner Condition. Improvement in terms of
trade also helps in achieving higher standard
of living in 2 country as well.

It may have some feedback effects as well
because the favorable terms of trade of one
country may worsen the terms of trade of
another country. So, those countries may
impose high tariffs which will lead to fall in
exports of domestic country. Similarly, if the
domestic country imposes trade barriers on
imports then it will make imports expensive

and terms of trade will worsen.

Discuss whether a country should

be more concerned by a fall in !ts
trade or a fall in its

(b)

terms of
domestic price level. [12]
Terms of trade is worsened (falls) when prices

of imports are more than prices of exports. It

results in devaluation of a currency.

MEG

L

1t may affect balance of trade of the country,
Ralance of trade is the summary of all the
visible items traded with rest of the world.
When receipts from other countries are more
than the payments then balance of trade is
s2id to dbe surplus and when payments are
more than the receipts from the other
countries then balance of trade is known as
geficit or worsen/deteriorated balance of
trage. Devaluation makes imports expensive
and exports cheaper. According to Marshall
Lamer condition in the short-run period of time
balance of trade will further deteriorate but in
the Jong-run period of time balance of trade will
bacome favorable.

In the short-run period of time, price elasticity
of demand for imports and exports is inelastic.
So. rise in price of imports will lead to rise in
import payments and fall in price of exports will
jead to lower export earnings.

So, balance of trade will deteriorate. But in the
long-run elasticity becomes high. Due to which
rise in price of imports will result in fall in import
payments and a fall in price of export will result
in higher export earnings. In this way, balance
of trade will become surplus. This
phenomenon is shown below with the help of
J-Curve. The figure shows further
deterioration (deficit) initially in the short run,
and it will improve (will become surplus) in the

long run.
A

B80T/
BOP
J-Curve
+ve
Surplus
o) — Time
Defict
-ve

In the long run employment opportunities will
rise in the country and hot money coming into
the country will help to achieve better

standards of living in the economy.
However, there may be more imports and
domestic demand for goods and services may
fall due to which deflation may occur in the
economy Wwhich is very harmful for the

economic conditions of the economy.
It may harm business confidence among

investors. Consequently, unemployment may
rise in the economy.
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Question No. 4 November 2012/21
4(a) Explain the different types of
international economic integration. (8]
Oiferent types of intermational economic
integration are discussed below;
Eurapean Union and the (SAFTA) has formed
trading bloc and are emerged in economic
integration. SAFTA is the trading bloc for free
trade among Pakistan, India, Afghanistan,
Maldives, Bhutan, Bangladesh and Sri-Lanka.
It helps the members to trade with each other
free of barriers, but they have separate
policies on trading with the non-members free
trade between the countries encourages
competition among them to get competitive
advantage over others, each of them may use
improved techniques of production and they
can get great economies of scale and better
efficiency in production of goods and services
in no time.
Specialization may help in producing more at
lower prices. So, member countries get goods
comparatively at lower prices. These countries
can enjoy a wider range of goods for their
improved  standard  of living. Trade
arrangements may vary from relatively loose
free trade areas to very structured economic
unions. In free trade area countries may trade
with each other freely and they have separate
policies with the rest of the world.
While in European Union countries increase
trade and cooperate with each other and have
common external barriers (Tariffs) for non-
members. They have harmony in rules and
regulations fiscal and monetary policy etc.
Free trade among countries will help in
achieving price stability, full employment and
economic growth. The countries may create
trade to get comparative advantage. Level of
economic activity will rise and countries may
move towards economic boom. But if it causes
trade diversion then the final result of welfare
will be uncertain.
Trade diversion refers to a situation where
trade shifts from lower cost producers outside

the trading area to high cost producers within
the bloc.
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So, countries will not be able to get benefit of
comparative cost advantage. The number of
trading arrangements has been increasing so
extending the benefits. For non-members
there is reduced opportunity to have free trade
to get its benefits.

Countries may have to follow the group
commitments even though they feel it
disadvantageous for them. Benefits  of
arrangements the members and participants
as strong members can get advantage over
others, due to which unemployment and other
economic issues may rise.

(b) Discuss the possible economic
effects of a global ban on all forms
of trade protection. [12]
Protection of domestic industries from foreign
competition is of much importance. So, in this
regard, government can use following
methods. First of all, government can impose
high tariff on the imported goods to reduce the
volume of imports coming into the country.
Imposition of tariff makes imports expensive
as compared to the locally produced
qualitative goods. Government can also
protect the local industry by imposing quota
which is a physical limitation on the quantity of
goods to be imported. Reduce quota will help
to improve trade position and protect local
young industry.
So, people cannot import more than the
quantity allowed in quota. Finally, imports will
fall and local industry will be protected from
international competition. Government can
also set embargo which is 100% ban on import
of some specific product or country. In this
way, people will rely on the local goods and
services.
Government can also check the volume of
imports through product standard regulation,
restrictions, complex+ documentation, license
policy and special deposit scheme etc. These
barriers will enforce the people to import less
and use more locally produced goods. Ban on
protectionism means free trade.
The global ban on all forms of trade
protection means there will be no barrier,
rather trade will be free from barriers. Free
international trade in goods is buying and
selling of goods where there is no trade barrier
like tariff, quota or embargo.
Free trade brings a wide range of benefits but
some disadvantages as well. Free trade can
be justified on following grounds.
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When the people of a country can import
quantitative goods from other countries at
cheaper rates then it helps in improving the
otandard of living of the people as they can
enjoy better quality and wide variety. Now
people can import whatever, they want as
consumer sovereignty will increase. Countries
may specialize to set comparative advantage
over others,

Exports of a country may rise leading to
surplus in balance of payment. More job
opportunities will be created due to promotion
of trade so; unemployment rate will tend to fall.
Factors of production will become mobile like
labour and capital can be shifted from one
country to the other.

It may also help in maintaining the good
relations with the people of other countries as
well as with political parties. But in real life it
may have many harmful effects as well.
Specially in case of developing economies
unequal bargaining strength may prevent a
fair sharing of the benefits.It may lead to unfair
trading practices . as well like dumping.
Dumping is actually price-discrimination . at
international level, as china does. It sells its
goods having poor quality at very cheaper
rates in developing economies which leads to
poor standard of living in those countries. If
any country gets monopoly position in the
world then it may charge very high prices for
its products. Infant industry will not be able
grow with a substantial rate.

MEGA
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Unemployment in the country may rise
because of fall in dormestic demand. It may
cause the social evils in the society. In
general, it may create distance problem,
language problems problem of different
weights and measures, different rules and
regulations etc. So, we can conclude that free
trade does not bring only benefits it may have
harmful effects as well. However, its harmful
\effects can be reduced through a slow
transition to the free trade. So, that people of
both the countries can make necessary

adjustments in this regard.

Question No. 4 June 2013/22

4 (a) Explain the meaning of the term
‘protection’ in the context of
international trade and describe two
methods of protection used by

governments. [8]
(See the answer of this question in
June/02/3a)

(b) Discuss, with examples, how
international trade protection may
affect consumers and producers
in an economy and whether on
balance protection can be

justified. [12]
(See the answer of this question in
June/02/3b)
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Balance of payment, Exchange Rate

Question No 4 June 2004

4(a) Explain how the determination of a
floating exchange rate differs from
that of a fixed exchange rate.  [8]

Exchange rate is.the price of a currency in

terms of another currency.

e.g. $1=Rs. 100

or Re.l= $—l~
100

Floating exchange rate is a system in which
value of a currency is determined through the
forces of demand and supply of a currency. It
is shown in the following figure;

Exchange rate
S.C

—_—

d

In freely floating exchange rate system value
of the currency will be determined at point "E"
where exchange value is “R". Arise in demand
for currency will result in appreciation and fall
in demand for currency will depreciate its
value. Similarly, rise in supply of currency
depreciates its value and fall in its supply leads
to appreciation. These are shown in the
following figures,

S
Rate 0

exchunge]

Appreciation of
currency

............

D,

D

0 :
a9

Quantity
Demand and supply of currency and value of
currency is also influenced by the balance of
payment positions and speculative flows of
funds. Surplus balance of payment increases
the inflows; similarly, rise in interest rate on a
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currency also increases

currency.

Fixed exchange rate is a system in which the
value of currency against other currencies is
fixed by the central bank of a country by using
foreign currency reserves.
When there is a rise in demand of a currency,
central bank will also increase the supply of
currency. Conversely, in case of a fall in
demand for currency, central bank will also
decrease the supply of currency to keep the
value at fixed level. It is shown in the following
figure,
Exchange
rate

D,

R

o0

‘; rQuamil_\'

Initially, equilibrium is at “E" where exchange
rate of the currency is “R". Rise in demand of
currency shifts the demand curve to the right
to “D+". If there is no government intervention
then equilibrium will take place at “Eq"and
exchange rate will rise but to keep it at fixed
level central bank will also increase the supply,
so it will shift to “Sy" and new equilibrium will
take place at "E2" and exchange rate will
remain the same at "R".

