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Part 1: Statistical Information

Table 1 shows the distribution of grades for the May 2016 session of the examination.

GRADE 1 2 3 4 5 6 7 U ABS TOTAL
PAPER A 9 26 37 58 32 - - 21 3 186
PAPER B - - - 9 13 17 2 15 7 63

TOTAL 9 26 37 67 45 17 2 36 10 249

% OF TOTAL 3.6 10.4 14.9 26.9 18.1 6.8 0.8 14.5 4.0 100.0

Part 2: Comments regarding candidate’s performance

GENERAL REMARKS

This year’s candidates fared generally well and as in previous sessions, a substantial number
of candidates provided very good answers. The ability to demonstrate a good understanding of
basic economic concepts along with the correct use of economic terminology, were traits sought
out by the examiners. The use of well-drawn out diagrams and relevant examples, particularly those
reflecting the current domestic economic situation, were features that invariably attracted high
grades.

Most candidates scored relatively high marks when answering the mechanical parts of the
questions set. However, difficulties were encountered in answers where candidates were expected
to define and explain the relevance of basic economic concepts. One typical example is the ease by
which most candidates worked out the average and marginal costs of a firm. Yet, when it came to
explaining the concept of marginal cost, average cost, and also profit, a substantial number of
candidates provided answers that were either too generic or completely irrelevant. Similarly, most
candidates found no difficultly at all in working out Malta’s population density but some were at a
loss when explaining the significance of this statistic in the context of the Maltese situation.

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 such example is the confusion in the minds of some candidates when discussing the
Balance of Payments accounts in international trade or the government’s fiscal accounts. A deficit
in a country’s BoP is not to be confused with a deficit in a government’s financial budget.

Furthermore, candidates must be advised to read carefully the instructions on the front cover of the
examination paper. Answering more than the required number of questions or choosing to answer
only questions from the micro economics section or vice versa, is a decision that carries heavy
penalties for those candidates who choose to ignore the rubric. Moreover, each answer must be
numbered clearly and ideally each question should be answered on a fresh page as this would
facilitate the marking process.

The objective behind studying economics is to introduce students to the basic concepts, theories
and techniques of economic analysis and rational decision making. Demonstrating the relevance
of economic theory and stimulating interest in one’s economic and business environment is
therefore of critical importance from an educational point of view. Hence, students should be
encouraged to take a greater interest in current socio-economic issues of concern, issues that
have significant national and international impacts such as market failure, international trade,
wealth distribution and sustainable development, to mention only a few.
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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 demand and supply, market equilibrium and elasticities.

a. Most candidates answered this question correctly. However, a few limited their answer
simply to providing a definition of what are equilibrium price and quantity without stating what
the actual equilibrium price and quantity were.

b. The graph used in relation to this question was generally well illustrated by most candidates.
The market equilibrium price and quantity were clearly pointed out, but unfortunately some
candidates inverted the axes and others omitted showing the equilibrium price and quantity
on the graph. Labels were at times ignored.

c. Only a relatively small number of candidates answered this question fully by describing in
sufficient detail what a surplus is.  Many referred to the graph, but failed to adequately point it
out as excess quantity supplied.

d. The price elasticity of demand was generally worked out correctly as elastic or (-)1.8.
However, only a handful managed to describe the relevance of elasticity to the producer as
regards to its effect on revenue.

e. Similarly, most candidates correctly defined price elasticity of supply. They also worked out a
good calculation, stating that price elasticity of supply is inelastic at 0.78.

Question 2

By quoting an extract from a Maltese newspaper, this question was related to a local example of
growth and dealt with the methods used by firms in order to expand.

a. Most candidates answered correctly this question by explaining two advantages related to
increasing the size of the firm.

b. Satisfactory answers were also provided for this question. A few confused the factors of
production with the stages of production.

c. The majority of candidates were able to define the methods of integration: horizontal, vertical
and lateral. Some also mentioned conglomeration. However, others did not give examples,
as requested.

d. This question too was answered successfully by most candidates when they adequately
differentiated between a merger and a take-over.

Most candidates referred successfully to the merger of Sparkasse Bank Malta with the cosmetics
company as lateral integration and they were also able to provide a relevant advantage and
disadvantage.
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Question 3

This question was about the role of small firms in the economy and about the analysis of costs.

a. Candidates were able to adequately discuss the ways in which ‘Malta Enterprise’ supports
local firms, including assistance in acquiring bank loans, export promotion, and the provision
of advice.

b. Candidates managed to explain quite well the importance of small firms. Innovation and the
provision of a personalised service, along with the creation of employment, were the most
often cited answers.

c. This question was closely related to the previous one. Among the reasons candidates
satisfactorily provided as an explanation for why, despite fierce competition, small firms still
continue to exist, were that: they enjoy low ‘start-up’ costs, their capital and profits remains
within the control of a relatively small number of individuals, usually a family, their services
are customised to the needs of the local community, and that they provide personal advice,
and sometimes also credit, to their clients.

d. This question tested the various categories of costs: fixed costs, variable costs, total costs,
and average costs. The majority of candidates were able to answer it correctly.

e. (i) Most candidates were able to define marginal cost. However, few were able to explain the
relevance of this concept to a manufacturing concern. It is important that candidates do not
simply define economic concepts by rote, but more significantly, to apply their cognitive skills
in the application of the concepts in relation to a business environment.

