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L\ Economics

(Instructions:

# Answer all the questions.

¥* Write your Index Number in the space provided in the answer sheet.

¥ Instructions are given on the back of the answer sheet. Follow them carefully.

# In each of the questions from 1 to 50, pick one of the alternatives from (1), (2), (3), (4), (5)

which is correct or most appropriate and mark your response on the answer sheet ‘with
a cross (x) in accordance with the instructions given on the back of the answer sheet.

J

1.

The core difference between normative economics and positive economics is that

(1) - normative economics provides descnptwe analysis whlle posmve economics offérs policy
prescriptions. 7

(2) positive economics is fact-based while normative economics is value-based.

(3) normative economics is based on empirical evidences while positive economics is based on
subjective opinions.

(4) positive economics relies on value-judgements while normative economics is objective.

(5) positive economics focuses on ethics while normative economics deals with testable hypotheses.

Which of the following statements best explains the concept of ‘capital’ in economics?

(1) Capital represents human labour and innovation in the production process.

(2) Capital refers to any financial investment made by individuals.

(3) Capital includes only the tangible assets used for production, such as machines and buildings.
(4) Capital refers to financial resources used to fund production.

(5) Capital refers to produced means of production.

A movement along the Production Possibilities Curve from one point to another involves
(1) no change in opportunity cost or productive efficiency.

(2) a thange in opportunity cost but no change in productive efficiency.

(3) a change in productive efficiency but no change in opportunity cost.

(4) no change in opportunity cost or allocative efficiency.

(5) a change in productive efficiency but no change in allocative efficiency.

A key feature of the socialist economic system is

(1) profit maximisation as the main objective.

(2) private ownership of all means of production.

(3) public ownership of key industries and resources.
(4) minimal government intervention into the economy.
(5) the government plays no role in economic decisions.

The factor that can cause a movement along the supply curve is a change in
(1) the cost of production. (2) the price of the good itself.

(3) consumer income. (4) technology.
(5) the number of suppliers.

3

[see page two



AL/2024/21/E-1 -2-

6.

10.

11.

All of the following cause a rightward shift in the market demand curve for a normal good except

(D
2)
3
“4)
®

@
2
3
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)

Suppose good X and good Y are substitutes. What will be the effect on the equilibrium price

an increase in the price of the substitute product.

an increase in consumers’ income.

a decrease in the price of a complementary product.

a decrease in the price of the good itself.

an increase in the number of consumers in the market.

. When the price of an inferior good falls while other things remain unchanged, consumers will demand

more because income effect dominates the substitution effect.

less because the good is inferior.

more because substitution effect and income effect reinforce each other.
less because substitution effect is negative.

more because substitution effect dominates the income effect.

and quantity of good X of an increase in the supply of good Y?

0
@

(3

@
)

Suppose a new technology has been introduced in the production of good X which is sold in a
competitive market. If the new technology reduces the production cost of good X, what is the

Equilibrinm Price of good X Equilibrium Quantity of good X
increases decreases

decreases decreases

increases increases

decreases increases

increases unchanged

likely impact on consumer and producer surpluses?

(D
@
3
)
®)

Producer surplus will increase but consumer surplus will decrease.
Consumer surplus will increase but producer surplus will decrease.

Both consumer surplus and producer surplus will increase.

Both consumer surplus and producer surplus will decrease.

Consumer surplus will increase and producer surplus will not be affected.

The price elasticity of demand for a good will typically be high when a good is

1)
(2)
(3)
“4)
(5)
The
(1)
(2)
(3)
4)
(%)

a small share of consumer expenditure and is a complement of other goods.
a necessity and perishable.

a small share of consumer expenditure and is a substitute to other goods.

a large share of consumer expenditure and is a substitute for other goods.
an inferior and is a complement to other goods.

cross price elasticity of demand

can indicate if a good is a necessity or an inferior.

is closer to zero if the two goods are closely related.
is greater than zero if the two goods are substitutes.
is always negative because of the Law of Demand.

is greater than zero if the two goods are complements.

[see page three
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12.

Suppose a highly regulated economy has decided to move Price (Rs.)

13.

14.

15.

16.

towards a market economy and removed government AN S
price controls in the markets. The diagram shows such 60 \ /
a market where the government had initially set a
maximum effective price. o 50
What effect was there on price and quantity when the
government removed the maximum price? 40
Price Quantity / \ D
(1) falls from Rs. 60 to Rs. 40 removes shortage
) f..etlls from Rs. 50 to Rs. 40 removes surplus 0 Quantity (u;its)
3 rises from Rs. 40 to Rs. 50 removes shortage
(€G] falls from Rs. 50 to Rs. 40 removes shortage
&) rises from Rs. 50 to Rs. 60 removes surplus

In the diagram Dj is the demand curve for sugar Price (Rs.)/
and S; is the initial supply curve. Suppose the
government imposes a specific tax on sugar which

causes the supply curve to shift to Sp. P3

Which areas in the diagram measures the resulting.
tax revenue to the government, new producer P
surplus and the deadweight loss?

0 Q@ A Quantity (units)
Tax revenue | New producer surplus | Deadweight loss
D B+C+G H , A+H
2) E+F F+G+H E+F
3) B+C C+G+H E+F+M
@@ B+C+G H E+F
®)) B+C+G F+G+H E+F+M

Suppose a government intends to increase the income of paddy farmers without raising the price

of rice to consumers. The most appropriate policy to achieve the government’s objective would be

(1) a release of government rice stocks onto the market.