But in this case foreign currency reserves will
tend to fall. If demand for currency falls, central
bank will also decrease its supply and
exchange rate will again remain the same,
while foreign currency reserves available with
the central bank will tend to rise. When there
is rise in demand for currency, foreign
currency reserves will fall.

(b) Discuss the circumstances in
which reducing the exchange rate
and introducing quotas are
effective policies to tackle a trade
deficit. [12]
Reducing exchange rate or devaluation of
currency refers to the fall in value of currency
deli_berately by the central bank of a country.
While quota is the physical limit set by the
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government to import goods from other
countries. Devaluation affects the terms of
trade of country negatively as due to
devaluation, price of imports rises and price of
exports falls.

According to Marshall Lerner Condition in
short-run period of time balance of trade
further deteriorates due to devaluation
because price elasticity of demand for imports
and exports is inelastic. A rise in price of
imports results in increase in import payments.
On the other hand, fall in price of export
decreases the export earnings. So, balance of
trade deficit will further rise in the short-run.

However, in the long-run balance of trade
becomes surplus because of elastic demand
forimports and exports. In the long-run period,
a rise in price of imports will lead to fall in
import payments and fall in price of export will
lead to increase the total revenue from
exports. So, balance of trade deficit will be
removed. It is as;

A
BOT/
BOP .

J-Curve

+ve

Surplus
0 - » lime
Deficit
-ve

The effectiveness of devaluation depends that
there must not be supply bottlenecks in an
economy that means there should be the
capacity in the economy to produce more and
export more. Similarly, the trading partners
must not devaluate their currencies with
greater ratio or retaliate in any other way.
Trade deficit can also be removed by using
other restrictive tools including tariff, quota or
embargo.

Quota is the physical limit set on the volume of
_imports. It will lead to reduce the volume of
imports and people will tend to use locally
produce goods.

S0, import payments yll fell and belaice o
trade dehcit will be corecled. Aahoites imust
decide to set corect it thal Len help edisxe
the volume of impoits that 1s sufficient Uy
correct the deficit. It means thal quiota shyulg
he sel helow the free trade volume of s
Quota set at zero level of impars 1s Lalled hah
or embargo which is an extieme silughion o
quota.

Therefore, devaluation and quola are e
helpful in carrecting the halance of tiade
deficit. However, it may lead o rise in Inflation
in the country, as less variety will he avallahle
in the domestic market.

QuestionNo3Nov2002

3(a) Explain how the international value
of a currency is determined in a
floating exchange rate system.

(8]

Floating exchange rate is a system in which
the value of a currency is determined through
the forces of demand and supply of that
currency, while the demand far currency is &
derived demand which depends upan the
demand for its exports (visible and invisible)
and capital inflows for investments etc. On the
other hand, supply of currency is determined
through the demand far imparts (visible and
invisible), and capital outflows etc.

So, the exchange rate of a cuifency Is
determined where demand and supply curve
of that currency intersect each other, It is
shown in the following figuire:

Exchange rate
A

N
Q

0 Q
The above figure depicts that exchange rate of
a currency let say dollar, is determined at "E*
where demand and supply eurve interseot
each ather, and the equilibrium exchange rate
is "R

) M I
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It keeps on changing depending upon the
demand and supply of currency. A fall in
demand leads to its depreciation. It is shown
in the following figures:

Exchange
rate D

Depreciation of
currency

q q antit
1 Quantity

In above graph, initially equilibrium is at “E"
and exchange rate is “R”. A fall in demand has
shifted equilibrium to “E;” and exchange rate
has depreciated to “R+".

If demand for a currency rises, its exchange
value will rise as shown below;

(<
\qaﬂg e

= A s.C

A1 D.c
o \D.c

>
0 Q Q1 Q
According to the above diagram, initially
equilibrium is at point "E” where exchange rate
“R". A rise in demand for currency shifts the
demand curve from "“DC" to “DCy", new
equilibrium is "E4" and exchange rate has
appreciated to "R+".
Similarly, exchange rate will change due to
change in supply of a currency. A rise in
supply of a currency results in depreclation as
shown as,
Exchange s
rate D

Deprecintion

D

0

q9 4 Quantity
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A fall in supply of a currency leads to its
appreciation shown below,

Exchange
rate D S

ti, q Quantity

Fall in supply has shifted equilibrium from E to
E1 and rise in exchange rate from R to R1.

(b) Discuss whether an appreciation in
the exchange rate is to the
advantage of an economy. [12]

Appreciation of currency refers to the rise in
value of a currency in terms of another
currency. For example, in 2013 the exchange
of dollar against Pak rupees was $1=Rs110
and in 2014 it was $1=Rs100. It shows
appreciation of rupees against dollar.

In freely floating exchange rate system,
appreciation makes imports cheaper and
exports costly and according to Marshall
Lerner Condition in the short-run period of time
balance of trade and balance of payment
surplus will further increase because of
inelastic demand for imports and exports.
Despite of rise in prices of exports, volume of
exports will not decrease with substantial
amount, so export earnings will rise and
quantity of goods imported will increase with a
smaller ratio despite of fall in their prices due
to which imports payments will tend to fall and
finally balance of trade surplus or balance of
payment current account surplus will further
increase.

But in the long run demand for imports and
exports becomes elastic due to which import
payments will rise and export earnings will fall
and balance of trade will move to the deficit,

as shown with the help of inverted J-curve
below,
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The above figure clearly depicts that initially
current account surplus is increasing in the
short run while 1t is going negative area in the
long run showing deficit in current account. In
the Jong run demand for imports and exports
is elastic due to which a little rise in price of
export will lead to a dramatic fall in quantity
exported. Therefore, export earnings will fall.
On the other hand, fall in price of imports will
Jead to a dramatic rise in quantity imported.
Therefore, import payments will fall. In this
way, a lower export earnings and higher
import payments will deteriorate current
account position. According to Marshall, if the
sum of price elasticity of demand for exports
and imports is greater than one then an
appreciation of currency would not be
beneficial. However, the opposite result of the
sum of elasticities of demand for exports and
imports will make the situation favorable.

The other very important thing to be
considered is economic condition in trading
partner country. If the trading partner country
is enjoying economic boom with high Gross
Domestic Product (GDP) per person and
employment at or near full employment, then
appreciation of would be beneficial because
such trading partner would be able to buy our
goods and services even they are expensive.
But if trading partner country is facing
depression or recession then appreciation of
our currency may not be beneficial and our
trading partner may switch to some low price
countries which can sell its goods at
competitive prices, to avoid further loss.
Appreciation also helps in improving the
country’s term of trade, which is the ratio
between prices of exports and prices of
imports expressed in percentage. Terms of
trade is calculated as;
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_ export price index

TOT x 100
import price index
Appreciation increase export prices and
decreases  import  prices, Therefore,
numerator or top value will rise and

denominator or bottom value will decrease
and the result would be greater than 100.
Whenever, the calculation of TOT gives the
answer greater than 100, it shows positive
movement in terms of trade but if it is less than
100 then it shows deteriorated state of TOT,
Appreciation also reduces the pressure of
finished imported goods prices due to which
inflationary pressure in the economy will also
fall. When imported goods in the market are
easily available at lower price, people are less
likely to purchase locally produced goods, at
high price. Therefore, aggregate demand for
local goods wil! fall and demand pull inflation
will experience a persistent fall.

Standard of living in the country will also
improve as people will be able to use more
quantity of better quality imported goods.
Foreign investments will also be encouraged.
However, it will have some feedback effects as
well. Surplus of one country leads to the deficit
of another country. So, that other country may
impose some barriers on our exports. But
mainly it will bring benefits for the country.

Question No 4 June 2005

4(a) Explain how a country’s balance of
payments is organized to account
for all its international
transactions. [8]

Balance of payment is organized to account

for all the international transaction under three

heads.

v' Current Account

v’ Capital Account and

v Official Account

Current account: It is composed of trade in

goods (visible trade), trade in services

(invisible trade), income flows and current

transfers. For example, if Pakistan imports a

car from UK then it will be recorded as

payment in the trade in goods part of current

account of balance of payment. It is also

known as debit item for Pakistan. Keep in mind

the word credit shows income and debit shows

expenditure.