(ii) This question tested the ability of the candidates to work out the marginal cost. Most
candidates were able to present a neat computation and reach a correct answer.

Section B – Macro Economics

Question 4

This question dealt with Government finance. Candidates who answered this question did so relatively
well.

a. Most candidates provided sufficient examples of the main sources of government finance.

b. The positive relationship between national income growth and government revenue, along
with the negative relationship between the former and government expenditure, was well
discussed in most cases. Some candidates even provided very detailed answers.
Unfortunately however, a number of candidates limited themselves to a general description
of these relationships without any reference at all to the data provided with the question.

c. While some candidates widened the definition of recurrent expenditure and capital
expenditure by including the private sector, rather than focusing only on the public sector,
most candidates provided good answers.

d. Almost all candidates correctly noted that in all of the three recorded years shown in the
data, the government was running a deficit. They also provided good worked out answers,
although not always in a clear and neat format.

e. This question was also generally well answered, with most candidates focusing on increasing
taxation and the issuing of government bonds as the major sources of deficit financing. Some
candidates, while highlighting the Greek financial crisis, also pointed out that the government may
also seek the financial assistance of such institutions as the ECB or the IMF, if necessary.
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Question 5

This question was related to the National Accounts and it proved to be one of the least popular
amongst candidates in this session.

a. In spite of the fact that the national accounts are an essential source of information for
measuring and assessing the economic performance of a country, few candidates had a clear
understanding of their significance.

b. While most candidates successfully stated that nominal GDP is the measurement of national
output at current prices while real GDP is the measurement of national output at constant
prices; a substantial number of candidates also pointed out that inflation, or the loss of the
purchasing power of money, is the distinguishing factor between real and nominal GDP.

c. While the output, income and expenditure methods of measuring a country’s national
income were generally listed correctly, not all candidates elicited a clear explanation of the
‘identity principle’ that is, the concept that all that is produced as economic output must be
equal in value to what is earned as income and to what is spent as expenditure.

d. This question was specifically related to the graphical data provided and candidates were
expected to note that:

(i) Final Consumption Expenditure by households makes up only a part of aggregate
demand and is therefore always smaller in value than the National Income or GDP, and

(ii) that consumption expenditure is positively related to GDP. Changes in GDP directly
induce changes in consumption expenditure and these changes would be expected to move
in the same direction. As Income increases, demand - and hence expenditure - would also
increase. This positive relationship is attested by the bar graph provided and covering the
years 2011 – 2014 for Malta. Most candidates successfully explained these observations,
with some candidates also working out the percentage changes in both GDP and
consumption expenditure over the period set and inter-relating the results.

e. This question was generally well answered with a substantial number of candidates even
using diagrams to illustrate what an equilibrium between aggregate demand and aggregate
supply mean.

Question 6

This question dealt with demography and it was one of the most popular questions answered in this session.

a. Most answers to this question provided adequate reasons to explain how populations may
change, focusing on changes in the birth rate, death rate and migration.

b. Although some answers to this question were rather superficial, most candidates provided
detailed information about the population pyramid representing Malta’s demographic situation
at the end of 2014. A lower birth rate and changes in age distribution, along with the relatively
high dependency ratio due to an aging population, were particularly noted. Gender distribution
with a higher male ratio for infants and a higher female ratio for the elderly age group was also
generally noted.

c. This question was also generally well answered, with almost all candidates noting that Malta’s
population pyramid is more akin to that of a developed country, rather than to a developing
one. Improvements in education and health care were cited as the main reasons for this.
More detailed answers also cited cultural, economic and sociological factors.
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d. Improvements in the standard of living (material wealth) and in economic welfare (general
well-being) brought about by economic development were also generally well correlated with
Malta’s current demographic situation. The most commonly cited factors that lead to
demographic changes are the increase in the female participation rate within the country’s
labour force and the increased investment in tertiary education. Health care and social
assistance were also cited. These factors have led to smaller families and longer life spans.
Unfortunately however, a substantial number of candidates limited their answer to stating the
link between economic development and an aging population without providing an adequate
explanation about this relationship.

e. Most candidates successfully worked out Malta’s population density as 1,360 persons per
square kilometer. As far as assessing the significance of this figure in terms of Malta’s scarce
resources, most answers were limited to a definition of the term scarcity and stating the
importance of increasing efficiency in the use of resources. Full marks were however given to
candidates who rated Malta’s population density as one of the highest in the world and linked
this to problems related to the unsustainable use of the island’s scarce resources, namely
land and water. Some candidates also included the tourism and immigration factors, factors
that while helping to increase Malta’s GDP, also increase the stress on its resources resulting
in higher negative externalities.