(2) setting a guaranteed price above the market price of rice with an agreement to purchase the
unsold output by the government. 4

(3) introducing a minimum price below the market price of rice with an agreement to purchase
the unsold output by the government.

(4) introducing a maximum price below the market price of rice.

(5) a payment of a subsidy to paddy farmers.

Which of the following combinations of industry characteristics indicates the monopolistically
competitive industry?

Freedom of Entry | Nature of Product Firm’s Demand Curve
(1) High barriers Homogeneous - Downward sloping
2) High barriers Differentiated Downward sloping
3) Low barriers Homogeneous Horizontal line
@) Low barriers Differentiated Downward slopping
®)) High barriers Unique Horizontal line

A perfectly competitive firm will earn zero economic profit in the short-run when
(1) price equals marginal cost. '

(2) total revenue equals total variable cost.

(3) marginal cost equals average variable cost.

(4) marginal revenue equals average fixed cost.

(5) price equals average total cost.

[see page four
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17.

18.

19.

20.

21.

22.

23.

A firm facing diseconomics of scale will experience

(1) a rising marginal cost in the short-run.

(2) a rising long-Tun average total cost as output increases.

(3) a decreasing average total cost in the long-run.

(4) a an increase in output greater than the increase in inputs.

(5) a constant long-run average total cost regardless of output level.

The table shows the firm’s total cost and marginal cost at different levels of output.

Output Level Total Cost (Rs.) | Marginal Cost (Rs.)
1 250 50
2 295 45
3 330 35
4 375 45
5 425 50
What is the average fixed cost for producing 5 units of output?
(1) Rs. 300 (2) Rs. 200 (3) Rs. 150 (4) Rs. 60 (5) Rs. 40

According to the value added method, Gross Domestic Product is calculated by
(1) subtracting the value of intermediate goods from the value of output.

(2) adding the value of all final goods and services produced. "
(3) adding the total income generated in an economy.

(4) adding the value of all intermediate goods used in production.

(5) subtracting the value of imports from the total value of output.

The informal economy refers to

(1) activities that are illegal and hidden from the government.

(2) economic activities that are not monitored or regulated by the government.

(3) all economic activities conducted by small businesses.

(4) economic transactions that occur among large corporations and non-profit making institutions.
(5) the subsistence agricultural sector of the economy.

An economy where Gross National Disposable Income is higher than Gross National Income,
reflects that

(1) the country is experiencing a trade deficit.

(2) the country is experiencing a trade surplus.

(3) the country’s domestic production exceeds its consumption.

(4) the country is saving more than it is investing.

(5) the country’s net foreign transfers are positive.

Selected national income accounting data for a hypothetical economy are given below. (Figures
are in Rs. billion.)

Item Value ) Item Value
Compensation of employees 600 | Other taxes less subsidies on production 50
Gross operating surplus 800 | Net primary income from rest of the world | —20-
Gross mixed income 850 | Taxes less subsidies on products and services | 120
Consumption of fixed capital 150 : '

What are the values of Gross Domestic Product and Gross National Income?

Gross Domestic Product | Gross National Income
(D) 2 420 . 2 400
2) 2270 2250
3) 2 420 ] © 2440
“4) 2570 « 2550
5) 2250 2230

In a closed economy with no government, an increase in investment of Rs. 200 million results in
an increase in consumption of Rs. 800 million. What is the marginal propensity to consumption
in this economy? : -

1”02 2) 025 3) 0.75 4 0.8 5) 09

[see page five
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24.

25.

26.

27.

28.

29.

The diagram shows an aggregate demand curve (AD).  Price level A -
What is measured on the horizontal axis?
(1) Nominal national income

(2) Nominal national output

(3) Nominal disposable income

(4) Real gross domestic product

(5) Potential level of output

~AD
0 : —>»-X

Assume that the economy is in equilibrium at the intersection of the aggregate demand and
aggregate supply curves. If there is an increase in government spending with no corresponding
increase in taxes, what is the most likely short-run effect?

(1) The aggregate demand curve will shift to the left, increasing unemployment.

(2) The aggregate demand curve will shift to the right leading to higher output and higher

employment. B
(3) The aggregate demand curve will not change but the aggregate supply curve will shift to
the left.
(4) The aggregate demand curve will shift to the right leading to lower output and lower
employment. o

(5) The aggregate demand curve will shift to the left leading to a lower price level.

Suppose a businessman withdraws Rs. 50 000 from his safe and deposits the money in a commercial
bank. If the bank holds no excess reserves and the statutory reserve requirement is 10%, how
will this deposit increase bank’s required reserves and the bank’s lending ability?

Required Reserves (Rs.) | Lending Ability (Rs.)
D 50 000 40 000
) 50 000 50 000
3) 40 000 5000
@ 5000 45 000
5) 5000 500 000

Which of the following statements best distinguishes between demand-pull and cost-push inflation?

(1) Demand-pull inflation is caused by excessive supply, while cost-push inflation is caused by
excessive demand.

(2) Demand-pull inflation occurs when aggregate supply increases, while cost-push inflation occurs
when aggregate demand decreases.