But in the UK's current account it will be

recorded as receipts in the trade in goods.
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If visitors are coming into our country and
spending on transport, communication and
banking etc then it will be recorded as invisible
export for our country and invisible import for
that country whose visitors are spending in our
country. Income flows shows the net inflow of
cash in the form of interest, profit, dividends
received from foreign companies and money
sent by those who are working abroad etc.
Current account also accounts for current
transfers. It includes the inflow and outflow of
grants and aids overseas. In economics
transfer payments are the payments made
without taking any good or service. So, it may
also include gifts sent by the foreigners to their
friend living in our country.
Capital account: It is composed of
transactions made to transfer the ownership of
fixed assets. For example, if Mr. A who is the
resident of Pakistan relocates in UK and shifts
his business there by buying a factory there
then it will be a credit item for UK capital
account and debit item for Pakistan. However,
later this factory can be sold to some UK
residents or UK government. Similarly, a
project of constructing a hospital abroad will
also be recorded in capital account.
Official or financial or monetary account is
composed of many items of capital account.
However, its transactions also have impact on
current account as well. It includes direct
investments as well as portfolio investment
and long term official borrowings. Direct
investment coming into the country in form of
factories, offices or retail and wholesale
outlets then this investment will be recorded in
official account but interest or profit sent back
to the families in other countries will be
recorded in current account.
For example, if there is direct investment of
100,000m pounds from UK to Pakistan then
this amount will be recorded as inflow in
Pakistan and outflow for UK. But the profit
earned by the UK Company sent back to UK
will be recorded in current account as inflow
for UK and outflow for Pakistan. If profit earned
by UK Company in Pakistan is reinvested in
Pakistan, then it will again be recorded as
direct investment.
Similarly, portfolio investment is also recorded
!n official. Portfolio investment means the
investment on company’s shares, debentures
or securities etc.
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For example, f 2 resident of Parisian
purchases shares of a UK company worth 10
m pounds then it will be outflow for Paiistizn
but inflow for UK. However, dividend or proft
or interest paid by these companies
Pakistani resident will be inflow for Paristan
and will be recorded on receipts side of current
account.

Loans taken by Pakistan from UK will be inflow
for Pakistan but the interest paid on these
loans will be recorded in current account 2s 2n
outflow. Similarly, repayment of these loans
will be outflow for Pakistan. From the zbove
discussion we come to know that financial
account is composed both current and capitzl
account. Investment is an item of capital
account while profit or interest received on this
investment is recorded in current account.
Balancing items: Whenever there is deficit in
the balance of payment due to more outflows
and less inflows. There is need to balance it.
This deficit can be paid through different
sources like government may withdraw some
reserves which are kept in the form of gold or
foreign currency.

Changes in reserve assets are usually
recorded in official account as an outflow to
balance the overall figure. Sometimes,
reserves are not sufficient to settle the deficit
then government will have to get loan from
central banks of foreign countries or may take
loan from International Monetary Fund (IMF).
As balance of payment is composed by
collecting a very huge data and there are
many chances of mistakes, errors and
omissions. Therefore, we also include net
errors and omissions to balance the accounts.
It is why we say that balance of payment is
always balanced.

However, it does not mean that it will be
automatically balanced rather government has
to balance it anyway like by using reserves,
taking loans from other countries central
banks or from IMF and using the figure of net
errors and omissions etc. However, if it is
automatically balanced then there is no need
for government actions.

(b) A country has a deficit on the current
account of its balance of payments.
Discuss whether this is necessarily harmful
to the country. ' [12]
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Current account is composed of trade in goods
(visibles), trade in services (invisibles), income
from investments and transfers of income,
Current account is said to be deficit

if outflow of various items exceeds inflows.
The cause of the deficit, its size and its
duration decides whether it is harmful or not.
Current account deficit in visible part may be
harmful if it lasts for a longer period of time,
and is because of expensive imports,
However, if it results in import of qualitative
goods and leads to better standard of living in
the country and is also covered by inflow of
invisibles and transfers of income then it will
not be harmful for the country, rather, it
benefits for the economy.

If consumer goods imported into the country
are causing deficit, then in the short-run it may
improve the standard of living but later on it will
bring harmful effects on the country's
economic position. If current account deficit is
caused by import of capital goods, then it will
lead to increase in productive capacity of an
economy. So, its potential to produce and
export will rise and will be beneficial for the
economy. In this way, an economy can get
comparative advantage over other countries
as well, '

Sometimes, deficit is caused by invisibles (i-e
import of services). This type of deficit is not
harmful, as it leads to inflow of skills, experience
and potential in the form of labour, capital and
technological inflows into the country. However,
if this part is in deficit because more visitors
from our country are going abroad for
entertainment and non-productive activities
then it will enweaken the economy.

Similarly, foreign remittances may cause the
deficit which may not be necessary harmful.
For example, if investment on purchase of
shares is made by the foreign residents and
we are paying more in the form of diviqend or
interest then it is not harmful because it helps
our domestic firms to grow. It may help in long-
term foreign investments which help to
improve capital account of balance of
payment.

The deficit in the current account can be
financed by using foreign currency reserves,
excessive international borrowings however, it
may deplete the foreign currency reserves and
borrowings may increase the burden on the
economy. Finally, we can conclude that deficit
in current account is not necessarily harmful.
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Question No 4 June 2006

4(a) Explain, with the aid of diag.ram's,
how a government would maintain
a fixed exchange rate. [8]

Exchange rate is the price of a
currency in terms of another currency.

For example,
$1=Rs.100 OR Re1=% 1/100

Fixed exchange rate is a system in whic'h the
value of currency against other currencies IS
fixed by the central bank of a country by using
foreign currency reserves. When there is a rise
in demand of a currency, central bank will also
increase the supply of currency.

Conversely, in case of a fall in demand for
currency, central bank will also decrease. the
supply of currency to keep the value at fixed
level. It is shown in the following figure;
Exchange D,
rate

(0

;‘ (.l: Quantity

Initially, equilibrium is at “E” where exchange
rate of the currency is “R”. Rise in demand of
currency shifts the demand curve to the right
to “D+". If there is no government intervention
then equilibrium will take place at “Es"and
exchange rate will rise but to keep it at fixed
level central bank will also increase the supply,
so it will shift to “S4” and new equilibrium will
take place at “E." and exchange rate will
remain the same at “R” but in this case foreign
currency reserves will tend to fall.

If demand for currency falls, central bank will
also decrease its supply and exchange rate
will again remain the same, while foreign
currency reserves available with the central
bank will tend to rise.

(b)  Discuss whether it is better for a
country with a floating exchange
rate to face an appreciation or a
depreciation of its currency. [1 2]

Floating exchange rate system is a system in
which the value of currency is determined
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through the forces of demand and supply of
currency. While the demand for currency Is a
derived demand because the demand of
currency depends upon the demand for its
exports (visible and invisible) and capital
inflows for investments etc. On the other hand,
supply of currency is determined through the
demand for imports (visible and invisible), and
capital outflows etc. So, the exchange rate of
a currency is determined where demand and
supply curve of a currency intersect each
other. It is shown in the following figure;

Exchange rate
A

0 Q Q

According to the diagram, exchange rate of a
currency is determined at “E" where demand
and supply curve intersect each other, and the
equilibrium exchange rate is “R". It keeps on
changing depending upon the demand and
supply.If demand of a currency rises, its
exchange value will rise and a fall in demand

leads to its depreciation. Appreciation of

currency refers to the rise in value of a
currency against other currencies, in freely
floating exchange rate system. It will make
imports cheaper and exports costly due to
which its commodities terms of trade will
improve and according to Marshall Lerner
Condition in the short-run period of time
balance of trade current account will further go
into surplus, but in the long-run period of time
it will go into deficit, as shown with the help of
following inverted J-curve.
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In the short-run period of time because of
inelastic demand for imports and exports
export earnings will rise and imports payments
will fall and BOT will go into surplus. But in the
long run it will go into deficit. Appreciation of
currency helps in purchasing imported raw
material at low cost due to which cost push
inflation will fall. Similarly, it makes the locally
produced goods competitive due to which we
can get these goods at low price.

Depreclation refers to the fall in value of
currency in freely floating exchange rate
system. It affects the terms of trade of country
negatively as due to depreciation price of
imports rises and price of exports falls,
According to Marshall Lerner Condition in
short-run period of time balance of trade
further deteriorates due to devaluation
because price elasticity of demand for imports
and exports is inelastic.

A rise in price of imports results in increase in
import payments on the other hand fall in price
of export decreases the export earnings. So,
balance of trade deficit will further rise in the
short-run.

However, in the long-run period of balance of
trade becomes surplus because of elastic
demand for imports and exports. In the long-
run period of time rise in price of imports will
lead to fall in import payments and fall in price
of export will lead to increase the total revenue
from exports. So, balance of trade deficit will
remove.