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 macroeconomics. 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 tackled the topic of industrial relations, the labour market and the difference between the
private sector and the public sector.

a. This question asked candidates to differentiate between the role of trade unions and employers’
associations. Most candidates described the role of trade unions adequately. However, this was
not the case with the role of employers’ associations. Most candidates failed to appreciate the
role of these associations in acting as one voice for the employers and protecting their rights
and interests in the face of strong and militant trade unions.

b. Candidates had to describe the function of EIRA. Most candidates lacked an understanding of
this Act and its implications for the business environment. It is important that candidates
appreciate and be able to discuss in some detail the objectives of this Act, given its relevance to
the lives of all citizens once they become part of the country’s work force.

c. The majority of candidates were able to discuss why wage differentials occur in the labour
market. Relevant reasons provided included: the reward for risk-taking in certain jobs, working
in poor conditions, having to work unsocial hours, and compensating workers for costs related
to the develpoment of human capital resources. Full marks were given to candidates who
explained that wages are determined by the inter-relationship between the demand and supply
of labour. Hence, where the demand for labour is high and relatively inelastic, while the supply
of labour is low and also inelastic, wages or salaries would tend to be high.

d. Most candidates were able to successfully discuss the factors affecting the demand for labour
and the factors affecting the supply of labour.

e. Candidates generally managed to adequately explain the difference between the private sector
and the public sector of the economy, albeit without much of an attempt to delve more deeply
into describing these differences in terms of the types of firms within each sector or their
financing.
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Question 2

In this question candidates were assessed on specialisation and mass production, diminishing
marginal returns and sources of finance.

a. Specialisation was generally adequately defined by most candidates.

b. Discussing two advantages and two disadvantages of specialisation was a relatively easy task
for most candidates.  The most typical advantages described included: practice makes perfect,
mass production, lower cost per unit and jobs becoming simpler to learn. Among the
disadvantages explained were that work becomes boring, skills may be lost, and that slow
workers or machinery breakdown might disrupt production.

c. Similarly, the majority of the candidates were up to the task when asked to describe two features
of mass production. Typical answers were: standardisation or the production of identical
products, simplification and capital intensive production.

d. This question was related to the fundamental economic concept of diminishing marginal returns
and how it would affect firms, if capital is assumed to be a fixed input. Most candidates did give
a good definition of this law. However, many lacked the higher order level skills to continue
elaborating and make adequate use of graphs in order to llustrate: total product, average
product and marginal product.

e. Most candidates were able to distinguish between two internal and two external sources of
finance. The most common external source of finance described was the bank loan.

Question 3

This question related to market structures, specifically monopoly.

a. The majority of candidates answered this question correctly, describing the only firm in the
market, in this case one selling smart-phones in a particular locality, as a monopoly. They also
adequately described the characteristics of this market, citing: the lack of competition, the
acquisition of abnormal profits, being price setters or price makers, the use of barriers to entry
against potential competitors, and imperfect information on the part of consumers,

b. 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.

c. Most candidates were able to identify correctly two disadvantages of monopolies, as seen from
the point of view of consumers and society, such as: higher prices, lower supply, lower quality,
lack of innovation and inefficiency in the use of resources.

d. Most candidates provided correct reasons why consumers would benefit by more competition.
Typical answers included: better service, more output, lower prices, and more consumer
sovereignty.

e. This question which focused on the barriers that a firm would likely adopt in order to keep out
competition, proved to be rather more difficult. Barriers to entry, both natural or otherwise,
include the control over supply, economies of scale, high setup costs, legal factors such as the
use of patents and copyrights, advertising, predatory pricing, brand proliferation and exclusive
dealing. These were listed by a minority of candidates who had a very good grasp of the topic at
hand.
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Question 4

In this question candidates were asked about factors influencing the location of firms, the role of profit,
the importance of price and increases in consumers’ income and related outward shifts in the demand
curve.

a. This question focusing on the factors that influence the location of a business was answered
correctly by most candidates. Typical responses included transport facilities, the availability of
labour, industrial inertia, and where land is available.

b. Most candidates were able to describe adequately two advantages of a partnership.

c. This question asked what is profit, and why it is an important objective for a business. Most
candidates were able to describe profit as the difference between total revenues and the total
costs of production. However, very few were able to describe how, in economics, we include an
extra cost; the cost of the next best alternative foregone - opportunity cost.

d. This question related to the importance of price as a factor influencing the demand for and
supply of electronic tablets. The majority of candidates were able to use suitable demand and
supply diagrams to illustrate the importance of price.

e. In this question, candidates were asked what would be the effect on the market if consumers’
income was to increase. Most candidates made use of an adequate diagram to show the
outward shift of the demand curve and the resulting new equilibrium situation, with a higher
price and equilibrium quantity.

