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Part 1: Statistical Information

Table 1 shows the distribution of grades for the May 2017 session of the examination.

GRADE 1 2 3 4 5 6 7 U ABS TOTAL
PAPER A 10 19 24 37 24 - - 19 2 135
PAPER B - - - 8 11 14 9 12 2 56
TOTAL 10 19 24 45 35 14 9 31 4 191

% OF TOTAL 5.24 9.95 12.57 23.56 18.32 7.33 4.71 16.23 2.1 100.0

Part 2: Comments regarding candidate’s performance

GENERAL REMARKS

While in general, most candidates fared well and a good percentage of candidates gained
excellent grades, it must be pointed out that lack of attention in the reading and
comprehension of the set questions were cause of a loss of marks by many candidates.
More practice in answering examination type questions would go a long way in improving
performance.

A good understanding of basic economic concepts is of course essential and it is indeed
unfortunate that a substantial number of candidates were at a loss when explaining or applying
such fundamental economic concepts as ‘opportunity cost’, ‘marginal product’ and ‘profit’ . The
incorrect use of such terms as ‘Balance of Payments’ is definitely to be avoided.

The study of ‘market structures’ lies at the heart of micro-economic theory and candidates are
expected to have a basic understanding of how markets operate and how theoretical models
distinguish perfectly competitive markets from monopolistic ones. A substantial number of
candidates were at a loss in this area.

The ability to present data in tabular and/or graphical format is a specific requirement of the
syllabus. Hence the use of well drawn diagrams is to be expected. Incorrect or ignored labeling,
along with incorrect and untidy plotting is something that can be easily avoided with proper
attention and practice. Not less important is the use of relevant examples, particularly those that
reflect current domestic issues. Economics is an academic discipline that focuses on real life
situations and candidates who show a keen interest in discussing current economic issues stand
to gain high grades. Malta is becoming more and more cosmopolitan and highly urbanised. Such
developments bring along both costs and benefits and it is good for local candidates to be at least
aware of some of the issues involved. Similarly, Malta’s reliance on international trade is also of
critical importance and candidates are expected to have a basic understanding of international
trade theory and the issues related to globalisation.

It must also be pointed out that, as in previous sessions, a number of candidates still fail to
understand clearly what is expected from a question and at times also confuse one topic with
another. One typical example is, as stated above, the confusion in the minds of some candidates
when discussing the Balance of Payments accounts. A deficit in a country’s BoP is not to be
confused with a deficit in a government’s financial budget. Candidates must be advised to read
carefully the introductory passages or captions provided with each question, both in Paper 1 and in
Paper II as these may provide important clues. Moreover, standardised answers that fail to adhere
to the rubric of the set questions are to be avoided.
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Paper 1

The paper was made up of two sections, Section A – Micro Economics, and Section B –
Macro Economics. Each section comprised three questions and candidates were expected to
answer four, with at least one question from each section. Micro Economics questions were
generally more popular.

Section A – Micro Economics

Question 1

This question dealt with the basic economic concept of ‘opportunity cost’.

a. Most candidates successfully explained what is shown by a production possibility boundary
(PPC), namely the extent of how much can be produced, in this case, a maximum output of
books and/or cars. However only a few candidates went on to link the concept of opportunity
cost with the fundamental economic issue of resource scarcity. Maximising the output of
books and cars is being achieved with a finite and limited amount of resources. In such a
situation, resources such as land, labour and capital are assumed to be operating at their full
capacity and at their highest level of efficiency while no change in technology is possible.

b. Most candidates were awarded high marks for plotting the required PPC but unfortunately, a
significant number seemed to lack sufficient experience in plotting. This was particularly so in
the choice of scaling, labelling and presentation. While not being penalised, some candidates
seemed to prefer using the large squared graph paper page provided, rather that the 10×10
graph paper page. Such graphs lend themselves to less accuracy and untidy presentation.

c. The first part of this question required a proper explanation of the term opportunity cost;
namely an ‘opportunity’ or ‘next best alternative’ foregone or a ‘sacrifice incurred’. This would
result from the decision to produce or consume more of good or service, in this case books
or cars, at the expense of another. Most candidates provided good examples of opportunity
costs but not so many followed the clear instructions of the question ‘to illustrate’ these
examples on the plotted PPC, or at the very least to refer to the data in Table 1.

d. Most candidates provided relevant examples of opportunity costs, but a significant number of
candidates failed to clearly state what the opportunity cost might actually be. For example,
some candidates simply stated that households, with a given level of income, would have to
choose between two products or more without stating what the “next best alternative
foregone” might be. Or, in the case of production decisions by firms, having to decide
between labour intensive production or capital intensive, without stating that lower costs or
higher quality might be possible opportunity costs. Or, in the case of the government having
to decide between two alternative projects but failing to specify that, for example, school
interactive whiteboards or teachers’ laptops might be possible opportunity costs.

e. As in the case of the answers to question 1(b), most candidates successfully answered this
question. However some candidates plotted the new PPC on a separate graph. Apart from
failing to follow the instructions of the question set, that is ’plot the new PPC on the same
graph’, such answers failed to clearly show the relationship between the data in tables 1 and
2. This is important because the second PPC is directly related to the first in that it represents
a long run shift in potential output. This may be brought about by such factors as changes in
technology, educational skills or changes in the availability of resources.

Some candidates simply stated that a shift in the PPC represents an increase in efficiency. It
is to be noted that a PPC itself represents the attainment of maximum efficiency, given the
full use of available resources. Hence, the resulting opportunity costs incurred when different
choices have to be made, are represented by the slope or gradient of the PPC. An increase
in efficiency is therefore represented by a short run movement from a point within the
boundary to the PPC. In such a situation no opportunity cost would be incurred. However, a
shift in the PPC represents a long run increase (or decline) in potential output. This is due, as
stated above, to changes in technology and other long term factors.
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f. Most candidates correctly observed that with a shift in the PPC, more can be produced of
both products, in this case book and cars. An increase in resources (e.g. labour, machinery
or the discovery of new raw materials), an increase in productivity due to higher educational
skills or new technology or a period of economic growth, were the most cited correct reasons
that would explain an outward shift of the PPC.

However, once again, candidates should note that the PPC represents a long term supply
concept and simply stating that a shift in PPC may be the result of an increase in
employment or efficiency would not be considered as a sufficient answer. Moreover, any
reason directly or indirectly associated with demand would not attract marks because a shift
in the PPC can only be associated with an increase in productive capacity.