A
BOT/
BOP
J-Curve
+Ve
. Surplus
(0] > Time
Deficit
-ve

The effectiveness of depreciation depends
that there must not be supply bottle-necks in
an economy. Similarly, the trading partners
must not devaluate their currencies or retaliate
in any other way.
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Question No, 4 June 2007
4(a) Explain the difference between
expenditure-switching and
expenditure-dampenlng policies as
a means of correcting a balance of
payments disequilibrium, (8]
Balance of paymert refers to summary of z
the economic transactions of country wyith
the rest of the world, It is calculated through
follaving formula;
Balance of Payment =Receipts ~ p3ayments
When receipts from other countries are equal
to the payments to some other country then
balance of payment is said to be in equilibrium,
Eut when receipts and payments are not
equal, it is called disequilibrium:
disequilibrium may cause surplus as well as
deficit. EOP is said to be surplus when
receipts are more than pPayments and it would
be deficit when payments are more than
receipts,
Expenditure switching policies help to switch
expenditures of the consumers from foreign
goods and services to the locally produced

goods. These policies include devaluation of ‘

currency, tariff, quota, embargo and subsidy.
Devaluation makes imports expensive due to
which people will tend to reduce the volume of
imports. However, its impact will be different in
short-run  and long-run period of time
depending upon the price elasticity of demand
for imports and exports.

This phenomenon is shown with J-Curve
through Marshall Lerner condition. Tariff is a
form of tax imposed on the imported good to
make them expensive and it will also help to
reduce the volume of imports and finally, BOP
deficit may be removed. Quota is the physical
limitation on the quantity of goods to pe
imported into the country. It also helps in
reducing the imports and increasing the
demand for domestically produced goods.
Embargo is 100% ban on imports of some
specific product from any country or any
product from some specific country.

However, a rige in demand for domestic goods
may result in inflation in an economy; but on
the other hand, unemployment in the country
will fal| according to the Philips phenomenon,
The term expenditure dampening means
reducing the expenditures in the country. So,
those domestic producers may be forced to
€zport more goods and services.

MEG

Government can use deflationary fiscal and

monetary policy by increasing direct taxes,

reducing government spending and increasing

the rate of interest to decrease the purchasing

power of the people at local level. However, it
may lead to higher unemployment in the
country,

The results of these policies depend upon their
effectiveness, as there is the time lag between
the commencement of the project and its
outcome. Like, the policy of devaluation may
further increase the disequilibrium in the form
of deficit but with the passage of time it moves
towards equilibrium, again it will create
divergence between receipts and payments in
the form surplus and this cyclical movement
continues forever.

4(b) Outline the current account
position of your country or another
economy you have studied.
Discuss its ability to improve its
performance on the current
account. [12]

Current account is an account to record the
international transactions of a country with the
rest of the world. It is composed of trade in
goods, trade in services, income and.
transfers. Trade in goods is also known as
visible trade, which records receipts and
payments from imports and exports of goods
only.
If a country is exporting goods, then it will be
recorded on the receipts side of current
account while imports will be recorded on the
payments side. Similarly, receipts and
payments of invisible items are also recorded
in current account. For example, if visitors of
our country are going abroad and they make
payments for taking services of transport,
banking and communication etc then it will be
treated as invisible import for our country and
invisible export for the host country.
In short, if inflows are more than outflows then
current account is said to be surplus. On the
other hand, higher outflows and lower inflows
result in deficit in the current account.
Current account of Australia against Thailand
in 2002 showed a deficit.
Australia was exporting primary products
including cotton, dairy products, aluminum
and crude oil etc. which was of lesser valye
but it was importing durable manufactured
goods including  vehicles petroleum,
cooling/heating equipment and computers etc.

-
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The payments for imports were much greater
than the.receipts from exports. So, it has led
to its deficit. Economy of Australia was having
lesser potential to improve its performance on
the current account. However, it may improve
through implementation of effective and
successful polices like imposing high tariffs,
quotas and embargoes etc.

Govgrnment of Australia can develop good
relations with trading partners to enable the
people to import the better technology, which
may help in producing more at lower average
cost to achieve great economies of scale. So,
exports will become more competitive and
gxports volume will rise which can help in
improving the current account position of
Australia.

Question No 4 June 2008
4(a) Explain what is meant by a current
account deficit? [8]
The current account is one of the components
of balance of payment of a country.
The current account is composed of income
and expenditures of following four categories.
v/ Trade in goods  (visible trade)
7/ Trade in services (invisible trade)
v Income flows and
7/ Current transfers
Trade in goods part covers the exports and
imports of visible items only. For example,
exports of cotton to UK will be recorded as
credit item for Pakistan as money is coming
into Pakistan and it is a receipt, whereas car
imported from UK will be treated as debit item
because it is payment for Pakistan. This part
of current account will be deficit if payments
are more than receipts. Trade in services
covers imports and exports of invisible items.
For example, tourists coming into Pakistan will
be treated as credit item as money will inflow
into the country. On the other hand, tourists
from Pakistan visiting UK will be treated as
invisible imports for Pakistan as visitors are
making payments for taking the services of
transportation, banking and communication
etc and they are making payments for the
same income earned by the employees
abroad who are the residents of Pakistan is
inflow for Pakistan and vice versa is true for
the non-tesidents of Pakistan who are working
here and sending money to their origin

country. This part also includes the investment
income. Investment can be direct investment
(i-e overseas companies) and rent on foreign
property held by Pakistan residents. It can be
portfolio investments as well.

Like interest earned on foreign bonds and
dividend earned on shares. Income earned on
loans, deposits and official reserves are also

included in this segment.
Current transfers include taxes and payment

of bilateral aid, social security and military
grants. Similarly, insurance premiums and
claims, remittances and private gifts etc.
When the payments (outflow) from the above
transactions are more than receipts (inflows)
then current account is said to be in deficit.
The current account deficit shows that
outflows are more than inflows. Deficit in
current account can be corrected by imposing
tariffs as well as by using other tools including
quotas, embargoes, subsidy and fiscal and

monetary policies.

(b) Discuss the effectiveness and
desirability of imposing tariffs to
correct a current account
deficit. [12]

The current account deficit shows that

outflows are more than inflows. Deficit in

current account can be corrected by imposing

tariffs as well as by using other tools including;

quota, embargo, subsidy, fiscal and monetary
policies. These are further called as
expenditure switching and expenditure
dampening policies and they are explained in
detail as follow. Imposition of tariffs makes
imports expensive as compared to the locally
produced qualitative goods. This phenomenon
is shown in the following figure;

Price 1\
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According to the above figure DD is domestic
demand curve and DS is domestic supply
curve where the equilibrium price in the local
market is DP. While FS is the foreign supply
curve so, the price of imported goods is FP
and at this price domestic suppliers will supply
“S" quantity but the local people will demand
quantity “D". So, the gap between “S" and “D”
shows imports.

After imposition of tariff foreign supply will be
FS' and the price will rise to FP + T. Now,
people will only import the quantity between
“S:” and “D+". In this way, the volume of
imports will fall and finally people will use the
domestically produced goods and local
industry will flourish. They allow the breathing
space for structural adjustments. Local young
industry will have a good time to flourish.
Tariffs help the country as it is used to prevent
dumping. While dumping refers to the sale of
goods in foreign countries at very low rate to
capture the international market. Imposition of
tariff makes these goods expensive to avoid
dumping. However, it may breach
international obligations and may provoke
retaliation which means that the partner
country may react in the same way by
imposing high tariffs on our exports. Tariffs
might not be effective if the demand for
imports is inelastic.

Government can also protect the local industry
by imposing quota which is a physical
limitation on the quantity of goods to be
imported. So, people cannot import more than
the quantity allowed in quota. Finally, imports
will fall and local industry will be protected from

international competition.

Question No 4 November 2009/21
4(a) Explain how a rapid rate of inflation
in a country will affect its floating
exchange rate. [8]
Inflation refers to the persistent rise in general
price level over time. A rapid rate of inflation
suggests an undesirable exchange rate.
Floating exchange rate is an exchange rate
which is determined through the forces of
demand and supply of currency. Inflation
reduces the price competitiveness of a country
due to which exports will become more
expensive and imports relatively cheaper. So,
demand for currency will fall and supply will
rise because of fall in inflows of the
investments. This entire phenomenon is
shown graphically as below;
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expensive due to which demand for domestic
currency falls. A fall in demand for currency

will shift the demand curve to the left and its
exchange value will tend to fall.

ange rate
“E” where
and its

Exchange D
rate D, S

Depreciation of
currency

o A
q, q Quantity

A fall in demand for currency shifts the
equilibrium from “E” to “E+” leading the
exchange rate to fall from “R” to “R+". So,
currency has depreciated.
Similarly, increase in demand for imports will
lead to increase in supply of domestic
currency. This rise in supply of currency will
also lead to depreciation of currency in floating
exchange rate system as shown below;
Exchange S
rate D

9 % Quantity

lncr_e_a;e in supply of currency has shifted the
equilibrium from “E” to “E1” and resultantly, the
fxcgange value of currency has fallen from “R”
0 “R,".
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(®  Discuss whether a goverwnent
Shoulkd opevate a fixed exchange rate
System, (AR

Exchange rate is the NNe Of a curency I

orms of another QTRNRCY,

For example. $1=Rs 100

Ret1= $ 1110

Fttxed exchange rate is a system in which the

value of currency against other currencies 8

fixed by the central bank of a country by using

foreign currency reserves. When there is a tise
in demand of a currengy, central bank will also
ncrease the supply of currency.