Section B – Macro Economics

Question 5

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

The theory of international trade is based on the widely accepted belief that if countries specialise
in the production of goods and services, with the use of the resources with which they are
individually endowed, total output would increase, more wealth would be generated and all
countries would be better off. Malta is naturally endowed with an ideal climate, an idyllic marine
environment, a rich cultural heritage, a central geographical position and a relatively well
educated and skilled labour force. Malta’s ability to exploit these assets and use its comparative
advantage in the services industry has led tourism into becoming one of the major pillars of its
economy. Testing candidates’ ability to interrelate the theoretical benefits of international trade
theory with Malta’s domestic economy by boosting its output, both in terms of quality and quantity
through specialisation, was the focal objective of this question.

a. Most candidates missed the point that Malta’s engagement in international trade is one of
the main sources of its wealth and economic growth. They focused instead on other
reasons that reflect the importance of this sector to Malta. Lack of natural resources and
hence the need for imports, increasing consumer choice, improved quality and greater
competition through imports, along with improving international relations were the most
often cited reasons.

b. This question was generally well answered, with most candidates defining and
explaining imports and exports as, respectively, leakages and injections in terms of the
circular flow if income.

c. This question was split into two parts. The first tested the candidates’ knowledge of the
basic concepts of absolute and comparative advantage, as used in international trade
theory. Most candidates defined and explained these two terms correctly, although a
substantial number tended to have only a vague idea of what these terms mean and at
times totally ignored the concept of opportunity cost when explaining comparative
advantage.
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The other part of the question focused on testing the candidates’ level of comprehension
in relation to the concept of comparative advantage. Most answers correctly focused on
tourism as an important source of revenue and job creation. However only a few
candidates went on to interrelate this with specialisation and comparative advantage.

d. Most candidates correctly listed the three components of the Balance of Payments
account as: (i) the Current A/c, (ii) the Capital A/c and (iii) the Financial A/c. Some even went
into some detail in explaining the main components of these accounts. The two measures
most often listed as a means of correcting BoP deficits, were protectionism through higher
customs duties or quotas and exchange rate devaluations. Few were the candidates who
pointed out that in the case of Malta, it being a member of both the EU and the euro zone, as
well as the WTO, these measures are very much restricted or not possible at all. However,
some candidates did point out that; ‘increasing competiveness’ in an ever growing global
economy is the best method for improving a country’s BoP.

Question 6

This question dealt with money and financial institutions, namely the ECB and MFSA. As in past
sessions, this topic proved to be relatively popular amongst candidates.

a. Rather than asking candidates to define money, this question tested their ability to explain
why money must be ‘acceptable’ if it is to be considered as ‘good’ money. Most candidates
correctly explained that in a modern economy, trade cannot take place unless money is
acceptable as a medium of exchange by all concerned.

Some candidates however, also pointed out that within a state, only cash issued by the
Central Bank (the ECB, in the case of the Euro) is considered as an officially legally
acceptable currency. Such money is known as ‘legal tender’. However there are other
forms of money that creditors are not legally bound to accept, for example cheques and
bills of exchange, credit cards, debit cards, foreign currencies, marketable instruments
such as treasury bills or bonds and so on. However, when these forms of money are
accepted, they facilitate and encourage more trade and investment. Hence, when money
cannot be used because it is not accepted as a means of exchange, a store of value or a
unit of account, it is considered as ’bad’ money, or not money at all.

b. Three other characteristics of ‘good’ money that were correctly cited by most candidates
were: (i) divisibility, (ii) portability and (iii) durability. Most candidates elicited correct
explanations about the importance of these characteristics.

c. Most candidates limited their answers to this question by simply stating that interest rates
are considered as a ‘reward’ for saving money or as a ‘cost’ when borrowing money or as
‘revenue’ for banks and other financial institutions. However, some candidates also
correctly focused on the role of interest rates as the ‘price’ for money; and as price, it has
the role of determining the level of demand and the supply of money within an economy.
A few candidates also made use of demand and supply curves in order to illustrate how
the price mechanism works in the money market.