(3) Demand-pull inflation is caused by increase in wage rates, while cost-push inflation is caused
by excessive expansion in money supply. _

(4) Demand-pull inflation is driven by increases in aggregate demand, while cost-push inflation
is driven by increases in the cost of production.

(5) 'Demand-pull inflation results in higher employment, while cost-push inflation results in lower
employment. ‘ : '

High powered money includes ;

(1) time deposits held by the public at commercial banks.

(2) savings deposits held by the public at licensed banks and finance companies.

(3) currency held by public and reserves of commercial banks.

(4) loans issued by commercial banks.

(5)- foreign assets held by the Central Bank.

Select the statement best explains the relationship between interest rates and the speculative demand
for money. ﬂ ’ )
(1) 'The speculative demand for monéy is independent of interest rates.

(2) The speculative demand for money is directly proportional to interest rates.
(3) The speculative demand for money increases as interest rates rise.

(4) The speculative demand for money decreases as interest rates rise. ‘

(5) The speculative demand for money is infinite at higher interest rates.

. J
[see page six
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30.

31.

32.

33.

34.

35.

36.

37.

The new Central Bank Act of 2023 has debarred the Central Bank of Sri Lanka from
(1) printing money. '

(2) granting direct or indirect credit to the government.

(3) playing the role as the banker to the government.

(4) conducting its open market operations as a monetary policy instrument.

(5) intervening to the foreign exchange market.

In the context of public goods, ‘non-rivalrous consumption’ means

(1) the good can be consumed by one individual without reducing the amount available for others.
(2) the good cannot be provided to individuals who do not pay for it.

(3) the people who do not pay cannot be excluded from the consumption.

(4) the consumption of a public good by one individual reduces the availability of that good for others.
(5) public goods can be consumed only by those who have paid for them. )

A main feature of a regressive tax can be stated as :

(1) low income earners pay a higher proportion of their income in tax than high income earners.
(2) marginal tax rates exceed average tax rates.

(3) the cost of collecting the tax exceeds the revenue raised.

(4) the marginal rate of tax is higher for high income earners than for low income earners.
(5) the tax rate increases as income increases.

What is the most accurate statement about the impact of transfer payments on fiscal policy?

(1) Transfer payments directly affect aggregate demand by increasing government expendifure.

(2) Transfer payments do not affect the budget deficit as they are not part of government expenditure.

(3) Transfer payments increase government spending without directly contributing to the production
of goods or services.

(4) Transfer payments encourage economic growth by stimulating investment.

(5) Transfer payments can influence aggregate demand by reducing the disposable income of
households.

The main contributors to significant rise in tax revenue in Sri Lanka after the year 2022 were
(1) income taxes, import duties and economic service charge.

(2) special commodity levy, income taxes and value added tax.

(3) income taxes, value added tax and excise duties.

(4) taxes on foreign trade, value added tax and special commodity levy.

(5) ports and airports development levy, nation building tax and value added tax.

In the context of International Monetary Fund’s debt restructuring process, what is meant by ‘Debt
Sustainability Analysis’ (DSA)?

(1) An analysis to determine the amount of debt a country can sustain without defaulting

(2) An assessment of a country’s ability to meet its current foreign debt obligation

(3) A method to decrease the interest payments on existing debt

(4) An analysis of the long-term ability of a country to service its debt

(5) An analysis of full repayment of all outstanding debt within five years

A country has comparative advantage in producing a good if

(1) it has the lowest opportunity cost for producing that good.

(2) it produces more of that good than any other country.

(3) it can be sold at a higher price.

(4) it produces the good with the highest profit margin.

(5) a country can produce a good using fewer resources than another country.

Consider a domestic industry where the value of imported inputs is Rs. 5000, and the value of
the final product is Rs. 10 000. If the tariff on the final product is 25% and the tariff on imported
inputs is 20%, what is the rate of effective protection?

Q) *5% 2) 15% 3) 25% 4) 30% 5) 325%

[see page seven
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38.

39.

40.

41.

42,

43.

44,

What is the newest bilateral free trade agreement signed by Sri Lanka?
(1) Singapore - Sri Lanka Free Trade Agreement ' )
(2) China - Sri Lanka Free Trade Agreement

(3) India- Sri Lanka Comprehensive Economic Partnership Agreement
(4) Bangladesh - Sri Lanka Free Trade Agreement

(5) Thailand - Sri Lanka Free Trade Agreement

Table below shows some data pertaining to balance of payments of a hypothetical economy.

Item Value (Rs. billion)
Trade balance 120.1
Services balance 29.3
Primary income balance —-2538
Secondary income balance 11.5
Capital account balance =35.1
Financial account balance -112.6
Net errors and omissions 12.6

What is the balance of the current account of the balance of payments? L

(1) Rs. 1494 billion (2) Rs. 135.1 billion (3) Rs. 100 billion
(4) Rs. —12.6 billion (5) Rs. —135.1 billion '

Which of the following scenarios will satisfy the Marshall-Lerner condition?

(1) The price elasticity of demand for exports is 0.5 and the price elasticity of demand for imports is 0.3
(2) The price elasticity of demand for exports is 0.8 and the price elasticity of demand for imports is 0.6
(3) The price elasticity of demand for exports is 0.2 and the price elasticity of demand for imports is 0.4
(4) The price elasticity of demand for exports is 0.7 and the price elasticity of demand for imports is 0.2
(5) The price elasticity of demand for exports is 0.8 and the price elasticity of demand for imports is 0.2

If a country’s effective real exchange rate depreciates, this suggests that
(1) the country’s exports have become cheaper relative to foreign goods.