Conversaly, in case of a fall in demand for

currency, central bank will also decrease the

Supply of currency to keep the value at fixed

level. It is shown in the following figure:
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Initially, equilibrium is at “E” where exchange
rate of the currency is "R". Rise in demand of
currency shifts the demand curve to the right
to “D.”. If there is no government intervention
then equilibrium will take place at “Ei"and
exchange rate will rise but to keep it at fixed
level central bank will also increase the supply,
so it will shift to “S1” and new equilibrium will
take place at “E>" and exchange rate will
remain the same at “R” but in this case foreign
currency reserves will tend to fall.

If demand for currency falls, central bank will
also decrease its supply and exchange rate
will again remain the same, while foreign
currency reserves available with the central
bank will tend to rise.

Government should operatg the fixed
exchange rate system as it has many
advantages.
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forelgn investors,

It alko Wbiinga discipline to the governmany
policies patticulatly inflationaty pressure ang
forces the fima to keep thelt contn of
production lower to maintain the elament of
competitivenesas, It also  discourages
destabilizing  speculation  which  brings
fluctuations in the economy and its functioning
will become smooth,

However, it is very difficult to operate such a
system as government has to keep too much
foreign currency reserves to keep its value at
fixed level, Government has to take deliberato
actions for this purpose. There (s need to
introduce deflationary policies which may
harm other economic objectives, like
employment, growth and balance of payment,

Fixed exchange rate has become less
common because of the lack of an automatic
adjustment and the move to a more robust
market system. So, governments are more
likely to encourage freely floating exchange
rate system.

Question No 4 June 2010/21
4 (a) with the aid of a diagram, explain
why an economy's floating
exchange rate may depreciate. [8]
Floating exchange rate system is a system in
which the value of currency is determined
through the forces of demand and supply of
currency. It depreciates against another
currency when it can purchase lesser amount
of another currency. For example, in 2013 the
exchange rate of US dollar against Pak
Rupees was let say $ 1= Rs 109 and in 2014
$1= Rs100. It shows in 2014 one dollar can
purchase lesser rupees as compared to 2013.
So, we can say that dollar has depreciated
against Pak Rupees.
While the demand for currency is a derived
demand because the demand of currency
de:pends upon the demand for its exports
(visible and invisible) and capital inflows for
investments etc. On the other hand, supply of
currency is determined through the demand

for imports (visible and invisible), and capital
outflows etc.
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(b) Discuss whether a current account

deficit Is always a serious economic
problem for a country, [12]

Current account is composed of trade in goods
(Visible), trade in services (invisible), income
from investments and current transfers.
Current account is said to be deficit (CAD) if
outflows of various items exceed inflows. The

“-"\\\m" ~ DR A AN an N C e K

gemand 3N [P BUNRS uft\bt‘d 2ach cause of the deficit, its size and its duration
- e~ =~ ~N0 T TSN NI G oY, S ). vy

oMET 3T T [QUIRTUM Anchange rate is decides whether it is harmful or not.

R

Current account deficit (CAD) in visible part
may be harmful if it lasts for a longer period of
time, and is because of expensive imports.,
However, if it results in import of qualitative
goods and leads to better standard of living in

Excharee ] the country and is also covered by inflow of
mie | o invisibles and transfers of income then it would
< not be harmful for the country, rather, it
N = benefits the economy. If consumer goods
------------- imported into the country are causing deficit,
Yel /1N Depreciation then in the short-run it may improve the
standard of living but later on it may bring
< o harmful effects on the country's economic

o s, : position.
q_;. Quantity But if CAD is caused by import of capital

According to the above diagram, initially
gquﬂibrium is at point “E” where exchange rate
15 “R" and a rise in supply will shift the supply
curve to °S.” and new equilibium will take
Place at “E+” and exchange rate will fall to “Ry"
and quantity traded will rise to “Q,". So fall in
demand or rise-in supply of currency are two

Main causes of depreciation of currency.
Exchange
rate

D

D, S

Depreciation of
currency

goods, it will lead to increase in productive
capacity of an economy. Therefore, its
potential to produce and export will rise and
will be beneficial for the economy. In this way,
an economy can get comparative advantage
over other countries as well by producing
qualitative goods using recent machines and
technology. For example, if we try to reduce
the current account deficit by imposing
restrictions on such goods then it may
slowdown the economic  activities.
Sometimes, government tries to reduce the
volume of imports by using handy tools of
quota, embargo or tariff which is hamﬂ‘gl and
risky politically for the government and it may
lose popularity among masses. Therefore,
governments try to avoid such instruments for

S E D the improvement of current account position.
Of— ; D, Sometimes, deficit is caused by itwvisiplgs (i-e
® 9 Quantity import of services). This type of deficit is not

harmful, as it leads to inflow of skills,
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expetience and potential in the form of capital
and technological inflows into the country.
However, if this part is in deficit because more
visitors from our country are going abroad for
entertainment and non-productive activities
then it will weaken the economy.

Similarly, foreign remittances may cause the
deficit which may not be necessary harmful.
For example, if investment on purchase of
shares is made by the foreign residents and
we are paying more in the form of dividend or
interest then it is not harmful because it helps
our domestic firms to grow. It may help in long-
term foreign investments which help to

improve capital account of balance of
payment.

The deficit in the current account can be
financed by using foreign currency reserves,
excessive international borrowings. However,
it may deplete the foreign currency rescrves
and borrowings may increase the burden on
the economy. Downward cascade of CAD of a
country can be a big problem if it continues for
longer period of time because it reduces its
credit rating and it may come under pressure.
Similarly, foreign investors who have invested
money in the country causing deficit, would be
reluctant to continue their business. They may
switch their investment to some other country
and it may result in lesser variety of goods and
services as well as it will put a higher burden

of unemployment on the shoulders of
government.

Finally, we can conclude that deficit in current
account is but it is not always the case.

Question No 4 June 2012/22

4 (a) Explain, with the help of a diagram,
how a government can maintain a
stable foreign exchange rate. [8]

Exchange rate is the price of a
currency in terms of another currency.

Forexample: $1=Rs. 1000R Re.1= $%
0

Exchange rate is determined through the
fqrce_s of demand and supply of currency and
itis given the name of freely floating exchange

rate system. Floating exchange rate is a
system in which
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value of a currency is determined through the
forces of demand and supply of a currency. It
is shown in the following figure;

In freely floating exchange rate system value
of the currency will be determined at point “E”
where exchange value is “R”. Arise in demand
for currency will result in appreciation and fall
in demand for currency will depreciate its
value. Similarly, rise in supply of currency
depreciates its value and fall in its supply leads
to appreciation.

Exchange ‘P
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Fixed exchange rate is a system in which the
value of currency against other currencies is
fixed by the central bank (government) of a
country by using foreign currency reserves.

-When there is a rise in demand of a currency,

central bank will also increase the supply of
that currency. Conversely, in case of a fall in
demand for currency, central bank will also
decrease the supply of currency to keep the

value at fixed level. It is shown in the following
figure;
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Initially, equilibrium is at “E” where exchange
rate of the currency is “R”". Rise in demand of
currency shifts the demand curve to the right
to “D+". If there is no government intervention,
then equilibrium will take place at “E;"and
exchange rate will rise to R1 but to keep it at

fixed level central bank will also increase the
supply.
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So it will shift to “S4™ and new equilibrium will
take place at "E;” where exchange rate will
remain the same at "R". But in this case
foreign currency reserves will tend to fall.

If demand for currency falls, central bank will
also decrease its supply and ‘exchange rate
will again remain the same, while foreign
currency reserves available with the central
bank will tend to rise.

(b)  Discuss whether a government
should be more concerned by an
unstable foreign exchange rate or
by an unstable domestic price
level. [12]

See June 2013 /22/ 3b
Question No 4 November 2012/21

Discuss whether the effect of the
rate of inflation on the exchange
rate is more or less important than
the effect of the exchange rate on
the rate of inflation. [12]

Inflation refers to the persistent rise in general
price level. It can be creeping, walking,
running or ‘hyper. If the rate of inflation is of
relatively hyper nurture, then it will make a
country less competitive in international
market. Therefore, exports may fall and
balance of payment may deteriorate. Higher
inflation will lead to fall in export earning if the
price elasticity of demand for exports is greater
than one or elastic. However, it may benefit if
the demand for exports is inelastic and our
trading partners are bound to buy from us.