d. This question was generally answered well with (i) the issuing of currency, (ii) the
maintenance of price stability and (iii) the control of the money supply and of inflation,
being described as the main roles of the ECB. A substantial number of candidates
seemed to be under the impression that the ECB is the EU’s Central Bank. In actual fact
it oversees the monetary policy for the Euro zone only and not the EU as a whole.

e. While a substantial number of candidates correctly explained the importance of the regulatory
and supervisory roles of the MFSA in the financial services sector, along with its roles as
registrar of companies; a good number of candidates confused these roles with those of other
institutions such as Malta Enterprise. This exposed their limited or confused perceptions
regarding the roles of local institutions and organisations.
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Question 7

Questions related to money and inflation, tend to be the most popular amongst candidates and
those who answered Q7 also tended to earn good marks.

a. While most answers correctly focused on a reduction in real income and a loss in
purchasing power resulting from a rise in price, as being a cause of concern for
consumers, particularly those on a fixed income; it must be stressed that such price rises
must be ‘general and persistent’ in nature. In a market economy, prices rise and fall all
the time. It is only when prices covering a range of goods or services are constantly
increasing over time that price rises, may be considered as inflationary. Some candidates
pointed this out well and even went on to explain hyperinflation.

b. This question was meant to test the candidates’ level of comprehension regarding the
causes of inflation, in this case an increase in aggregate demand. Several candidates
seem to have had some difficulty in understanding the question but most candidates
correctly linked their answer to demand-pull inflation as a major cause of inflation. A
substantial number of candidates also illustrated this through an outward shift in an aggregate
demand curve on a graph. Some candidates also correctly attributed the quotation in the
question to Milton Friedman. This was the economist who had considered increases in the
money supply by monetary authorities, as the major cause of inflation. By increasing the
money supply and inducing an increase in nominal income, at a time when output cannot
match the resulting increase in aggregate demand, inflation is triggered off.

c. Some excellent answers were provided in relation to this question. Full marks were given
to candidates who explained that a small level of inflation may be indicative of economic
growth, particularly when an economy was experiencing an economic slowdown and high
levels of unemployment. Some candidates also referred to Keynesian theory, when
through the use of expansionary fiscal policy, an increase in aggregate demand would be
generated and, as full employment levels are approached, inflation becomes evident.

d. This question too was generally well answered with candidates going into some detail,
even with the use of a graphical illustration, of how inflation - particularly cost-push
inflation - may lead to higher wage rate demands and consecutively higher production
costs, lower output and a seemingly never ending rise in inflation. Hence the so-called
‘wage-price spiral’. Most candidates also linked cost-push inflation with a loss of
competiveness in Malta’s export markets and the resulting increase in BoP deficits and
lower GDP. A few very good candidates went on to use tourism, an industry which is
considered as a major contributor to Malta’s economy, as an example. Incoming tourism,
being a highly price elastic industry, would fall drastically in such a scenario and Malta’s
economy would suffer drastically as a result.

e. Reducing aggregate demand through fiscal policy, mainly by increasing taxation, was the
most commonly suggested method of reducing inflation. Reducing government expenditure
was the other method. In other words, most candidates focused on fiscal policy as the major
tool available to the government. However, a substantial number of candidates referred to
both fiscal and monetary policy measures and explained these in some detail. Reducing the
money supply through an increase in the rate of interest was considered as the most
significant monetary policy tool. Some also referred to the sale of government securities, such
as bonds, by the monetary authorities.

Question 8

With only 9% of responses, this question proved to be the least popular in Paper 2A. This is quite
surprising given the high profile enjoyed by EU related issues in Malta.

a. Most of the candidates who answered this question correctly defined a Customs Union as a
group of countries whose objective is to encourage trade between themselves by abolishing
customs duties or tariffs and to discourage trade been member states and non-member states
through the imposition of a common external tariff. A Free Trade Area was defined as a looser
type of organisation whose objective is to encourage trade between member states through the
removal of customs duties. EFTA, NAFTA and the proposed TPP are Free Trade Areas.
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b. Once again, it was surprising to note the difficulty that most candidates found in listing two
other objectives of the EU, other than those of expanding free trade and the setup of a single
European market. Some listed the promulgation of peace on a war torn continent after 1945,
the promotion of human rights, and the provision of economic and financial aid to the less
developed economies of the Union. Other important objectives include the freedom of
movement of goods, of capital, of services and of people (the so-called ’Four Freedoms’), the
setup of a common agricultural policy (CAP), and the setup a common economic and
monetary union (EMU).

c. The Maastricht Treaty conditions that were tied to the adoption of the Euro currency and
EMU, namely those related to the budget deficit, the national debt, the average long term rate
of interest and the rate of inflation were generally well known.

d. The elimination of foreign currency transactions and their related costs when travelling
abroad or when importing goods were the most commonly cited advantages linked to the
adoption of the Euro. Other advantages included the elimination of risks involved in foreign
currency transactions, the elimination of foreign currency speculation, the increased ease of
capital transfers between states and hence the possibility for Malta to attract greater
investment from abroad, and the encouragement of more trade and competition.