(2) the inflation rate in the country has significantly increased.

(3) the country’s nominal exchange rate has increased holding inflation constant.
(4) the country’s currency has appreciated against a basket of other currencies.
(3) a rise in domestic prices while nominal exchange rates remain constant.

What is a central bank swap arrangement?

(1) An arrangement between central banks to exchange goods and services

(2) A bilateral agreement between central banks to exchange currencies to stabilize exchange
rates or provide liquidity : '

(3) A mechanism to regulate interest rates between countries

(4) A tool to directly influence a country’s stock market .

(5) An agreement between central banks to sell and purchase government bonds in foreign
currencies

Which factor is most likely to cause an improvement in a country’s Human Development Index
despite a stagnation in economic growth?

(I) Increased life expectancy (2) Decreased income inequality
(3) Growth in the informal economy (4) Reduction in child mortality rate
(5) Increased access to clean drinking water

The ‘middle income trap’ refers to a situation where
(1) a country cannot escape poverty and unemployment.
(2) a country faces inflationary pressure as it transitions to middle-income status.

(3) a country struggles to grow after reaching middle-income levels, failing to tramsition to
high-income status. :

(4) the lack of skilled labour hinders progress to a high-income status.
(5) “economic growth is limited due to low levels of foreign direct investment and high infiation.

[see page eigh£
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45.

46.

47.

48.

49.

50.

Table below shows some selected socio-economic data for a country for two fime periods.

Year Nominal GDP | Literacy | Mortality Rate per | General Price
(Rs. billion) Level (%) | 1,000 Population Level
2010 75 82 78 7 125
2020 120 97 | 52 150

Which of the following statements on the socio-economic status of this economy for the penod
2010-2020 is consistent with the data presented in the table?

(1) An increase in real GDP and improved living standards
(2) An increase in real GDP and decline in living standards
(3) A decrease in real GDP and decline in living standards
(4) A decrease in real GDP and improved living standards

(5) A decrease in real GDP and improved human development

The old-age dependency ratio specifically refers to the ratio of

(1) individuals aged 65 and above to the working-age population.
(2) individuals aged 60 and above to the total population.

(3). individuals aged 60 and above to the population aged 15 -59.
(4) individuals aged O - 14 to the elderly population.

(5) individuals aged. 15 - 64 to the total population.

Which of the following countries is most likely to have a high Gini Coefﬁcient? ‘

(1) A country with universal free health care and education o
(2) A country experiencing positive economic growth with low level of unemployment
(3) A country with a progressive tax system and extensive redistribution policies

(4) A country with bottom 10% of income earners hold 9% of the total income

(5) A country with a large informal sector and minimum social safety nets

What is the significance of the Colombo Port City Project for Sri Lanka’s economy?
(1) It is a major initiative to attract foreign investment and trade..

(2) It aims to develop a shipyard for container handling.

(3) It focuses on increasing domestic production.

(4) It focuses exclusively on creating jobs in Colombo city.

(5) It prioritizes development in Sri Lanka’s tourism sector over other industries.

A major trigger for Sri Lanka’s economic crisis in the year 2022 was
(1) a significant decline in remittances from migrant workers.

(2) excessive appreciation of the Sri Lankan rupee.

(3) a sharp increase in global oil prices.

(4) a decrease in the production of chemical fertilizer.

(5) -an unsustainable accumulation of foreign debt.

The IMF’s Extended Fund Facility (EFF) to Sri Lanka in the year 2023 is primarily aimed at
(1) reducing the country’s inflation rate to below 5%.

(2). restoring macroeconomic stability and debt sustainability.

(3) transforming Sri Lanka towards high income country' status in 2048.

(4) supporting a fixed exchange rate regime.

(5) privatization of State Owned Enterprises (SOEs):
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Use additional reading time to go through the question paper, select the questions you will answer and
\ decide which of them you will prioritise. )}
' . — )
Instructions: )
* Answer five questions only, selecting minimum of two questions from Sub section ‘A’ and
two questions from Sub section ‘B’.
% Graph papers will be provided. )
Sub section ‘A’
(Select minimum of two questions from this section.)
1. (i) Define economic resources and free resources providing two examples of each

2.

category. ~ (04 marks)
(i1) Explain the main differences between ‘labour’ and ‘entrepréneurshjp’. (03 marks)
(iii) Under what conditions would the production possibilities curve be a straight line? (03 marks)

(iv) Compare the role of government in a command economic system and a market
economic system. ' (04 marks)

(v) Explain how market, command and mixed economic systems solve the problem
of scarcity and evaluate the effectiveness of those approaches. " (06 marks)

(i) Using diagrams, explain how market demand curve is derived from individual
demand curves. (04 marks)

(ii)°What is meant by price elasticity of demand? How does it affect total revenue? (03 marks)

(iii) State three government policy tools which can influence the market supply cﬁrve

of a commodity. , ‘ (03 marks)
(iv) Define the concept of market equilibrium and explain the forces that drive a
market disequilibrium towards an equilibrium. : (04 marks)
(v) (a) Define consumer surplus and producer surplus. © (02 marks)
(b) Using diagrams, explain how the price elasticity of demand affects consumer
surplus. - 4 . | (04 marks)

[See page two



(iii) State whether the following statements are true or faise and explain the reasons

for your answer.