Question 2

Short run and long run production theory was the focal issue in this question.

a. As in the answers to question 1, a general weakness in the plotting and presentation of
graphical data was observed, with a substantial number of candidates failing to plot Total
Output, Average Output and Marginal Output correctly. While the rubric did not specifically
require candidates to show their workings, candidates should note that a neat and clear
presentation of their workings can only be of benefit. Furthermore, only those candidates who
plotted the MP on the mid-points were awarded full marks. Some candidates also failed to
label the curves especially for question (a) (ii) where both the MP and AP were to be plotted
on the same graph.

b. A good number of candidates failed to provide a clear distinction between short run and long
run production, other than that the distinction is related to the time factor. Correct answers
clearly distinguished fixed factors of production such as land or capital from variable factors
of production such as labour. When factor inputs are both fixed and variable, production is
said to be in the short run; while when all inputs are variable, production is said to be in the
long run, This distinction is the focal point on which the concept of the law of diminishing
marginal returns is based and candidates who failed to answer this question were also prone
to answer questions c, d and e incorrectly. Some candidates did focus on the distinction
between fixed and variable inputs but failed to clarify what is fixed and what is variable in
production.

c. This question was designed to elicit from candidates their understanding of the fundamental
economic concept known as: the law of diminishing marginal returns. Unfortunately a
substantial number of candidates failed to explain that decisions related to future production
are based on marginal production and not on total or average production. This is crucial
because diminishing returns occur not when total production begins to decrease and
marginal product becomes negative, as some candidates seem to believe, but when total
output is increasing at a diminishing rate, that is when marginal production has reached its
peak and begins to decrease. In other words, in the context of the question set, the law of
diminishing returns sets in after the farmer employs the 3rd worker or when he employs the
4th employee.

d. Candidates who answered question c correctly also noted that a fifth worker would not
contribute any extra output as total output remains constant at 12,000kgs and marginal
productions becomes 0. A 6th worker would thus contribute a negative rate of change to total
production because total output would fall by 2,000kgs, Hence the 6th worker would surely
not be employed.

e. In spite of the clues provided by the question, few candidates realised that they were being
expected to comment on the long run production function. Indeed, most candidates limited
their answers to generically explaining the advantages of employing land, labour and capital
as factors of production. Correct answers that received full marks focused on the fact that
long term investment in more land, labour and capital resources would benefit the farmer
because it would enable him to enter into long run production and enjoy the benefits of lower
production costs due to economies of scale.
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Question 3

This question focused on market theory.

a. The concept of profit is one that invariably confuses most students of economics, given the
different perspectives of this concept by economists on one hand and accountants on the
other, Most of the answers to this question reflect this confusion. Most candidates gave an
accounting definition of profit rather than an economic one, with only a handful of candidates
eliciting the economic notion of normal profit. Candidates should note that while accountants
view profit as a residual after all accounting costs are deducted from revenue, economists
include within the ambit of costs the concepts of opportunity costs and uninsurable risks. Any
residual surplus over and above these costs is considered as abnormal profit or positive
economic profit. On the other hand, a lack of surplus revenue or abnormal profit would lead a
firm to experience normal profit or ‘0’ economic profit. In other words, the economist’s view of
costs is much more comprehensive than that of the accountant, since it also takes into
account the opportunity cost incurred by the entrepreneur.

b. Listing three factors that may determine the growth in demand for airline tickets, such as
lower prices, changes in income and in consumer tastes and preferences was generally well
tackled by most candidates. However, candidates should note that the data for this question
referred to an annual growth in demand. Thus “seasonal patterns” were not an appropriate
factor affecting demand. Some candidates also simply wrote “changes in demand” as one
generic determinant, without specifying what the actual factors might be.

The data provided in the passage also referred to a ‘positive 4.0% growth’ in passenger
demand. Most candidates overlooked the clue that the change in demand was more than
simply a change but a positively directed change.  Hence, “an increase in income” would
have been a more appropriate answer than simply stating: “a change in income”. Some well
prepared candidates did not fail to point this out and some also associated this positive
increase in demand with the fact that airline tickets tend to have a positive income elasticity.
This means that as in the case of all ‘normal goods’, the demand for airline tickets would
surely be bound to increase with an increase in income.

c Most candidates gave a correct diagrammatic analysis of the situation as portrayed in the
passage provided. While some candidates chose to make use of two diagrams rather than
one, as expected and as implied in the set question; most candidates successfully illustrated
both the increase in the demand for and in the supply of airline tickets. This means that at
each and every price, both the demand and supply curves shifted outwards to the right.

Unfortunately however, few candidates realised that the shift in supply should have been
greater than the shift in demand. The question clearly states: ‘the expected growth in
demand along with the even higher expected growth in the supply of airline tickets’. This lack
of attention led a number of candidates to end up with a diagram and corresponding
explanation that correctly reflected an increase in both demand and supply, but an incorrect
increase (or no change) in airline ticket prices. Given a bigger outward shift in supply than in
demand, airline ticket prices should have reflected a decline.

Regarding the presentation of the diagram, one must also point out a general lack of
attention to present clear, neat drawings with appropriate labelling.

d With this question candidates were expected to define cross elasticity of demand and to
state that, given the availability of many substitute airlines, the cross elasticity of demand for
tickets, should be expected to be positive. In other words, cross elasticity would be >1
because European airlines compete strongly against each other, while providing customers
with services that are very close substitutes.

Some candidates tended to confuse cross elasticity of demand (CED) with income elasticity
of demand (IED), while other candidates wrote an acceptable definition of CED but could not
explain “why CED is expected to be positive and greater than 1”.

e. This question gave candidates an opportunity to manifest a basic level of analytical skills by
explaining how the current high levels of costs and taxes may, in future, affect the European
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airline industry. A good number of candidates did this by explaining how firms’ profits may be
reduced and how the airline industry may be induced to contract, or be forced to increase
prices and perhaps reduce the quality of service.

Section B – Macro Economics

Question 4

This question dealt with national accounting, Gross Domestic Product (GDP) and employment. The
National Accounts are an essential source of information for measuring and assessing the economic
performance of a country, and hence a basic and fundamental topic for all macroeconomics students.

a. Most candidates defined ‘real GDP’ by limiting themselves to stating that GDP represents
the value of what a country produces. The term real was general ignored and few were the
candidates who went on to explain that real GDP, as distinct from nominal GDP, refers to
GDP at constant prices, thus taking the effects of inflation or deflation into account.

It is significant to point out that GDP should not be considered as a mere value of national
output. It is an important macroeconomic tool used for measuring the ‘health’ of a country’s
economy. The data it provides is essential for the formulation of government and national
economic policies, be they fiscal or monetary; policies that underpin a country’s level of
employment, standard of living, economic welfare and growth.

b. While this question was generally well answered, some candidates started off by stating that
they will be explaining a particular approach, say the Output approach, but then proceeded
to explain another approach, such as the Expenditure approach. Other candidates failed to
name the approach chosen.

Correct answers briefly explained what the chosen approach was measuring, for example,
the Expenditure approach measures the value of the final expenditure on goods & services.
A brief description of the entries that one would find in that particular approach was also
expected. A significant number of candidates, for example, briefly explained the formula:
C + I + G + (X – M) or some other variant when explaining the Expenditure approach.

c. Most candidates correctly explained that labour employment, being a factor of production, is
positively related to output. Hence, as attested by the graph provided, any changes in GDP
or aggregate supply, have a direct impact on employment levels. For example, the
economic depression brought about by the international financial crisis in 2008 led to a
negative change of -2.5% in Maltese employment levels in 2009.

d. In answering this question candidates had to list two factors that may bring about a contraction
in GDP. Although the term ‘aggregate demand’ was generally ignored by most candidates,
reductions in government expenditure was the most often cited factor. As in previous
sessions, government intervention remains the most significant macroeconomic variable in the
minds of most candidates.