Listing two disadvantages related to the adoption of the Euro proved to be more taxing on the
candidates. However, a substantial number did refer to Euro zone countries losing their
sovereignty over monetary policy and also their inability to make use of currency devaluations
and depreciations in order to correct balance of payments deficits or surpluses, a tool
regularly used by Malta, prior to joining the Euro zone.

Furthermore, the establishment of a European Central Bank responsible for drawing up and
managing the Euro zone’s monetary policy now impedes national Central Banks from
formulating their own domestic monetary policy. Indeed, the adoption of a centralised
monetary policy, when huge economic disparities exist between Euro zone countries, may
well be considered as one of the underlying factors behind the Greek and other southern
European countries’ financial crisis in recent years.

e. This was an open ended question and it was meant to test the candidates’ ability to evaluate
Malta’s experience as an EU member state. While there were some excellent answers, most
seem to have been based more on populist perceptions elicited from the mass media rather
than from academic knowledge.

Good answers focused on the benefits that Malta has gained from more free trade between
EU members. The acquisition of development funds for infrastructural projects, the
introduction of educational programs such as Leonardo and Erasmus, greater competition
and more control over monopolies were directly linked to EU membership. Improvements in
environmental awareness and a move towards greater sustainability in the use of resources,
such as greater investment in renewable energy and in waste reduction, reuse and recycling
can also be attributed to EU initiatives.

Drawbacks in joining the EU were focused on immigration issues and on the perceived loss
of a national identity. Economic arguments centred on problems related to the Euro and
attempts by the EU to bring about greater integration between Euro zone member states.
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Paper 2B

Paper 2B consisted of eight questions spread over two sections. Questions in Section A related to the
micro economic field, while questions in Section B related to macroeconomics. 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 covered trade unions and employers’ associations, wage differentials, and factors
affecting the demand for labour and the supply of labour.

a. In general, candidates successfully described three aims of trade unions. The most common
answers included: negotiating for suitable pay for its members, promoting working conditions,
and providing educational, recreational and social amenities for their members.

b. Most candidates were able to describe the role of the ETC as regards to facilitating
employment and providing training. However, only a minority of candidates were able to
correctly discuss the role of an employers’ association.

c. Candidates were able to provide an adequate reason why wages differ in the labour market.

d. The most commonly cited reasons included: the reward for risk-taking in certain jobs, working
in poor conditions and having to work antisocial hours. Only a few candidates associated wage
differentials with demand and and supply in the labour market. The most commonly cited factor
regarding labour demand determination was the wage rate. Some good candidates referred to
the fact that the demand for labour is a derived demand.

e. As in (d), the most often cited factor regarding labour supply determination was the wage rate.
Some referred to the contemporary phenomenon of increased labour migration.

Question 2

This question addressed specialisation and mass production, the law of diminishing returns and sources
of finance.

a. Most candidates managed to explain the meaning of specialisation. A few also referred to
specialisation by process and specialisation by product.

b. This question, related to two advantages and two disadvantages of specialisation, proved to be
a relatively easy question which most candidates managed to answer successfully.

c. This also proved to be another easy question which most candidates answered correctly. The
two most common features mentioned referred to millions of identical products produced
(standardisation) and simplification in the production process.

d. This question focused on how a firm would be affected if the two partners decided to add more
workers to the existing amount of labour and capital. Unfortunately, only a relatively small
minority of candidates managed to effectively describe the law of diminishing marginal returns.
However, very good answers also included a table showing the relevant changes in the quantity
of labour and the changes in total product; that is the marginal physical product of labour. A
diagram, illustrating the total product and marginal product curves, was also included in some
answers.

e. Most candidates successfully listed the requested examples of internal and external sources of
finance.
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Question 3

This question focused on the monopolistic type of market structure, its advantages and disadvantages.

a. Most candidates were able to refer to the monopolistic type of market structure and also listed
two characteristics of this market structure. These included: no competition, abnormal profits,
the firm as a price setter, the setting up of barriers to entry, and the existence of non-
homogenous products.

b. Most candidates were able to explain how the firm would benefit from operating in such a
market. They referred mainly to the firm’s enjoyment of economies of scale and the ability to
earn abnormal profits. Some also reffered to the ability to carry out research and development
and invest in new technology.

c. Candidates were asked to identify three disadvantages that consumers face in such a market.
This proved to be a relatively easy question. The most common responses included high prices,
low quality and inefficiency.

d. This question proved to be more taxing on some candidates. They were asked to explain what
firms, operating in a monopolistic market, would do in order to protect themselves from
competition. Most candidates simply referred to barriers to entry in general while others went
into more detail, referring to for example, to the use of advertising campaigns so as to promote
the firm’s own products. A few also referred to predatory pricing and brand proliferation.

e. Candidates generally fared very well in this question, They were asked to give three reasons
why consumers would benefit from more competition. The most reasonable answers included:
the provision of a better service, more output, and lower prices.