(a) The production of goods for own consumption such as subsistence farming
is included within the production boundary. :

(b) The ‘rest of the world’ is considered as an institutional unit in the System
of National Accounts. ,

(¢) Vehicle registration fees paid by business firms are part of ‘other taxes on
production’.

(d) Barter transactions are not included in the production boundary because no
money is exchanged.

(¢) ‘Taxes on product’ only apply to taxes directly imposed on the quantity of

e = — -
AL/2024/21/E-11 "2-
3. (i) Distinguish between a specific tax and an ad-valorem tax. (02 marks) |
(ii) Using diagrams, show the deadwelght loss created by a subSIdy and a tax in a :
free market. A (04 marks) |
(iii) Analyse the impact of maximum price ceilings on consumer surplus, producer
surplus, and overall economic welfare. (06 marks)
(iv) Suppose the market demand function for fresh milk is Qp = 280 - 2P and the
market supply function is Qg = -220 + 3P. (Quantities are in million litres and
prices are in rupees.)
~(a) What are the equilibrium price and the quantity? (02 marks)
(b) Now suppose a subsidy of Rs. 10 is given to the dairy farmers for each
- litre of fresh milk they produce. What are the new equilibrium price and ' :
the quantlty'? : (04 marks)
(¢) Do dairy farmers receive total subsidy under thls situation? I not, What
percentage of the subsidy do dairy farmers actually receive? ~ (02 marks)
4. (i) Define the Law of Diminishing Marginal Returns in the context of a short-run
production function. (02 marks)
(ii) How does a firm determine its profit-maximizing level of output in the short-tun
production process? (03 marks)
(iti) During a production period, a firm earns Rs. 200,000 in total revenue and incurs
Rs. 150,000 in explicit costs. The firm's implicit costs including the opportunity
cost of the owner's capital and labour amount to Rs. 70,000.
Calculate the firm's accounting profit and economic ‘profit. (04 marks)
(iv) Explain how a shift in the firm's cost structure such as an increase in the cost
of raw materials would affect the firm's short-run supply curve and the overall
industry supply curve. Use appropriate diagrams to support your explanation. (05 marks)
(v) A perfectly competitive firm sells its output at a market price of Rs. 120 per
unit. The firm's average fixed cost is Rs. 20 and the average variable cost is
Rs. 80, when 60 units are produced.
(a) Calculate the firm's total revenue, total cost and economic profit or loss at
this level of output. (04 marks)
(b) Calculate the producer surplus at that level of output. (02 marks)
S. (i) Name the leakages in the circular flow of income model for an open economy. (03 marks)
(i1) What activities are excluded within the production boundary in the System of
National Acecounts? (03 marks)

goods produced. (01 x 5 = 05 marks)

[See page three
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(iv) Consider a closed economy where the autonomous consumption is Rs. 200 billion,
the marginal propensity to consume is 80% of disposable income and investment
is Rs.500 billion. Further the Government spending is Rs.300 billion and
autonomous taxes are Rs. 200 billion.

Calculate the equilibrium level of national income of this economy. (04 marks)
(v) (a) Define ‘recessionary gap’ and illustrate it in an aggregate demand-supply
model. (03 marks)
(b) What policy recommendations would you suggest to bring an economy _
towards full employment level by eliminating a recessionary gap? (02 marks)
Sub section ‘B’
(Select minimum of two questions from this section.)
6. (i) Name three money aggregates widely used in the context of Sri Lanka's
monetary policy. (03 marks)
(ii) What factors have contributed Sri Lanka's inflation to be contained at single—digit
level since the end of 2023 from its peak levels of around 70% recorded in
September 20227 (04 marks)
(iii) Explain why policymakers focus on core inflation rather than headline mﬂatmn
in setting monetary policy. "~ (04 marks)
(iv) What would be the impact of an increase in the statutory reserve ratio on the
money supply and the banking system's ability to create money? (04 marks)
(v) Explain the concept of interest rate corridor and analyse its role in monetary
policy in-Sri Lanka. : (05 marks)
7. (i) Define ‘common property resources’ and distinguish them from public goods. (04 marks)
(ii) Name three sources of multilateral lending to Sri Lanka. (03 marks)
(iii) Explain how market failure and government failure can lead to inefficiency in ,
the allocation of resources of a country. (05 marks)
(iv) The table below shows some selected public finance data for a hypothetlcal
economy in year 2022. ‘
Ttem Value Ttem Value
, (Rs. biltion) - (Rs. billion)
Tax Revenue 1 800 Current Transfers and Subsidies 800
Non Tax Revenue 250 Capital Expenditure 1 000
Grants 50 Net Lending 200
Expenditure on Goods and 1200 Amortization Payments 1 400
Services
Interest Payments 1500

Calculate the following pertaining to the government budget using the above
information.