More comprehensive answers included reductions in household expenditure, in investment by
firms or in exports, such as inbound tourism to Malta. Although not often cited, reductions in
output or aggregate supply and also cost push inflation were described as having a negative
impact on employment levels.

An economic recovery is the opposite of an economic downturn. Hence, positive changes in
aggregate demand and/or aggregate supply induce positive changes in employment levels.

e. Reflecting the huge emphasis that candidates put on government intervention, the most often
cited measure that governments may take to bring about long term economic growth was
direct government intervention in job creation. Greater government investment in health,
education and infrastructure were generally ignored, but a significant number of candidates
did refer to these factors as important measures that would indirectly induce economic growth
and higher employment levels in the long term.
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Question 5

This question was about the labour supply, unemployment, the role of Jobsplus and government
policy.

a. This question was generally well answered with structural, frictional, seasonal, demand-
deficient (cyclical) and real-wage (classical) unemployment being the most cited types of
unemployed. Some candidates incorrectly also included voluntary unemployment as one type
of unemployment. People who voluntarily exclude themselves from the labour supply cannot
be considered as ‘unemployed’.

b. While most candidates defined the term labour supply correctly, that is the number of people
who are able and willing to enter the labour market at different wage rates; some candidates
failed to explain that the labour supply must include those willing and able to work at a given
wage rate or confused ‘labour supply’ with the term ‘labour force’. Other candidates chose to
define the demand for labour rather than supply, using such incorrect statements as: “The
supply of labour is how much firms are willing to employ in their business.”

c. Most candidates correctly stated that a reduction in unemployment is not necessarily the
same as an increase in employment, because some of those previously registering for work
may have given up finding a job or may have retired, lost their entitlement for unemployment
benefits or became deceased.

d. This question too was generally well answered. The most often cited services provided by
Jobsplus included:  training courses, job centres, website advertising of vacancies, and the
availability of training schemes that may include work placement and work exposure.

e. Most of the answers to this question focused on one particular demand side policy, namely
direct government intervention in public sector job creation. In this respect a few candidates
noted that such intervention would involve the government in higher public expenditure and
this would in turn, lead to wider budget deficits and deeper public debt. Incentives to
encourage greater private sector investment or greater consumer expenditure through such
policies as: income tax reductions and reducing social security contributions were largely
ignored.

Supply side policies were also included in many of the answers. These focused mainly on the
provision of training courses, decreasing unemployment benefits, free child care centres to
working parents and the use of flexible hours.

Question 6

This question dealt with the demand and supply of foreign currencies and exchange rates.

a. Most answers to this question provided an adequate definition of an exchange rate,
namely; the price of one currency in terms of another currency.

b. Most candidates provided a correct answer to this question, namely that a fixed exchange
rate refers to currency whose value is, kept stable or ‘fixed’ against the value of another;
while, a floating exchange rate is determined by the market forces of demand and supply.
However, simply stating that a fixed exchange rate “does not change” while a free floating
exchange rate “changes”, is too crude an explanation. At least one would have expected a
reference to ‘interference by governments or by monetary authorities such as central banks
in the foreign exchange market in order to manipulate exchange rate values.

In fact, through such manipulation, fixed exchange rates do change from time to time! On
the other hand, a free floating exchange rate may even remain ‘fixed’. This would occur for
example, if exports and imports remain unchanged and the actions of speculators fail to
induce any changes in the demand and/or supply of a particular currency. As a result the
exchange rate of that currency would remain constant or ‘fixed’.
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c. Most candidates successfully explained that the strengthening of the pound sterling meant
that at that point in time, the market value of the British currency appreciated in value. This
means that the pound sterling was worth more in terms of US dollars.

d. As in previous questions where plotting was required, answers were generally below the
expected standard. Many diagrams incorrectly labeled the y axis ‘Price in Euros’ when it
should have been ‘Price (of Euros) in US $’ and/or labeled the demand and supply curves
in US $ rather than in €. A number of candidates also failed to show an equilibrium between
the demand for and the supply of the euro currency, let alone show a downward fall in the
equilibrium exchange rate. Such a decline in value is what defines a depreciation of the
Euro in terms of US $s and such a situation could have been illustrated, either by an inward
shift of the demand curve or an outward shift in the supply curve.

e. The most often cited factor that may determine changes in demand for or supply of a
currency was a change in a country’s balance of payments. This may be brought about by
changes in a country’s level of competitiveness in international trade. This, in turn, effects a
country’s exports and imports and its capital and financial flows. The relative strength of
other currencies brought about through speculation, itself induced by fears of inflation or
changes in GDP, national debt levels, rates of interest, economic growth rates, and political
issues, are also very important factors that may influence a currency’s market value.

Paper 2A

Paper 2A consisted of eight questions spread over two sections. Questions in Section A relate to the
micro economic field, while questions in Section B relate to macro economics. Candidates had to
choose four questions from the eight available, with at least one question from each section.

Section A – Micro Economics

Question 1

This question dealt with the significance of studying economic theory, the free market, the price
mechanism and the government’s role in the economy.

a. Many of the candidates that chose this question seen to have ignored completely the caption
heading this question: ‘most of the issues that make the headlines……...are related to
economic problems’. The focal words here are: ‘economic problems’’ and these provide a
clue to the first question, why do we study economics?. Society is constantly faced with
economic issues. Therefore, we study economics because we have to deal with these
problems. Hence, what are these economic problems?

Failing to take up the clue, many candidates ended up answering the question in a very
generic way and in many cases avoided completely the concept of ‘scarcity of resources’.
Scarcity is the fundamental economic problem and this, along with the need to ensure the
efficient use of scarce resources, is what the candidates were expected to write about.

b. The issue of incorrect or incomplete diagrams crops up again in several answers to this
question. With the use of a suitable diagram, candidates were here expected to explain how
the price mechanism works, namely how the market forces of demand and supply bring
about shortages or surpluses and how, through price changes, an equilibrium is achieved.

In general, candidates seemed comfortable describing the market forces of demand and
supply, but very uncomfortable in explaining HOW the price mechanism works. Few, if any,
indicated or even referred to prices on the diagram, let alone the elimination of shortages or
surpluses.

c. Most candidates answered this question successfully and explained both the advantages
and disadvantages of the theoretical economic model of a ‘free market system’. Most of the
advantages cited, centred on the belief that laissez-faire and the price mechanism induce the
efficient allocation of scarce resources and maximise economic welfare. The disadvantages
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centred on the fact that if society truly endorses laissez-faire in an absolute way, the
inequality, discrimination and economic deprivation that would arise may lead to social and
political unrest and perhaps even revolution. Hence, in reality, mixed economies exist, and
Malta, where governments have the important role of providing the necessary merit and
public goods or services, along with maintaining law and order, is a case in point.