On the other hand, due to rise in prices of
goods within the country will make the people
to buy (import) from other countries. If demand
for imports is elastic, then it will lead to higher
import payments. In this way the exp_ort
earnings will fall and import payments will rise
and consequently balance of payment current
account will go into deficit. Furthermore,
relatively high inflation rate decreases the
value of currency against other currencies and
foreign investors will lose their confidence on
that currency. Therefore, investment inflow will
tend to fall and it will also have an adverse
effect on balance of payment current account.
Demand for currency will fall and its supply will
fise leading to its depreciation as shown in the

following figure;

3(b)
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Fig.2

Fig.1
Fig.1 shows a fall in demand for currency due
to lower capital inflow into the country due to
inflation which has resulted in depreciation of
currency. Fig.2 also advocates the idea of
depreciation due to rise in supply of currency

because foreign investors will sell our
currency and buy their own currency and
finally the supply of our currency will rise
leading to its depreciation.

However, an inflation of creeping nature will
not have a greater impact because it will be
un-noticeable and bearable for the people of
the country as well as foreign buyers of our
exports.

The second part of this question requires the
impact of exchange rate on inflation. It is a fact
that changes in exchange rate also affects the
inflation rate within the country.

Consider, if there is depreciation of currency
and we are producing goods using imported
raw material then it will lead to higher cost of
production. In this way, cost push inflation may
rise which is harmful for the economy because
it has two dangerous affects the one is price
level will rise due to which purchasing power
of the people will fall leading to their low
standard of living. Secondly, cost push
inflation increases the rate of unemployment
in the economy that's why economists call it
stagflation.

A rise in unemployment is again a big issue for
the country because government may have to
pay huge amounts to the unemployed people.
It also increases the burden of employed
people who will be charged high taxes
because government will need more funds to
support unemployed people to avoid
unbalance in the economy and to avoid
undesirable consequences of terrorist activity,

theft and robbery etc.
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S, dspraciaton of cummency makes
Sxports chaaper and thare may be increase in
x0T eamng which may cause damand pull
riaton as wall However, an appreciation of
cumency will reguce inflationary pressure on
e economy because appreciation makes
mpors chaaper and exports expensive. From
= above discussion we can conclude that the
mpact of mflation on exchange rate and
mpact of exchange rate on inflation is
uncertam. However, if we assume that our
economy has a huge trade with other
counties then exchange rate may have
greater effect on inflation. But is if inflation in
the country is caused by mainly domestic
factors then the situation will be opposite.
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Question No 4 June 2015

4 (a) Explain how a declining exchange rate
and a high rate of inflation in an
economy might affect that economy’s
terms of trade. (8]

(b) Discuss the advantages and
disadvantages to an economy of a fall
in that economy's terms of trade and
consider whether the overall effects
are likely to be beneficial.  [12]
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4 ;nctmmqu; of monetary policy and
supply-side policy. (8]
(b) niscuss  the sdvantages  and

disadvantages of supply-side policy
and consider its effectiveness in an
aconomy  that is facing a labour
shortage [12]

gnvisioned Answer 4(a)
Vonetary policy is the policy of central bank to

control supply of money, rate of interest and
eychange rate in an economy. It is a demand-
side policy which is manipulated to change
aggregate demand in the economy with a view
6, achieve macroeconomic aims,

Monetary policy can be expansionary or
contractionary. Expansionary monetary policy
sims at increasing the aggregate demand to
improve  employment  level and achieve
stonomic growth in the economy. In this
policy, interest rale and exchange rates are
teduced, On the other hand, central bank may
atlopt contractionary monetary policy which is
alst termed as deflationary monetary poalicy,
?0 reduce the aggregate demand to control
inflation in the economy. During this policy
ur»(erest rale and exchange rates are
’{'ﬁ;ea'sed and money supply is decreased.
mlp'eégsmimenlfz of monetary policy are
Whvich a';a e, money supply, exchange rate
the firet ?xvlamed as under; o
ehanige I ::usuunf\en( of monetary policy Is
3K ale U\' etest rale which is also known as
Wiieh bpmrmn‘ediscount rate. It is the rate at
8 ’3Umfimcia|m|”k of the country gives loans
thleye 5 L\em:“mnks. It is man{pulgted to
N Tl O CoonOmiC aim. TO
fal ony central bank increases the

1] ‘
o O itetest 5o that aggregate demand ma
PR Uhder eontrol. ’
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vernment Intervention at macro level

The commercial banks will also increase the
rate of interest which is 1o be charged to thew
customers/accountholders. Accordingly. lcans
will decrease investment will also fal
aggregate demand comes under control and
inflation is finally controfied.
The second instrument of monetary policy is
changes in exchange rate. Exchange rate
determines the value of a currency against
another cumrency. To control inflation
exchange rate of the country is increased so
that its purchasing power could be increased
at international level. It will make final imported
goods as well as raw material cheaper which
is used to supplement the local production.
Therefore, cost push inflation will be
controlled.
The third instrument is money supply. Central
bank reduces the money supply to control
aggregate demand and the rate of inflation in
an economy. Lower money supply leads to
lower amounts of money in the hands of
individuals and companies. It also helps 1o
control the rate of inflation in the country.
While Supply-Side Policies are designed to
affect aggregate supply in the economy.
These policies help to achieve high
employment and higher productivity at
domestic as well as international level. The
instruments  of supply-side policy are
explained as under;
Government may reduce indirect 12xes and
increase subsidy to give incentives 1o the
producers to produce more to increase
aggregate  supply. ik would enhance
investment in the economy.
Government may conduct training workshops
to enhance the skils of workers to get
employment easily. Simitarty. gomt
may Set MINIMUT Wages to create motvabon
among workers to get empioyment.
Govemment may remove the old unnacessary
o T — ) { businesses 1o

-
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increane hualneas aclivity in the sconomy like
removal of restriction for working on Gundany,
opening and closing hours like In Pakistan
markets ara clonsd at Bpm due {o load
ahedding ete, Removal of such policy will help
to Increaso employment and productivity,
Governmaent may also privatize some public
(@overnment) firma to {ransfar ownership of
the government to the private sector to
improve  efficlency  and  employmant
opportunities.

Government may also remove {rade barriers
on international trade to produce goods and
services in very large quantities by using
comparative advantage rule to get more
benefits in the form of higher productivity and
more employment in the economy.

(b)

Supply side as has been explained in part “a”
of this question is used to increase aggregate
supply in the economy with a view to achieve
macro-economic aims. This policy has some
.advantages and some disadvantages. Its
advantages are explained below followed by
the disadvantages.

First of all, education is training of the workers
is given much importance in this policy.
Government allocates huge amount of funds
to educate and train the workers so that their
skills could be enhanced and they could get
permanent jobs which ensure their regular
income. In this way, these educated and well-
trained people with regular income would be in
the position to educate their children well. It
will further improve the literacy rate in the
country.

Secondly, trade union reforms are made
where its power is reduced to some extent.
There are certain people who are the part of
trade union because they need to be
otherwise they could not get job due to closed-
shop attitude of the employers. Many of the
workers who want to work independent from
trade union will get the chance to do jobs
according to their will. It will make them more
productive and they would definitely help to
increase the aggregate supply in the
economy. In 1970s British unions were very
powerful and cause many days lost due to

www.medgaledfirbeshb c onamics Sapical Yapes./

. . j
wellare ard fur the gt & Wyl s e
Lottt tnaves ther further tatiar o4 goe o,
a7 G,

Faurthily, privatization is the ool of sugghy see
policy, Skin is closed 6 the dotres s e
statarnont  which  best  sutes e terrr
privatization, FPrivatization shifts the ourerszig
of institutions frorm governmment to e piys
people, Private people take care of their ou,
business like their skin and they would reyers
harm it. They become efficient znd produdctiye
lsading to greater supply in the econorry.
Fifthly, supply-side policy is quite frutful to
achieve economic growth without irfiztion. In
all most all the developing countries induding
Pakistan a negative relationship hzs been
detected between inflation and economic
growth, by many economists in their resezres.
However, this phenomenon is less likefy to be
observed in developed countries. So, it one cf
the advantage especially for developing
countries that they can achieve economic
growth which is rise in real GDP per capitz,
without inflation. It is shown in the following
figure where initial equilibrium is at E, price is
P. A rise in aggregate supply due to supply-
side policy will shift the equilibrium to E1
where price has decreased and GDP has
increased. So, this is how supply side policy-
helps to.increase GDP which is growth without
inflation.