(a) Current account balance
(b) Primary account balance
Ac) Overall balance

(d) Gross financing needs

(02x4=(3ﬂ9i

[See poge fou
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8. (i) Suppose country A can produce 10 units of textiles or 5 pairs of shoes with
one unit of labour, while country B can produce 15 units of textiles or 10 pairs
of shoes with one unit of labour.
(a) Explain which country has a comparative advantage in the productibn of
each good. ' . (04 marks)
(b) Determine the range of possible terms of trade between textiles and shoes -
for a mutually beneficial trade to occur. (02 marks)

(i) What are the main causes of persistent trade deficit Sri Lanka has faced after

19777 (04 marks)
(iii) What measures can be taken to enhance Sri Lanka's export competitiveness in
the global market? (04 marks)

(iv) What are the main macroeconomic effects associated with a depreciation of the
external value of the currency? . (06 marks)

9. (i) (a) Explain briefly how Gross National Income per capita is used as a ineasure
of development. , (02 marks)
(b) What are its limitations as a measure of development? (03 marks)

(ii) Outline the main causes of rapid increase in poverty level of Sri Lanka in the 4
recent years. (04 marks)

(iii) How do poor governance and corruption influence economic development process?

\

| (05 marks)

| (iv) What challenges does the demographic transition has posed for the labour market

| and public finances in Sri Lanka? (06 marks)

\ 10. (i) State briefly the key factors that have contributed to the economic crisis Sti

l Lanka is experiencing at present. ' (04 marks)

Iv (ii) What role are the international financial institutions playing in supporting

1 Sri Lanka during the current economic crisis? (04 marks)

(iii) What key challenges must be addressed to achieve economic recovery and -

sustainable growth in Sri Lanka over the next five-year period? (06 marks)

‘ (iv) How can the improvement of digital infrastructure promote economic growth,

| economic efficiency and global competitiveness of Sri Lanka? (06 marks)
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Common Techmques of Markmg Anser Scripts

- Ttis compulsory to adhere to the following standard method in marking anser scripts and entering

marks into the mark sheets.

1.

Use ared color ball point pen for markmg (Only Chxef/Addﬂmnal Chief Examiner may use a
mauve color pen.)

Note down Examiner's Code Number and initials on the front page of each anser script.

Write off an y numerals written wrong with a clear single line and authenticate the alterations
with Examiner's initials.

Write down marks of each subsection in a A and write the final marks of each question asa-
retional number in a [ with the questlon number Use the column asmgned for Examiners to
write down marks. TS i PR TR Bt e ‘

Example: Question No. 03

(1) 7 et s
.................................................................... Y
eetesneenasassrresesssatserneacatsansotaivaseonaneevtoTatesedrToreaNs

(I)  vovecrercrereresri s
..................................................................... +
.....................................................................

1) OO OO OUO TP EUPIURP S TP OR
..................................................................... N 5

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

MCQ answer scripts : (Template)

ok

. Marking templets for G.C.E. (A/L) and GIT examination will be provided by the Department .

of Examinations itself. Marking examiners bear the responsibility of using correctly prepared
and certified templates.

Then, check the answer scripts carefully. If there are more than one or no answers Marked toa
certain question write off the options with a line. Sometimes candidates may Have erased an
option marked previously and selected another option. In such occasions, if the erasure isnot
clear write off those options too.

Place the template on the answer script correctly. Mark the right answers witha'v" andthe
wrong ansers with a 'X' against the options column. Write down the number of correct
answers inside the cage given under each column. Then, and those numbers and write the
number of correct answers in the relevant cage.
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Structured essay type and assay type answer scripts :

1.

Cross off any pages left blank by candidates. Underline wrong or unsuitable answers. Show
arcas where marks can be offered with check marks.

Use the right margin of the overland paper to write down the marks.

: Write down the marks given f or each question against the question number in the relevant

cage on the front page in two digits. Selection of questions should be in accordance with the
instructions given in the question paper. Mark all answers and transfer the marks to the front
page, and write off answers with lower marks if extra questions have been answered against
instructions.

Add the total carefully and write in the relevant cage on the front page. Turn pages of answer
script and add all the marks given for all answers again. Check whether that total tallies with
the total marks written on the front page. SRR

Preparation of Mark Sheets.

Except for the subjects with a single quesﬁon paper, final marks t{) two papers will not be

calculated within the evaluation board this time. Therefore, add separate mark sheets for each of

the question paper. Write paper 01 marks in the paper 01 column of the mark sheet and write them

inwords too. Write paper Il Marks in the paper Il Column and wright the relevant details.

dkk
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STRUCTURE OF QUESTION PAPERS

Par :rm’i ~§}2 Fimzm , ' : : -
There are 50 mﬁim lo-choloe questions and each question hias

" optiorsm)  answers. Al guestions are compulsory. Bach  correct
answer s given 01 mark and the total marks will be 50. *

i3 Hmzfs

This paper consisis of two ‘an*SfSile}r‘%ﬁ_

Sub-gection A — 3 sirociured type {gﬁ%ﬁtém}i‘

Sub-section B - 3 structured type quwtmm . .
Answer five questions only, selecting minimum of two qumﬂﬁ%
fromn each sub-section. E{.Qﬁ question has 20 marks and ﬂ‘iﬁ mml

- marks will be 104,

Paper il . -

Calculation of the final mark = Paperi{ 50
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Fconomic resources are thssa that are hmﬁad in suwiv and reqmre human eﬁ:@rt or
capﬁial i:Q obtain or pméuce

These Tesources have an eppmﬁmﬁy cost assoclated wﬁh %:hen‘ use, as th@ﬂ‘ Qu*f}ply is

fmﬁere?atwsmthedemaﬂdfﬂrthem.; SRR - (@Emark} B
Examples: I T e
1.0l 2.Labor 3.Timber A ‘(@'gmrm

Free resources are those that are abuﬁéam in namm zmd available without the need
significant hurman effort or cost.