It is to be noted however, that several candidates also expressed a number of serious
misconceptions about the free market system, namely that a free market system is more
than an idealistic theoretical model and that it truly exists. In actual fact, no state exists, or
ever existed, where no laws, no regulations, no taxes and no security services are in force,
or where all natural and man-made resources are used and exploited with absolute
efficiency. Such a Utopian state exists only in fiction.

d. Answers to this question describing the role of the government in a mixed economy, included
both micro and macroeconomic roles. These focused mainly on the provision of merit goods
such as health and education, the provision of public goods such as infrastructural projects
and countering the negative effects of market failure such as environmental degradation.
Controlling the abuse of monopolistic power was, at times, also referred to. Managing the
economy through fiscal and/or monetary policies were also referred to by some candidates.
Controlling inflation, encouraging greater private sector investment and employment,
ensuring a fair distribution of income and planning for future growth were the most often cited
examples.

Another misconception, also expressed in answers to other questions and referred to in
other parts of this report, is that the exclusive role of governments is to create jobs and
increase employment with the public sector.

Question 2

This question focused on specialisation, mass production and trade..

a. Most candidates adequately defined the term ‘specialisation’ which in the context of the
passage provided, referred to the concept of ‘division of labour’ or ‘specialisation by process’
that is where production is broken down into many separate tasks. Some candidates
diverged from this meaning by referring to ‘specialisation by product’ instead. As one
candidate put it: “The Ford Motor Corporation in 1913 specialised on the Ford Model T.”

This is incorrect. Indeed, it should have been clear that the question was referring to
specialisation by process from the statement: “why are they (the 3Ss) so important in mass
production”.

b. The most typical benefits or advantages described in the answers to this question were:
practice makes perfect, mass production and jobs become simpler to learn. A more precise
answer was given by candidates who stated that: both firms such as Ford Motor Corporation
and consumers benefit from mass production because a faster and simpler production
process, along with lower costs, lead to lower market prices and a higher market demand.
This in turn leads to higher profits for firms.

Indeed, Ford’s Model T was the first mass produced automobile and the first car that the
general public could afford to buy. And, this turned Ford Motor Corporation into the world’s
biggest and most profitable motor car company at the time.

c. Listing three advantages and three disadvantages of division of labour was generally a
smooth ride for most candidates. Typical answers were: simplicity of the learning process
and practise makes perfect. The ability to create more jobs due to the break down of tasks,
the ability to produce identical and better quality products, and the simplification of the
productive process were also listed. The disadvantages focused on bordom for the labour
force, the loss of traditioonal skills, and the disruption of the production process due to the
breakdown of machinery or due to labour strikes. The risks attached with too much
specialisation is one negative aspect of division of labour which should be given more
consideration,
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d. This question dealt with specialisation by product and candidates had to explain why certain
specialised industries such as tourism and iGaming are of particular benefit to the Maltese
economy. In other words, the focal point of a correct answer should have been that through
the production of a surplus of goods and services in which Malta enjoys a ‘comparative
advantage’, the island may increase its exports and as a result generate a higher income. In
the context of the question, tourism and iGaming were only suggested as examples.
However a substantial number of candidates focused all of their attention on these two
sectors and made them the focal topic of the question.

Once again, had these candidates read carefully the question set, they would have realised
that the rubric was crying out: ‘comparative advantage’ or, at least, ‘absolute advantage’.
Most candidates, however, seemed to have closed their eyes to the statement provided and
focused only on the examples in the question. Thus, they came up with explaining the
benefits of ‘external economies’, or ways to become even more specialised in iGaming and
tourism. Other cited benefits for Malta were: increased popularity and becoming “well-known”
or “famous” as a “sun drenched small island in the middle of the clear blue Mediterranean
sea”.

It needs to be stated and emphasised over and over again, that examiners expect candidates
to recognise economic concepts when they see them and not to write generic ‘off the cuff’
answers that any ‘man-on-the-street’ who did not prepare himself for this examination, may
well have been able to provide.

Question 3

This question relates to market structures, namely Perfectly Competitive firms and Monopoly. It is
important for candidates to note that both ‘Perfect Competition’ and ‘Monopoly’ are to be regarded
as theoretical models and as such, their characteristics and behaviour are moulded by the
assumptions on which they are based. This is being said because, once again, candidates’
responses expose some important inaccuracies and misconceptions.

The first is that perfectly competitive firms actually do exist, with some candidates even linking
advertising to perfectly competitive behaviour! The other is that monopolies are seen as close allies
to the government and harbour the same objectives. Some candidates even managed to exude an
almost paternalistic vision of monopoly! Such a misconception may be attributed to the fact that
Maltese candidates tend to associate monopolies with Public Corporations that in the main produce
and distribute merit and public goods, such as water and electricity. Hence, the misconception lies
in the belief or perception that monopolies invariably behave in the public interest, providing
essential services at “reasonable” or “low prices”, generate “revenue for the state”, “stimulate
economic growth” and “create jobs for the unemployed”.

This may or may not be true in the real world. However, one has to clearly distinguish the
theoretical model of a monopolistic market structure from the more pragmatic real world view. For
example, several candidates stated that monopolies are defined as firms that dominate 40% or
more of the Maltese market! Apart from the fact that EU legislation may (or may not) consider a
firm as monopolistic if it controls at least 25% or more of the market, the theoretical model that
candidates are expected to adhere to, defines a monopolistic firm - as the name itself suggests –
as ONE single producer or supplier. Anything else only serves to create confusion.

a. This question focused on the assumptions on which the theoretical model of a perfectly
competitive market structure is based, namely; that the market is made up of: many buyers
and sellers, there are no barriers to entry, both buyers and sellers enjoy perfect mobility and
perfect knowledge, all goods and services are homogenous, and that no advertising takes
place. Some candidates also mentioned the importance of property rights and minimal
government intervention, while others unnecessarily went on to explain certain
characteristics of the model such as firms being price takers and the allocative efficiency of
resources.

On being asked about two advantages of being a monopolistic firm, the most common
correct responses were those of: enjoying economies of scale, the ability to carry out
research and development and the ability to take high financial risks.
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b. When asked to explain the difference between monopoly and perfect competition, most
correct answers pinpointed the fact that monopolistic markets are made up of many buyers
but one single supplier, that monopolies produce a unique product or service, monopolies
are price setters rather than price takers, they price discriminate and may compromise on
both the quality of the products they produce and on their after-sales service. Lack of
innovation and inefficiency were also mentioned by some candidates.,

c. Several candidates focused their answer on why consumers would benefit by the high level
of competition provided by the perfectly competitive model. Typical answers were: better
service, more output, lower prices, and more consumer sovereignty.

However, this limited the canditates’ answer and their ability to gain full marks because the
rubric referred to ‘society’ at large. Hence better answers also included the very important
theoretical conclusion of the model that in the long run a perfectly competive market bestows
on society the ‘allocative efficiency’ that it strives to achieve. Moreover, all firms attain their
maximum productive efficiency and gain only ‘normal profit’. Consumers on the other hand
maximise their utitilty at the right price. In other words, maximum economic welfare is
achieved.

d. Limited output and exorbitant pricing, along with lack of competition and consumer choice
where the most often cited examples of the negative effects brought about by monopolies.
Allocative and productive inefficiencies along with the abnormal or supernormal profits
gained by monopolies at the expense of society were also cited by better prepared
candidates.