Price A
AS
AS1
P
P1 .
5 A
o : S —>
GDP/Output

strikes and later on reforms were made and

their powers were reduced to 'some extent
which benefited the Britain.

Thirdly, reduction in direct taxes may help to
give the stick in the hands of poor for their

MEGA

w.me

utube.com/imeg
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However, this policy has some disadvantages
as well. First of all, the allocation of
government funds for education and training
of workers will create an opportunity cost in the
form of other projects sacrificed. Increasing
these expenses without using demand-side
policies, to create more demand, would make
this policy worthless.
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mzke the weak class weaker and the well-off
dass stronger. An indwdual worker is always
weaker and umon gives him 3 bit of strength.
So. rade uwon reforms may make # easy for
she empioyers 10 over explod these workers.
Thedly, reduction in taxes may further
the poor because tax cut would be more
beneficial for the industrialist and unfortunate
wil get worse off. Furthermibre, the research
has proved that low taxes makes many people
lazy and they reduce their working hours and
increase leisure time as they think that their
disposable income has increased due to low
taxes.

Lastly, privatization may deteriorate the
sttuation if monopoly is created. In this case
monopoly firm will try to maximize its profits by
crezting artificial shortages. So, consumers
will suffer as they may have to purchase
products at higher price.

From the above discussion, it is concluded
that supply-side policy may be effective, for an
economy facing shortage of labour, in the long
run. However, it might not be very mush
effective in the short run. Similarly, reducing
direct taxes is not always. beneficial as those
who are contented will reduce their working
hourg and will not help to increase -aggregate
supply. Furthermore, giving education and
training is not sufficient if its quality is not
ensured. Reducing corporate taxes or giving
subsidy to the producers would not be
effective if its impact is not pass on to the
ultimate consumers. Privatization may cause
monopoly and deteriorate the situation further.

yutube.co

The problem of time lag may also make #
detection of ssue and measures taken
solve # makes the policy meSectva. Thers

demand through fiscal and monetary policies,
would make the supply-side policy ineffective.

Questions No.4 November 2016

4(b) Discuss the poficy optlions available to a
government faced with inflaton, and
consider which is most kkely to be
effective. [12]

Questions No.2b June 2018

(b) Discuss the effectiveness of supply-
side policies in increasing the supply of
enterprise to the economy. [12]

Questions No.4 June 2017 )

4 (a) Explain the difference between
fiscal policy and monetary policy.
Show how each can be used to
increase aggregate demand. [8]

(b) Discuss whether supply side policy
is more likely to be successful than
fiscal policy when an economy is
faced with inflation. [12]
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Yearly Data Responses

Questions No.1 June 2018

1 Thai Economy's Prospects Improve Table 1.1: Total expenditure in Thailand, by
category, 2014

Category of spending US Dollar (billions) % National Expenditurej
Household consumption 243 55.6
Capital goods 98 22.4
Government consumption 69 15.8
Exports 280 64.1
Imports 253 57.9

Extract 1: Thailand’s economy shows improved health

The latest figures show that Thailand’s economy grew by 3.5% in the second quarter, putting it
on track for 3-3.5% growth for the whole of 2016. Thailand has managed to boost its growth
after several quarters of disappointing performance by increasing public sector investment in
several large infrastructure projects, including roads, railways and airports. These projects will
run over the next 3 to 5 years and are worth several hundred billion baht, Thailand’s currency. It
is hoped that this public sector investment will encourage the private sector to increase their
investment spending. In addition to increased investment, the Thai economy's growth is being
boosted by recovering private consumption due to increases in farm prices, which are crucial to
household purchasing power, as well as a strong tourism sector. Regarding the export sector,
which remains the biggest engine of growth, the outlook is still uncertain but the negative impact
from China’s economic slowdown appears to have stabilised with a Chinese growth rate of

around 6.6% per annum.
Source: The Nation, 18 August 2016

Extract 2: Thailand’s tourism industry continues to grow

The Thai tourism industry is projected to record international visitor arrivals of 16.67 million
between January and June 2016, which will be up by 13% over the same period of 2015.
Projected earnings are estimated at 824 billion baht, up 17%. The top three markets in terms of
tourism receipts are projected to be China (146 billion baht, +32%), Malaysia (22.5 billion baht,
+15%) and Australia (17.8 billion baht, +4%). China is now by far the largest source of visitors,
but there has been a resumption of growth from Russia and Thailand’s neighbouring countries
of Cambodia, Laos and Myanmar. Source: Thailand Business News, June 2016

(a) (i) Calculate the level of aggregate demand in Thailand in 2014. M
(ii) In which category of expenditure would the various infrastructure projects be placed?

(1]
(b) Explain how a fall in the rate of interest would be likely to affect expenditure on
[3]
[3]

(i) consumption

(i)  exports.
(©) Explain how changes in any three demand factors might account for the greater rate
d from China than from other countries.

of growth in numbers of visitors into Thailan e

be concerned that export and import

(d) Discuss whether Thailand’s government should ‘
al spending in Thailand. [6]

spending represents the highest proportion of tot
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g roisioned hnswers

(x) 0y £ =000 8 () ~My=24% % 9% + 64 ¢ (280 ~ 25%) = USS 457D
(i) Ergmnaitine on whtastiucture proects are placed in the category of cagital goods.

(k) (1) f 180w iotarest (e reducas savings in bank account and increzses
terronfogs because of lower cost of loans, Therefore, peaple will get maore loans
arvs savs ess leading 10 iIncrease in consurngtion on purchase of household ftems.

(i) /o (8l in interest rate reduces exchange rate of 2 currency because lower interest rate

secrensas dermand for that particular currency but it increases its supply. So, value
of  that  currency  falls  making  exports  cheaper. However, exports
sarningslespendture may rise if price elasticity of demand for exports is elastic but
on the other hand it may fall f price elasticity of demand for exports is inelastic
betause when it is inelastic, a greater fall in pno=- will lead to a smaller rise in guantity
dermand for exports and resultantly export earnings will fall.

(c) Ihe general factors that can change demand include; change in income,
weather, population, taste and fashion, prices of substitutes and complements efc.
Ihere can be grester rate of growth in number of visitors into Thailand from China as
compared to other countries if there is greater rise in income of Chinese people than
that of other countries, Similarty, weather conditions are improved in Thailand as
compared to China, then Chinese visitors will again rise. If prices of food, transport
and accormmaodation are lower in Thailand for Chinese and they are according to their
taste and fashion then its demand will again rise.

(d) Ihailand being an open economy enjoys a greater revenue from invisible
ezportie, the provision of tourism. A lot of tourists visit there every year and which is
the source of greater income for Thailand. It is good for all of economic agents of the
country, Itincreases its economic growth, creates lot of job opportunities and demand
for many other related industries like hotel accommodation, transport, banking,
healthcare and many other industries directly or indirectly connected to it. It also helps
to improve standard of living of its nation. So, it enjoys a comparative advantage in
tourism since it is providing at comparatively low cost. It is good for Thailand because
itie also a good source of creating better relations with different countries and creating
cohesion between countries. Tourists from different countries also interact with each
other which don't only benefit Thailand but also to the whole world.
On the other hand, it can be a serious source of concern for Thailand because more
reliance on external trade can harm the economy if due to any reason trade could not
take place and tourism don't visit there. It can be due to bad relations between
countries or due to bad weather condition. Sometimes, natural disasters and safety
and security issues create gap between countries. People cannot move between
countries due to damage in infrastructure, depletion of natural resources or due to
lack of price competitiveness. Similarly, tourism in Thailand also depends upon
economic conditions of other countries. Poor economic conditions in other countries
reduces purchasing powér of the people living there and they may stop visiting places
like Thailand which is again harmful for it.
From above discussion we concluded that reliance on more exports and imports can
bring a lot of benefits but it can be a serious source of concern on certain grounds.
Therefore, Thailand should also develop its other industries to fulfill the requirements
of its residents at the time of need.
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1
e of Vietnam’s Trade in Goods

i:oncern in Vietnam over trade with China Table 1: The Valu

with Selected Trading
S United States | China

Exports of Goods 15.9
(US$ billion)
Imports of Goods 3.7
US$ billion)

Source: Vietnam Customs

as cheap Chinese goods overwhelm Vietnam’s economy

being overwhelmed by a huge influx

of cheap, mass-produced goods from China. These goods are undercutting the prices of
domestically produced items. A Vietnamese entrepreneur has a rescue plan designed to support
new business start-ups. He has spent US$27 million developing his V+ shopping mall. He is now
offering new businesses rent-free 50-year leases in the mall, which is located in Hanoi — as long as
they sell only Vietnamese-made products. He is also urging the Vietnamese government to introduce

he closure of tens of thousands of businesses each year and

this idea nationwide to prevent t
mese products.