Question 4

This question focused on the factors influencing the location of firms, the role of profit, and factors
effecting demand and supply.

a. Most candidates adequately listed two factors that would influence a firm when deciding on
where to locate its facilities.

b. Most candidates correctly referred to the newly setup business referred to in the question, as a
partnership. The most often cited advantages for setting up such a business, included: ease of
setup, availability of more capital, decisions are taken quickly, and partners can complement
each others’ talents.

c. This part of the question proved to be the most difficult. Not all candidates were able to explain
what profit is, let alone explain why an entrepreneur would expect to earn profit. References to
opportunity cost and normal profit were expected.

d. Most candidates were able to list two factors that influence the demand for computer tablets and
two factors that influence the supply of computer tablets.

e. This part of the question referred to what happens when there is an increase in the income level
of consumers. Most candidates were able to explain that the demand curve shifts outwards and
the majority illustrated the new equilibrium price and quantity on a graph.

Section B – Macro Economics

Question 5

This question dealt with international trade theory and its application in the Maltese context.

a. Most candidates correctly explained that, due to the lack of resources and ‘know how’, Malta
cannot produce all the goods it needs. Even if the production of certain goods is possible,
chocolate being the most commonly used example, it may be too expensive doing so. Some
candidates also explained that it would be far better to import goods from countries that are
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specialised in the production of the goods in question. Shortages and lack of variety on the
local market were also cited as import inducing factors.

b. Most candidates correctly described the BoP as the record of a country’s international inflow
and outflow of money. The current and capital accounts were generally well explained.

c. The same may be said for answers to this question, as candidates were generally well aware of
the fact that visible trade refers to the import and export of tangible goods, while invisible trade
refers to trade in services.

Candidates who correctly answered the first part of this question found no difficulty in explaining
that due to the lack of resources, Malta’s visible trade balance is bound to be always in deficit,
but this is usually balanced out by a surplus in invisible trade such as tourism, transshipment,
financial services and other tertiary sector services.

d. The objective of this question was to elicit the candidates’ knowledge of interrelate international
trade theory, namely the ability of a country to specialise in an industry in which it enjoys a
comparative advantage, in order to create a surplus and generate more wealth. This would be
reflected by a higher national income or GDP. A substantial number of candidates provided
good answers, correctly citing an increased output of tourism services, higher employment
levels and higher incomes, as the main benefits from Malta’s decision to specialise in the
tourism sector. Many candidates however provided very generic answers to this question.

e. A depreciation of the Euro in relation to Sterling would, assuming everything else remains
equal, reduce the value of Maltese goods and services for British consumers On the other
hand, the Euro’s depreciation would increase the value of Malta’s imports from the U.K. This
would be expected to lead to an increase in exports and a reduction in imports, rendering a
more favourable BoP for Malta. Most candidates answered this question successfully.

Question 6

This question covered the barter system, money and the functions of the ECB and MFSA.

a. This question was generally well answered. Candidates correctly defined barter as a system
where goods are physically exchanged with each other, a system that is difficult to put into
practice in this day and age. The listed problems associated with barter where: (i) the need for
a double coincidence of wants, (ii) perishability of the goods concerned, (iii) problems related to
valuation and (iv) lack of divisibility.

b. This question too was generally well answered with the most commonly listed advantages in
the use of cash being: (i) acceptability, (ii) portability, and (iii) durability.

Listing disadvantages proved to be more difficult, with (i) the risk of theft or fraud and (ii) the
difficulty of handling large amounts of cash, being the most often cited problems in the use of
cash. Only a few candidates pointed out that the loss of purchasing power or the real value of
money due to inflation, as another and very important disadvantage.