Some answers also included price discrimination. The fact that monopolies engage in price
discrimination may in some cases be considered as going against the public interest, but this
is not necessarily the case. Price discrimination may, as for example in the case of
telecommunications, the airlines sector or public utilities, allow producers to spread the use
of their capital equipment more evenly during the day and night. This allows them to lower
their costs and also their prices. In the case of public utilities in particular, this would allow
lower income groups to be able to afford essential services such as water, gas and
electricity.

Disregard of social costs was another factor often cited as working against the public
interest. But this issue cannot be laid solely and squarely at the monopolist’s door. This Is
because no firm in any market structure, including a free market system, would consider
‘social costs'; at least not unless there are incentives, such as tradeable pollution permits or
government penalties at work.

e. This question was meant to elicit the benefits that monopolies in general may bestow on
society. These include the use of abnormal profits for research and development, exploiting
their size and productive capacity to achieve economies of scale and lower their costs.
Lower costs and greater output leads to greater efficiency and this in turn may lead to lower
prices for consumers.

Unfortunately, a typical answer was: ”bringing in a lot of taxes” and such a response was not
deemed as an acceptable benefit that monopolies may provide to society. However, where
candidates brought up the argument that state monopolies or public corporations may
benefit society, the argument was accepted.
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Question 4

Economics students should be aware, at least in a general way, about current issues that directly
affect the Maltese population. Perhaps no other issue is affecting this small island than the current
construction and building spree, and the effects are both positive and negative.

a. The construction industry is, as it has always been in the past, a very important sector in the
Maltese economy. It may not be a huge contributor to the economy in terms of GDP
percentages, but it definitely has a high multiplier effect on the rest of the economy. It
creates jobs in various sectors, be they in the Primary, Secondary and Tertiary sectors. It
creates a significant amount of income in the form of wages and salaries, professional fees,
rental or sales incomes and tax revenue for the state coffers. Furthermore it provides
residential properties for local citizens and foreigners alike, hotel accommodation and
industrial and commercial properties for people to work in. Furthermore, it provides
infrastructural services such as new roads and other transport facilities, communications
services, new schools and hospitals and so on. All in all it stimulates economic growth,
improves the standard of living and enhances the country’s economic welfare.

While many candidates answered this question on these lines, a number of candidates
chose to answer this question in very generic terms, using such statements as “to further our
economic growth” or “Malta is becoming more advanced” or “making Malta great”. Answers
are expected to be more specific and directly related to the question set. Otherwise they are
liable to receive low marks, if at all.

b. Of course all the benefits mentioned in relation to question 4a, do not come without a heavy
cost and the cost is not only financial. The opportunity costs involved are very high as
attested by the various social and environmental costs that are being incurred. These costs
are known as external costs because their value is not reflected in market prices. As a result
the market system is said to fail because resources, such as the esthetic and health value of
the natural environment or the historic or architectural value of urban property that is being
torn down, are being ignored and excluded from market values. Hence the statement that:
‘economists consider external costs as a sign of market failure’.

Unfortunately, a significant number of candidates were uncomfortable explaining what
external costs are and why they are a sign of market failure.

c. .Typical answers to this question focused on the negative externalities. Typical examples
were related to the eye sores created by the large number of tower cranes that have invaded
the island, as well as the negative effects of noise and dust polluttion. Unfortunately, few
were the candidates who refered to environmental degradation and the loss of a cultural
heritage.

Very few examples were provided of possible positive externalities generated by the stated
projects. One may, for example, have mentioned the positive externality of having a ‘cleaner’
gas fired power station, with no obtrusive chimneys degrading the beauty of the Delimara
skyline and right in front of the fishing village of Marsaxlokk. Eliminating the inconvenience of
traffic jams is another positive externality provided by the new Kappara junction.

d. Correct answers to this questionh centred around the traditional methods of mitigating the
negative impacts related to the externalities attributable to the construction industry in Malta.
These methods centred on: regulation and control, along with taxes and subsidies. More
comprehensive answers referred to the wider dissemination of information through the social
media and to the longer term effects of a better educated population.
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Section B – Macro Economics

Question 5

Answers to this question once again exposed the ‘hit and run’ attitude adopted by many candidates
when tackling questions.

a. Rather than simply focusing on two REASONS why governments spend money, as this
question specifically required; a good number of candidates diverged into classifying
and categorising government expenditure. Some candidate even gave a detailed
description of the government’s financial accounts. The question may well have been:
‘Write all you know about how the government’s financial accounts are drawn up?’

One misconception revealed through the answers to this question is that some
candidates seem to think that the government is the primary direct importer of goods in
the economy. While this may have been partially true in the past, it is no longer the
case that the government plays the role of a wholesaling commercial enterprise
engaged in the importation of commodities or consumer goods.

b. ‘Why governments impose taxes?’ was another straight forward question that was
meant to elicit responses such as: revenue generation, discouraging the use and
consumption of demerit goods, protecting local companies, particularly ‘infant
industries’ through import tariffs. Another reason, cited by a few candidates was to
internalise the social value of negative externalities.

c. This question dealt with the meaning of a direct tax, that is a tax on income paid directly
to the government, such as: income tax, corporate tax or inheritance tax (causa mortis),
and explaining the meaning of an Indirect tax, that is a tax on expenditure, collected by
suppliers on behalf of the government, such as; VAT, excise tax and import tariffs.

A good number of candidates focused on the advantages and/or disadvantages of
direct and indirect taxes when the rubric was just asking for their main features and
some examples.

d. This was yet another straight forward, innocuous question where a good number of
candidates lost marks due to lack of attention. This is because they did not refer to the tax
rate but focused instead on the amount of tax paid. Thus statements such as: “the higher the
income, the higher the tax” as a definition of a progressive tax, or that “a proportional tax is
regressive” are not quite correct. In the former case the tax rate increases with income, while
in the latter case the tax rate is proportionately constant in relation to income. Although it
must be added that a proportionate tax, such as VAT, may be considered as regressive in
comparative terms. This is because lower income consumers would feel the burden of the
tax much more than higher income groups even though the tax rate is proportionately
constant.

Question 6

This question dealt with money, bank deposits, the demand for money, monetary policy and the euro-
zone.

a. While a number of candidates erroneously limited the definition of money to cash, a
good number successfully defined money as any medium, be it: in the form of cash,
cheques, bills of exchange, plastic money, bank deposits, foreign currencies, marketable
instruments, or anything else that is accepted as such in a tradeable transaction. Indeed,
‘acceptability’ is the most important factor that determines the viable use of money in any
economy.

b. Candidates who unfortunately narrowly limited their definition of money in question 6a
to liquid money or cash, failed to point out in the answer to this question that bank
deposits too can fulfill the basic functions of cash.
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c. Rather than focusing on the factors that determine the demand or use of money, a
number of candidates derailed their answer completely and wrote about the supply of
money instead, Some also diverged into discussing inflation.