They are typically not owned or traded in markets because their supply exceeds

demand at a zero price. {01 mark)
- Examples include:
. 1.Air 2. Sunlight 3. Gravity {01 mark)
{Total marks 04
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. (}1)7 -

(i) -

Labour refers to the physzcal aﬂd mental effort provzded by mdlwduals in the

i preductzoﬁ process.

Entrepreneursmp is the mmatwe taken by an mdwidua} or ‘a group to erganize,

 manage, and assume ‘the nsks of a busmess Emzepreneurs coordmate the other

Y ! (3
- products, services, dproc es, creating employmen oppeftunme and fostering

factors of pmducnon (land, labour, and capital) to pmduce goods orservices.

Labourers generally have limited responsibility in decision-making and risk-bearing
within a business. They work under the dﬂeci}oz} of managers or entrepreneurs and
are usually compensated Wzth fixed wages or salanes - ‘

Entrepreﬂeurs assume a high level of risk in excbaﬁge for po’{ennai profits. They

" make sirategic decmons mvest capltal and bear the ﬁnancml rlsks if the business

fails.

. The reward for labour is Wages or salaries, paid for the time and effort contributed.

"‘he reward for entrepr eneurs}np is proﬁt, Whl 1s ﬁle res;daax mwme afterall costs

have beenpaid.

Labour ‘may require specific skills or qualifications, but Wo;kéfs are usually trained
for repetitive tasks and may follow established procedures.

Entrepreneurship involves creativity, mnovatzon and nsk—talqﬁg Entrepreneurs are
often visionaries who seek to create new pmumts or hupmve exzstmg processes to

gaina comnetltwe advantage.

Labour is generally motivated by job security, wages, and benefits.
Entrepreneurs are often driven by proﬁt potential, autonemy, ami a desire to innovate

‘or create somethmg umque

Labour contributes to economic growth by gcmdmv the Wgrkferce needed for

production, enabling businesses to function.

E‘ Todwe A PPN o4
x_liu.u.ffh cneursip coninbuies Snzuu‘:C_

: s nut‘! >
«

- competitive markets.

(01 mark each for 3ny three main dxfferences, Total marks 03)

‘Constant Gpportumty Cost When tne oppertumty cost is constant it means that for

each addztlonal unit af one geed produced a ﬁxed amoum of the other good is

o sacnﬁced T . L (01 mark)

Perfect Substitutabihty of Resources If resources used in producﬁen (such as labor,
capital, and materials) are equally efficient in producing both goods, then shifting

resources from one good to the other does not change the opportunity cost.
' {01 mark)
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quality, and productivity for the production of both grciods), the opportunity cost

retums thatusually cause the PPC to bow outwardina more reahstzc setting.

Homogeneous Resources: If all resources are homogeneous (i.¢., identical in
remains constant as production shifts. This bomegéneity climinates the diminishing

(01 mark)
(Total marks 03)

Control over Resources and Prod&ctmn Deczslons

In a command economy, the ‘government has full control over resources and
production decisions, It decides what goods and services are produced, how they are
produced, and who receives them. This central planmng approach aims to meet
national goals rather than respond to individual preferences. '

In a market economy, the government | generally has a limited role in production

decisions. Resources are allocated based on supply and demand, and businesses make

production decisions independently to maximize profit. The government intervenes
only in cases where markets fail or in sectors deemed essential, like defense or
infrastructure. ' ’

Ownershlp of Reseurces ,
In a command economy the govemmeni: typxcaﬁy owns most if not all, means of
production, such as factories, land, and capital. There is little to no private ownership,

and individual entrepreneurship is oftenrestricted or regulated.

Tn a market economy, most resources are privately owned. Individuals and businesses
have the freedom to own, buy, and sell property - ‘

Economic Goals and Objectives , . o

In a Command Economy, the government sets and prioritizes national economic
goals, such as full employment, price stability, or equitable income distribution.
Economic plans are often long-term, focused on achieving social welfare objectives
rather than individual profitmotives.

In a market economy, economic goals are lazgeiy determined by individuals and
businesses pursuing their own interests, which coﬂectlvesy drive economic growth,
efficiency, and innovation. The government's role is typlcaﬂy to ensure a stable
environment, such as enforcing laws, protecting property rights and provision of
public goods.

Pricing Mechanism . i V
In a command economy, prices are set by the government rather than by market

21 - Economics (Marking Scheme) / G.C.E. (A/L) Examination - 2024 /Amendments fo be included
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forces. In a market economy, Prices are determined by supply and demand, providing
signals for producers and consumers to make ,eicqnemic decisions, The government

- generally does not interferé with pricing, except i specific cases like regulating

monopolies or setting minimum wage laws.

Income Distribution . 2
In a command economy, income distribution is usuaﬂy more controiled by the

- government, aiming to reduce economic inequality. Wages, prices, and social benefits

are often set by the government to ensure a more equitable distribution.