encourage customers to buy Vietna

“China exports to the world at very, very low prices and that's put h
economy,” he explained. “I'm a businessman, | understand why firms can't develop. Without this
kind of support, Vietnamese businesses will perish.” China’s recent devaluation of its currency, the
yuan, triggered fears of China overwhelming Vietnam with even cheaper goods. As a result,
Vietnam's central bank devalued the Vietnamese currency, the dong.
Despite the Vietnamese dislike of Chinese products, their prices ma
Vietnamese businesses lack funds and household budgets are modest. There

boycotts of Chinese goods but they have all failed miserably.
An economist at the Asian Development Bank, however, said the V+ concept showed good
intentions but the government should only support firms with the potential to compete. “There needs

ubsidies for all

to be a change in the government's policy,” he said. “It needs to move away from s
h the potential to compete.”

goods towards targeted subsidies for industries wit
Source: Martin Petty, The Times, 18 April 2015

Tycoon to the rescue

Vietnam is enjoying rapid growth but its small businesses are

uge pressure on the Vietnamese

ke them unavoidable when
have been calls for

tonits

[1]

n its balance of trade in goods with

hown in Table 1 that has the greatest defici

ods with Vietnam.
has the greatest deficit o

(a) (i) State the country s
balance of trade in go

The United States of America

Vietnam.

e balance of payments that would

t balance of Vietnam with that country.
[3]

yment needed are,

(i) Identify the three other components of th
allow you to calculate the current accoun

The three other components of the balance of pa

- trade in services
- profit on investment and
- current transfers
(b)  Explain any two factors that would determine the impact of China’s decision to
devalue the yuan upon Vietnam'’s trade with China. [4] '

The impact of China's decision to devalue the Yuan depends upon following two factors:
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I irst of all, its impact depends upon price slestioty of domasnd for China's ezports and imports. In
casa of slastic demand for imports snd exports, devalustion vill improve s trade position because
devaluation leads (o lower the prices of axports and they being elastic vill lead to greater increass
in voluma of exports and Incrense In exports enrning, Similarly, devaluation of currency vill lead to
increase In price of imports for Chiness customers snd imports being elastic vill lead to a greater
tall In voluma of Imports and tharsfore, impont payments vill 1all, In this way, rise in export earnings
and fall in import payments will lead to move China's current account into surplus, However, the
impact would be exact opposite If demand for China's exports and imports is inelastic as per Marshal
Lerner Condition, Seosondly, the Impact of devaluation of Yuan also depends upon the relative
change in value of Dong, If Vistnam devalues its currency (Dong) more than that of Yuan, then it
may lead o detarloration of China's current account balance,

(¢)  Explaln how subsidies for all Vietnamese goods and a boycott of Chinese goods are
expected to help Vietnamoese goods to compete with Chinese goods. Use supply and

demand dlagrams to support your answer, [6]

The provision of subsidy for all Vietnamese goods will lead to increase in its supply shifting supply

curve to the right, deceasing its price and Increasing the quantity traded as shown below,
IPrice

’()uunlily

e
The above figure indicates Initial equilibrium at point E where market price for Vietnamese goods is
P1 and quantity is Q. The provision of subsidy will lead to increase in supply and supply curve will
shift towards right from S to 8y and new equllibrium will take place at Es, price will fall to P and

quantity traded will rise 1o Qy, Simllarly, a boycott of Chinese goods will lead to fall in demand as

show below;

Price S
/
P S
Prf....»
2 PR
P L]
; v p
' LD
0 Q1 Q “ quantity

The above figure shows Inltial equilibrium for Chinese goods at point E where market price is P1 and
quantity is Q. Due to a boycott of Chinese goods will lead to decrease in demand and demand curve
will shift to the left and new equilibrium will take place at E1, where new equilibrium price will be P

and quantity traded Q1.

(d)  Discuss whether the principle of comparative advantage would Justify the support of
. Vletnam's government for the development of all industries In Vietnam or just those

that have the potentlal to compete. [6]

The principle of comparative advantage states that countries should produce an'd specialize in the
production of those goods which they can produce at lowest opportunity cost. This theory assumes
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two countries and two products like in this case there are two countries China and Vietnam,
According to this principle, one country can produce greater quantity of both the goods and second
country can produce lesser quantity of both the products. It means one country has absolute
advantage in production of both the goods and another country has absolute disadvantage in
production of both the goods.

Therefore, one country will specialize in the production of the good for which it has relatively greater
advantage and another country will specialize in the product for which it has least disadvantage to
benefit from specialization and international trade.

Those products which have potential to complete can be infant industries and they may be produced
at lowest opportunity cost as per requirement of the principle of comparative advantage. Economic
theory suggests and supports to develop such industries. Therefore, Vietnam’s government should
develop the products which have potential to complete instead of developing all industries because
it may not be fruitful to trade internationally and to earn foreign exchange.

June 2008

1. The appreciation of the Zambian Kwacha

Zambia’s currency, the Kwacha, experienced a significant appreciation in the year up to March 2006.
This is shown in Fig.1. Factors that influenced the exchange rate at this time were an improvement
in Zambia’s export performance, a reduction in the foreign debt owed by Zambia, an increase in
foreign aid received by Zambia and an inflow of foreign investment. The exchange rate is vitally
important for Zambia because its exports of copper, tobacco, maize and cotton are priced in US$
but its costs are paid in Zambian Kwacha.’

Fig.1 Zambian exchange rate (Kwacha per US$), April 2005 to March 2006

4800
4600 A ..WVL»L‘V :
oo f\w\1
4200 - d‘\/"\
Kwacha
per US$ 4000 \
3800
3600
A
3400 |
W T
3200 V .Af A
2q00 Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar'
05 05 05 05 05 05 05 05 05 06 06 06
(a)(i) Identify from Fig.1 the greatest (b) Explain what Fig.1 suggests about
monthly appreciation of the the type of exchange rate system
Kwacha. [1] used by Zambia.
B3
The greatest monthly appreciation of The fig.1 suggests that exchange rate of
the Kwacha took place in November. Zambia is freely floating which means that
. . . exchange rate of Zambia is determined
(i) By how much did it appreciate? [1] through the free forces of demand and supply '

of currency. Exchange rate is set where
demand and supply of currency curves
intersect each other. It keep on changing
depending upon the changes in demand and
supply of currency.

It has appreciated by 20 — 25% which
is 900 — 1100 Kwacha i-e 4300 —
3300 = 1000 approximately.
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Apy rise in demand or fail in supply of currency

will lead to appreciation while fail in demand or

porease in supply of currency will lead to its
depreciation.

(c) Explain how the change in the
value of the Kwacha between
September 2005 and January 2006
might have been influenced by

(i) thz improved export performance
an

(i) the reduction in foreign debt.  [§]

In this pericd Kwacha is appreciating. Value of
Kwacha may rise because of improved export
performance because buyers use foreign
currency to pay for exports. So, more demand
for Kwacha pushes up &s price. It is shown in
the following diagram;

Rate 2 2
exchange D
Rp-mmo Appreciation of
curreacy
Rf------------ .
DN D,
: D
o > -
q9 q Quantity
_

Exchange value of Kwacha has increased
from R+ to Rz in USS because of increase in its
demand from D to D:. Less need for Zambia
to repay debt or interest in foreign currency
reduces the supply of Kwacha. So, fall in
supply of Kwacha also pushes up its value
against USS. It is shown in the following figure;
S,

Exchange
rate D,

Appreciation

d
’ v
A D
. .

o q Quantity

Fall in supply shifts the supply curve from “S”
to “S4" and new equilibrium will take place at
“Es” and exchange value of Kwacha against

US3$ will rise from “R" to “R1".

How would the appreciation of the
Kwacha affect Zambla’s terms of

trade? [3]

(d)

MEGA

(c)

=TI RN

-ve

Agoragaton  of  cwumenly  TakEs
meorts cheaper and SYDOTS

axpensive. So. s of Tade will
morove 38 s caloulated through
follicweng formuuda:

export pnce index
import pnce index
Rise in the numerator and a fall in
denominator will result in higher value
of TOT.

Discuss whether an appreciation of
its exchange rate always benefits a
country. 6]

x 100

T07=

Surplus

0 & Time

Deficit

Inverted JCurve

Appreciation of the exchange rate
reduces the rate of inflation and a rise
in purchasing power of the people. It
improves the standard of living of the
people in the country.

It leads to more financial inflows.
According to Marshall Lerner
condition, in the short-run period of
time balance of payments and balance
of trade will go into further surplus
because of inelastic demand for
imports and exports. But in the long-
run, it will deteriorate as elasticity of
demand for imports and exports
becomes elastic. It is shown in the
following diagram. Appreciation also
reduces the burden of external debt.
But in the long-run unemployment may
rise and may depress the domestic
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