Correct answers simply required an explanation about how people and firms make use
of money or demand money. They do this for a number of reasons, namely: (i) to carry
out transactions, that is money is used as a medium of exchange, (ii) to save it for
future use, that is money is also used as a store of value and (iii) as a means of
deferred payment. Money is also used as: (iv) a unit of account and (v) as a measure of
value.

Another motive for holding money and stated by some candidates is that money may
also be used for speculative purposes. Speculators can use money in order to make a
profit out of it. They do this by trading it with other monetary assets such as bonds and
shares in the stock exchange.

d. Correct answers to this question defined monetary policy as the process by which
monetary authorities, such as the central bank, manage the economy. This is carried
out through the manipulation of the money supply and the rates of interest.

The explanation of why interest rates are an important tool in monetary policy was
generally answered successfully by well prepared candidates. Being the price of
money, interest rate serve as a money market indicator. As monetary authorities set off
manipulating the money supply and/or the interest rates, the demand for money
responds. For example, if the monetary authorities wish to stimulate the economy by
increasing investment and consumer demand, they would increase the money supply.
As a result, the rates of interest would decrease and the demand for money would
increase. And, so would the demand for capital goods by firms and consumer goods by
households. More demand means higher employment and higher incomes, at least in
theory. The opposite would be true if the money supply falls and interest rates increase.

e. While most candidates had a generally good idea of what the ECB is and what its functions
are, many candidates were at a loss when writing about the Euro-zone. In fact some
insisted on writing about the EU or focused instead on the ECB and its functions, ignoring
the rubric of the question!

The Euro-zone, as the name itself suggests, was setup in accordance to the treaty of
Maastricht in 1992 and its main objective is the monetary integration of its member states.
There are 15 EU member states within the Euro-zone. While the Euro currency is the visual
image of European monetary integration, the setting up of an economic and monetary union
(EMU) system headed by the European Central Bank (ECB) is also of crucial importance for
the establishment of  a common economic and monetary policy.

Question 7

Candidates who chose this question generally produced correct answers and gained good
marks.

a. The current account of the Balance of Payments (BoP) was generally well defined and
so was the meaning of a credit balance. Some candidates did however go off track in
this question when they mixed up the current account in the BoP with the current
account in the Government’s financial account, a typical mistake. A few even confused
a credit balance in the current account of the BoP with a credit balance in a bank
current account. This once again indicates that such candidates failed to read carefully
the short passage, sourced from the Malta Central Bank’s external statistics for 2016,
that introduced the question.

b. Candidates who answered question 7a correctly, were also successful in answering
this question.

c. Given Malta’s small size, its high population density and nature of its economy, the
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island typically earns itself a surplus in its invisible trade and typically suffers a deficit in
its visible trade. Moreover, as shown by the data provided in the caption introducing the
questions, Malta gained a substantial credit balance in its current account of €484.9m
in 2015.

As an economy, Malta is far less reliant on agriculture, manufacturing and construction
than it used to be in the past. This is clearly indicated by the BoP’s current account
data. Exporting services such tourism, financial services and iGaming have become the
mainstay of the economy. This, along with the high level of imports in the form of
energy and raw materials, of capital goods and of consumer goods, clearly indicates
that Malta’s high level of development has been achieved thanks to the heavy
investment that was injected in those sectors in which Malta enjoys a comparative trade
advantage.

Sadly, only a few candidates picked up the clew from the rubric of the question and
brought up this important economic argument.

d. The “other information, apart from the current account” that candidates were expected
to list, refers to the other two accounts that one finds in the BoP. These are the Capital
Account and the Financial Account. Most candidates answered this question
successfully.

e. Highlighting the benefits of international trade was an easy ride for those candidates who
were well prepared in this topic. Typical answers focused on the importation of consumer
goods and services, with a good number of candidates also citing the importation of
unfamiliar exotic and unavailable goods as well as goods that are available locally but in
short supply. The importation of raw materials and capital goods required by the
manufacturing industry were also listed.

However, few were the candidates who also explained that by specialising in the production
of goods and services in which it enjoys a comparative advantage, a country such as Malta
would be able to produce a surplus and earn more income through trade. By exporting its
surplus goods and services and importing its requirements at favourable terms of trade,
such a country would improve its quality of life and economic welfare.

f. As an example of trade barriers, tariffs were the most often cited example. Examples of
non-tariff barriers were quotas and embargoes. As a reason why countries make use of
trade barriers, first on the list was, in many cases, “tax revenue for the government”. Of
course, tariffs are the only form of trade barrier that can be used as a significant form of tax
revenue. The question set however specified the use of ‘trade barriers as a form of
‘protectionism’. Hence, “raising revenue for the government” could not be considered as a
correct response. Protecting ‘infant industries’, creating employment along with reducing
balance of payments deficits were the correct answers expected.

Some candidates also made reference to the fact, that as a member of the World Trade
Organisation (WTO) and as an EU member, Malta has reduced or abolished most of its
international trade barriers. As a result, Malta can no longer rely on trade barriers as a form
of protectionism. Instead, it has to rely on its ability to compete in the in the European and
global market.

Question 8

This question dealt with the economic concept of ‘growth’.

a. A substantial number of candidates elicited a weak and at times misconceived view of what
‘economic growth’ means. Economic growth is much more than simply a situation where
output increases. Some candidates even associated the concept of economic growth with
falling prices!

Economic growth is a long term concept and it represents an improvement in an economy’s
potential to increase its productive capacity. Successful candidates explained this well and a
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good number also went on to illustrate economic growth through an outward shift in a
country’s production possibility boundary.

Some text books refer to what is being called ‘actual growth’ and this must be distinguished
from the concept of potential growth. By ‘actual growth’ they mean an the increase in GDP,
brought about by an improvement in the level of employment and/or efficiency, after a period
of economic depression or a recession. But simply stating that an economy is experiencing a
reduction in unemployment or a short term increase in GDP is more in line with what should
be called an ‘economic recovery’ than ‘economic growth’. Graphically, this would be
represented by an increase in productivity from within the PPB to a level of output on the
boundary itself.  The use of the term economic growth in this context can be traced back to
journalistic parlance rather than to academic theory.

b. This question dealt with the listing of three ways how ‘economic growth’ may be achieved;
namely the increase in productivity of labour through better education and training, an
increase in public and private capital investment and improvements in technology. Other
factors listed included sustainable population growth and the discovery of new sources of
natural resources such as oil and minerals.

c. Candidate who successfully answered questions a and b also answered successfully this
question by stating that a country’s population gains from economic growth through: better
housing, increased use of communication equipment, transport, more and better leisure time
activities and any other factor that improves peoples’ standard of living or material well being.

However a number of candidates seem to have attributed ‘improvements in peoples’ standard
of living’ exclusively with government polices and activates. While the latter does indeed play
an important role, it should not be deemed as the sole factor.

d. Candidates who successfully answered this question successfully argued that economic
growth, as measured through GDP figures, does not reflect issues such as mal-distribution of
income, the production and use of demerit goods and poor levels of education and health
care, as reflected by high illiteracy, high infant mortality and short life spans. Neither is the
degradation of the environment and the general lack of well-being experienced by sections of
the population reflected in the standard use of statistical data that measure economic growth.