While most candidates were at a loss when defining the term legal tender, a substantial
number did correctly point out that while a country’s official currency (the Euro in Malta’s
case), is considered as legal tender; that is all citizens are legally bound to accept it as a
means of exchange. On the other hand, other forms of money such as bank deposits, debit
and credit cards (plastic money), government securities etc., may also be accepted in
transactions. The latter are therefore also to be considered as a form of money, albeit
unofficially.

c. A substantial number of the candidates who answered this question were not up to task, with
some misrepresenting the term ‘trade deficit’ on the Balance of Payments with a deficit in
the government budget.

d. However, many good answers were provided for this question. In some cases even a diagram
was used in order to illustrate how a change in interest rates would affect the demand for
money, or how a change in aggregate demand would affect the economy. Most good answers
were centered on the monetary policy effects of a change in interest rates; namely a reduction
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in savings and in increase in expenditure by households and also an increase in investment
by firms, who in turn would increase employment and output. This is reflected by an increase
in aggregate demand and GDP.

e. As in the case of Paper 2A, a severe lack of knowledge was evident, particularly when it came
to explaining the roles and functions of local institutions such as the MFSA. Those who
answered this question correctly focused in the MFSA as a regulator and a supervisor of
financial service providers, as an issuer of licenses to these institutions and also as a registrar
of companies. The MFSA also has a role in consumer protection, encouraging better standards
of behaviour, and improving education and training in the field of financial services.

Question 7

This question dealt with inflation and on how it affects a country’s citizens and the economy in
general.

a. Most candidates correctly defined the term purchasing power or the real value of money and
also correctly explained that its erosion by inflation refers to the reduction in the ability of
consumers to purchase goods and services.

b. The positive or negative effects of inflation on different classes of citizens was also generally
well explained; positive in the case of debtors and negative in the case of creditors and fixed
income earners.  Mixed responses were provided when candidates discussed the effects on
manufactures. Some stated that manufactures benefit through high prices because this leads
to higher revenues and profits. What they failed to explain was that inflation lowers demand,
particularly if the goods or services in question tend to be highly price elastic and in addition,
inflation increases manufacturing costs, thus lowering profits.

c. Candidates who correctly answered this question did so in some detail, even through the use
of a graphical illustration. Demand-pull inflation is usually brought about by a sustained
increase in aggregate demand, for example; through higher consumer expenditure, over
spending by the government, excessive investment by firms and/or higher exports. Hence,
government policies in such situations would be to restrain consumer demand and investment
through higher taxes and higher interest rates. Use of these two specific fiscal and monetary
policy tools were cited as the most commonly suggested line of behaviour for the government
when tackling demand-pull inflation. Reducing government expenditure was another.

It is to be noted that a substantial number of candidates, when defining demand-pull inflation,
failed to explain that price increases must to be persistently sustained or experienced over a
continuous period of time. Under normal market conditions, prices regularly rise and fall.
Hence, simply stating that inflation occurs when an economy experiences a rise in prices is
not correct.

d. Given Malta’s high dependence on imports, it goes without saying that the island is also highly
vulnerable to imported inflation. The lack of natural resources, capital goods, most consumer
goods and even food and water (indeed, most of Malta’s water demand needs are supplied
through the importation of a highly capital intensive and energy consuming production process,
known as ‘reverse-osmosis’) invariably leads to cost-push inflation whenever the prices of
these imports increase over time. The oil crises experienced in the early 1970s and in the mid-
1980s, along with the more recent food crisis, are examples of cost-push generated inflation.

Question 8

As in Paper 2A this question proved to be highly unpopular. Lack of knowledge related to the
European Union and how it operates is, in the opinion of the examiners, a source of concern given
the importance of the EU for the Maltese economy and for Maltese citizens in general.

a. Only a few of those who answered this question knew what a customs union is, with the rest
having no inkling about it. Those who successfully answered this question correctly defined a
Customs Union as a group of countries whose objective is to encourage trade between
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themselves by abolishing customs duties or tariffs and at the same time, discourage trade
been member states and non-member states.

b. Answers to this question were also poor, with candidates struggling to explain how through the
financial and technical aid provided to farmers, along with the imposition of guaranteed
minimum prices for a number of specified food staffs, such as wine, olive oil and dairy
products, and also through  the use of buffer stocks facilities; the Common Agricultural Policy
(CAP) encouraged farmers to invest and produce ever increasing quantities of food, So called
‘butter mountains’, ‘olive oil lakes’ and ‘milk lakes’ were the result. The objective of this policy
was to ensure that post 1945 Europe would no longer experience situations of dire poverty
and hunger and also to ensure that farmers receive a fair and stable income for their labour.

c. Some candidates fared better in this question, linking the Maastricht Treaty with the EU’s
monetary policy. The adoption of the Euro currency and the centralisation of monetary policy
through the ECB, were the most commonly cited features of the treaty. The advantage of
having one common currency and monetary stability were cited as the major benefits for
Malta in joining the Euro zone, with the major disadvantage being the loss of sovereignty over
the country’s economic monetary policy.

d. Candidates who successfully answered this question referred to monetary stability as the
main objective behind the E.U’s Economic and Monetary Union (EMU). Hence, maintaining a
stable average long term rate of interest and rate of inflation were cited as two very important
conditions related to the Maastricht Treaty. Other crucial conditions are those related to the
budget deficit and the national debt.
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