Paper 2B

Paper 2B consisted of eight questions spread over two sections. Questions in Section A relate to the
micro economic field, while questions in Section B relate to macro economics. Candidates had to
choose four questions from the eight available, with at least one question from each section.

Section A – Micro Economics

Question 1

This question dealt with the fundamental economic issue which lies at the basis of economic theory,
namely; scarcity and choice. Candidates were expected to elicit a basic understanding of how the
price mechanism functions in a free market and the role of the government in the economy.

a. Most candidates provided a correct definition of the term ‘scarcity’, namely the relationship
between unlimited human needs and wants and the limited availability of natural and man-
made resources.

b. While candidates provided a rudimentary diagram of market demand and supply, a
substantial number failed to explain how the price mechanism works. Showing how the
market equilibrium price is determined through the elimination of shortages and surpluses,
was fundamental in answering this question correctly.

c. Most candidates correctly explained what ‘public’ and ‘merit’ goods are and provided
relevant examples. Generally, candidates found no difficulty in explaining the importance of
the government’s role in providing the essential services of public health and education,
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along with investing in infrastructural services such as the road network. A few candidates
even went on to state that government intervention, while being a positive factor in its own
right, is itself a sign of market failure.

d. Candidates answering this question were expected to focus on what incentives and
disincentives governments may use in encouraging a greater demand for merit goods such
as education and a lower demand for demerit goods such as smoking. Most answers
focused on ‘regulation and control’ such as the use of taxation and law enforcement. Others
emphasised the importance of marketing and advertising, while some others stressed the
importance of education in instilling higher standards of social and economic values.

Question 2

This question focused on specialisation, mass production and the economic benefit of trade.

a. Most candidates adequately defined ‘specialisation by process’ which in the context of the
passage provided referred to the concept of ‘division of labour’, that is where production is
broken down into many separate tasks. Some candidates however failed to clearly
distinguish this from the pre-industrial concept of ‘specialisation by product’ where one
specialises and becomes an expert in a particular job or profession such as farming or
husbandry, carpentry or masonry, teaching, nursing or surgery and so on.

b. Most candidate answered this question by focusing on the typical benefits or advantages of
specialisation, namely: practice makes perfect, mass production and jobs becoming simpler
to learn. Fewer were the candidates however, who also referred to the fact that both firms
and consumers benefit from mass production. As hinted by the passage provided, Henry
Ford’s design of the first fast moving assembly line, made it possible for production costs of
cars to fall and so too consumer prices. Hence more cars, could be demanded by the general
public and Ford, on its part, earned more revenues and made more profits.

c. Candidates who only listed generic advantages of division of labour in answering question
2b, ended up repeating the same points in answering this question while at the same4 time
adding such disadvantages as boredom, loss of production due to bottlenecks caused by
mechanical breakdowns or strikes. Some candidates also correctly listed the loss of
traditional skills such as carpentry or sewing, due to the highly specialised but limited skills
required in mass production.

d. This question dealt with ‘specialisation by product’ and candidates had to explain why certain
specialised industries such as tourism and iGaming are of particular benefit to the Maltese
economy. Most candidates focused all of their attention on tourism and iGaming as sources
of jobs and income for Maltese citizens or for enhancing Malta’s popularity abroad. Most
candidates failed to associate tourism and iGaming with ‘specialisation by product’ and as a
result also failed to point out that these two sectors, along with others, provide Malta with an
opportunity to increase its exports in the global market and thus generate higher incomes.

Question 3

Market structures, namely Perfect Competition and Monopoly make up the central theme of this
question. As stated in the comments in relation to Q3 of paper 2A, answers to this question expose
a number of important inaccuracies and misconceptions harboured by several candidates.

a. Most candidates provided reasonable answers to this question, focusing on competitiveness
as the main characteristic of the perfectly completive market model. The assumptions listed
were: the existence of many buyers and sellers, perfect mobility and perfect knowledge, no
barriers to entry and the homogeneity of goods and services.

b. Most candidates limited their answers to this question by focusing on advantage of ‘freedom
of choice’ enjoyed by consumers. ‘Lower prices’ and more output along with ‘better quality of
service’ were also listed. A few candidates also provided a good explanation, even with the
use of a diagram, of how - through the price mechanism - a perfectly competitive market
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would ensure an efficient way of how scarce resources can be allocated.

c. One misconceived perception held by a substantial number of candidates is that a
monopolist, being a ‘sole supplier’ of goods or services, is also a ‘sole trader’. Hence, a
number of candidates focused on the disadvantages of being a sole trader when instead
they should have discussed the disadvantages of being a monopolist. One should not be
confused with the other. Correct answers focused on: limited output and exorbitant pricing,
along with lack of competition and consumer choice as the principal negative effects brought
about by the existence of monopolies. Some candidates also cited price discrimination and
the attainment of abnormal profits as being negative factors associated with monopolies.

d. Several candidates evidently struggled with this question, citing “bringing in a lot of taxes for
the government” as the most typical benefit of monopolies! As stated in the comments in
respect of Q3 in Paper 2A, most candidates look on monopolies as close allies to the
government; a misconception that may be attributed to the fact that many candidates tend to
associate monopolies with Public Corporations. Of course, such Public Corporations may
indeed be considered as state monopolies, and through the provision of merit or public
goods may indeed benefit society, but this argument was hardly ever used at all or made
clear enough.

The use of abnormal profits for carrying out research and development, and attaining lower
production costs and higher efficiency was also cited by some candidates. In this way
consumers benefit through lower market prices.

Question 4

Economics students should be aware, at least in a general way, about current issues that directly
affect the Maltese population. Perhaps no other issue is affecting this small island than the current
construction and building spree, and the effects are both positive and negative.

a. Most candidates found no difficulty in defining the term ‘industry’ as a collective term that
incorporates all firms within a particular productive sector, such as the construction industry.

b. Candidates who answered question correctly also found no difficulty in stating that the
construction industry is one of the major contributors within the secondary sector of the
economy. The construction industry may not be a huge contributor in terms of GDP
percentages, but it is definitely important as it creates jobs in various other sectors, be they
in the Primary, Secondary and Tertiary sectors. It creates a significant amount of income in
the form of wages and salaries, professional fees, rental or sales incomes and tax revenue
for the state coffers.

c. Externalities are a major symptom of market failure, and candidates who were well prepared
in this topic, found no difficulty in defining this term as third party costs or benefits that are
unaccounted for by the traditional forces of demand and supply. Hence, society at large must
take up the burden of such social costs as pollution or the degradation of the natural
environment or the loss of architectural heritage. Social benefits, perhaps in the form of
aesthetical embellishment are on the other hand enjoyed by society ‘free’ of charge and are
therefore considered as positive externalities.

d. Many candidates struggled with finding four examples of external costs and/or benefits.
Typical answers focused on negative externalities, namely dust pollution, noise and the ‘eye
sores’ created by the large number of constrution sites that have sprouted all across the
island. A few candidates also refered to environmental degradation and the loss of cultural
heritage.

Very few examples were provided in relation to the positive externalities generated by the
stated projects. One may for example have mentioned the positive externality of having a
‘cleaner’ gas fired  power station with no obtrusive chimneys distorting the beauty of the
Delimara skyline. Eliminating the inconvenience of traffic jams is also a positive externality
provided, in ths case by the new Kappara junction.



19

SEC EXAMINERS’ REPORT MAY 2017

e. Correct answers to this question focused on: ‘regulation and control’ mainly through taxes
and subsidies. Some candidates also refered to the use of the social media as a means of
disseminating information and to the longer term effects of a better educated population.

Section B – Macro Economics

Question 5

As stated in the comments to question 5 in Paper 2A, answers to this question once again exposed
the ‘hit and run’ attitude adopted by many candidates when tackling questions.

a. The answer expected for this question was simply to explain one reason why
governments spend money. A good number of candidates however focused on generic
government objectives, such as “job creation” and “increasing exports”. Correct
answers cited such items of public expenditure as: the provision of public and merit
goods, the provision of pensions, unemployment benefits, subsidies on domestic rent
and other aspects of social welfare.

b. Surprisingly, a significant number of candidates seem to have confused the terms
‘deficit’ and ‘surplus’ in the government’s budget with ‘deficit’ and ‘surplus’ in the
Balance of Payments account. Some regarded a surplus a “profit” and a deficit as a
“loss” for the country.

c. “Revenue generation” and the ability to “spend on public and merit goods” were typical
answers to this question. These two statements are of course closely related because
governments do not impose taxes in order to generate revenue for its own sake, but to
cover socially related expenditures. Candidates could easily have brought up other reasons
related to the imposition of taxes. Attaining fiscal policy objectives, reducing the
consumption of demerit goods, internalising the social value of negative externalities and
protecting local industries through import tariffs are all important reasons that explain
why governments impose taxes. .

d. Most candidates successfully distinguished ‘direct’ from ‘indirect’ systems of taxation
and provided correct examples..

Question 6

This question dealt with money and its functions, interest rates and the roles of commercial and
central banks.

a. Most candidates successfully explained that money, like any other commodity, has a
price. This price is the rate of interest. Some candidates even went on to illustrate, by
means of a diagram, how the market forces of demand and supply determine the rate of
interest.

b. The functions of money as: a medium of exchange, a store of value, a measure of
value, a unit of account and a means for effecting deferred payment were typical
answers to this question.

c. Answers to this question generally focused on the effect of lower interest rates in
generating higher household consumer expenditure and lower savings. Some
candidates also cited the possible positive effect of lower interest rates in generating
higher levels of private investment by firms.
d. In answering this question, candidates were expected to show that the basic roles of
commercial banks and central banks in an economy are essentially the same, namely,
accepting deposits, transferring money between accounts and lending money. However the
difference between the two centres on who their clients are. While commercial banks offer
their ‘retail’ banking services to the general public and firms, central banks have more
specific roles, namely to serve as government banks, as bankers to commercial banks and
as monetary authorities within the banking system. One very important role that central
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banks have and which commercial banks do not, is the formulation and/or implementation of
monetary policy. A significant number of candidates missed out this important point.

Question 7

This question dealt with international trade and the balance of payments.

a. The current account of the Balance of Payments (BoP) was generally well defined
although some candidates, as in the case of Paper 2A, confused this term with a
bank’s current account. Once again, this may indicate that these candidates failed to
read carefully the short passage that introduced the questions and sourced from the
Malta Central Bank’s external statistics for 2016.

b. Most candidates, particularly those who answered quest 7a correctly, also successfully
answered this question and some even provided examples of visible and invisible trade
items

c. While some candidates missed the point of the question, a good number correctly
explained that as a small island state, Malta typically earns itself a surplus in its
invisible trade and typically suffers a deficit in its visible trade. This is mainly because it
imports much more than it exports food, raw materials other tangible goods. The
opposite is true when it comes to trade in such services as tourism, banking and
finance, iGaming and so on. Very few candidates referred to the credit balance of
€484.9m in its 2015 current account and cited in the data provided.

d. Candidates who were well prepared in international trade theory focused on the
benefits of international trade in terms of specialisation in those sectors of the economy
in which a country enjoys an absolute or a comparative advantage. As a result, a
surplus is created and when this surplus is internationally traded, national income
increases and more economic wealth is generated.

However, many candidates ignored or overlooked economic theory and focused
instead on generic answers such as the benefits of more imports and more consumer
choice.

e. Tariffs and quotas, were the most often cited examples of trade barriers. Tax revenue for
the government and more opportunities for the latter to invest more in infrastructural and
social services were the most often cited benefits of trade barriers.

However as stated in the comments for question 7f in P2A, the question set specified the
use of ‘trade barriers as a form of ‘protectionism’. Hence, “raising revenue for the
government” could not be considered as a totally correct response. Protecting ‘infant
industries’ and employment as well as reducing balance of payments deficits were the
correct answers expected.

Question 8

This question dealt with the economic concept of ‘growth’.

a. The concept of economic growth did not seem to be clearly understood by most candidates.
Many answers were weak and economic growth was in most cases presented simply as a
situation where output increases and employment falls. As stated in the comments related to
question 8a in Paper 2A, economic growth is a long term concept and it represents an
increase in an economy’s potential to increase its productive capacity. Graphically, this would
be represented by an outward shift of the Production Possibility Boundary (PPB).

Some text books refer to what is being called ‘actual growth’ and this is distinguished from the
concept of ‘potential growth’. By ‘actual growth’ they mean an the increase in GDP, brought
about by an improvement in the level of employment and/or efficiency, after a period of
economic depression or a recession. But simply stating that an economy is experiencing a
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reduction in unemployment or a short term increase in GDP is more in line with what should
be called an ‘economic recovery’ than economic growth. Graphically, this would be
represented by an increase in productivity from within the PPB to a level of output on the
boundary itself.

a. This question dealt with the listing of two ways how ‘economic growth’ may be achieved;
namely the increase in productivity of labour through better education and training, an
increase in public and private capital investment and improvements in technology. Sustainable
population growth and the discovery of new sources of natural resources, such as oil and
minerals are also possible answers.

b. Lower unemployment and a better standard of living were the most typical answers to this
question. Most candidates focused on better social benefits as the clearest benefit associated
with economic growth. This is made possible by the higher government revenue generated
through increased taxation. Once again, such answers reveal the heavy emphasis that most
candidates put on the government’s role in the economy.

d. Economic growth, beneficial as it may be, does not come without a cost. The need for higher
capital investment requires higher levels of savings and this is an opportunity cost that the
whole of society has to incur. The same applies for higher investments in education,
technology and all other factors that lead to economic growth. Poverty and the bad distribution
of income, along with environmental degradation also reflect the negative impacts of a rapid
and unsustainable rate of economic growth. Some well prepared candidates successfully cited
most of these issues.
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