Tn 2 market economy, income distribution is generally left to market forces, resulting
in a more unequal distribution based on factors like skills, productivity, and
investment. The government may intervene through progressive taxation, welfare
programs, or subsidies to reduce inequality. ~

Rolein Innovatlon and Investment L g
Ina command economy, investment and mnovatlen are- ;;ianned by the government,
which may allocate funds to specific industries or technologies based on national
priorities. In a market economy, innovation and investment are driven by private
businesses and entrepreneurs who seek profit. ,

{01 mark each for any four compansons, Total marks 04)

(v) Marketeconomy:

Approachto scarcity: ' . BRI

Tn a market economy, scarcity is managed primarily through the price mechanism.
Resources are allocated based on supply and demand, where prices serve as signals.

- When aresource or good is scarce, its price rises, which discourages consumption and

uncuufages producers to increase supply. Conversely, if there is an abundance of a
resource, its price ;ails making it less attractive for production but more accessible to

- consumers. : ) ﬂll mar K}

 Effectiveness:

Advantages: The market economy is highly efficient at responding to changes in
supply and demand. The price mechanism ensures that resources are allocated to their
most valued uses, as consumers are willing to pay more fer items they value highly,
and producers respond accordmgly ) S

- Limitations: A pure market system may not ‘address “scarcity in essential goods

equitably. Those with higher i incomes have greater access to scarce resources, while

those with lower incomes may be excluded. -
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Market economies may also underprovide public goods (like cleanair) or struggle to
" address externalities (such as poﬂunon) which can exacerbate scarcity of clean

TESources. (01 mark)

Command Economy:

Approach to Scarcity: In a command economy, the government centrally plans and

controls resource allocation. Planners decide which goods and services should be

produced, in what quantities, and at what prices.

The government aims to allocate resources in a way that meets national priorities

and social needs, rather than relymg on individual demand or market signals.
‘ V (01 mark)

- Effectiveness:

Advantages: Command economies can theeretlcaﬂy ensure that basic needs are met
and resources are distributed more equally. By planning production and distribution,
the government can focus resources on key industries and allocate resources to
provide essential goéds and services to everyone, regardless of individual income
levels.

Limitations: Command economies often struggle with inefficiency, as central
planning cannot match the dynamic responsiveness of a market system.

Decisions may be made without regard to actual consumer preferences, leading to

shortages (when planners underestimate demand) or surpluses (when they

overestimate demand). This rigidity can result in persistent scarcity of some goods,

while others may overproduced, wasting valuableresources. (01 mark)

ixed Economy:

Approach to Scarcity: A mixed economy combines elements of both market and

command systems to address scarcity. The government intervenes in the market

primarily to provide essential goods and services, regulate cerfain indusiries, and
ensure equitable access to scarce resources. The private sector, guided by the price

mechanism, handles other areas where efficiency and consumer choice are more
important.. (01 mark)
Effectiveness:

Advantages: Mixed economies beneﬁt from the flexibility and efficiency of the
market system while allowing government intervention to correct market failures and
ensure more equitable distribution. Public goods and services, such as healthcare,
education, and environmental protection, are often provided by the government to
address scarcity in areas where the market might fail. This system can balance

efficiency with social equity.
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- Limitations: Mixed economies can be complex and may face challenges in striking
- the right balance between government intervention and market freedom. Too much
mtervention can stifle innovation and eﬁimeﬁcy, Whﬁe too h‘ﬂe can result in

inequality and unmet needs. ' S s T (01 mark)
: = (Total marks 06)

*’jzf;;gi:;.—}i’:;.s; maﬁ:é? demiand curve is dx,mui igrzm rachiyithoal - -

gmw ei‘aem 37 fix iwmd” H‘sw d{l‘fﬁa it aii@a,t E{s&i}

O merks)

M ks
. SO {02 marksy
ty*of demang affects oombmer

2,(@) . ~ Market demand is the total quantity of a good that-all consumers in the market are
willing and able to purchase at various prices. It is derived by horizontally summing
the individual demand curves. The graph would show individual demand curves
being summed horizontally to create the market demand curve, which reflects the
aggregate quantity demanded ateach pricelevel. ~ - - o . (02marks)

_Consider amarket consisting of two consumers AandB. ~

“pA . PA PA ~Total Market .
) A B Demand Curves
) M
PN p P
N N, N
a N - Dus
v AO Q.Q.. a 0 Q: . ng . 6 ;'0, ) . Q;A’*’Qm Qi&szB a

~ Atprice P, above, consumer A demands Q,,, consumer B demands quantity Q,,, and

total market demand at that price is (Q,, + Q,3), At price P,, consumer A demands Q,,,

-and consumer B demands quantity Q,; and total market demand -at that price is

(Q,,+Q,). D, pisthetotal market demand curve. - - -~ ¢ (02 marks)

{Total marks 04)

(ii). - Price Elasticity of Demand (PED) measures how responsive the quantity demanded
of good or service is to changes in its price. Mathematically, it is calculated as:
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(i)

(i)

3
S

‘PED = ZeChangein Quantity Demanded o
% Change in Price R : - {01 mark)

Effect on Total Revenue:

Elastic Demand (PED>1):

When demand is elastic, a decrease in price leads to a proportionally larger increase in
quantity demanded, causing total revenueto increase. Conversely, an increase in price
causes total revenue to decrease. : - - (01mark)

 Inelastic Demand (PED< 1}

When demand is melastm a price increase leads to a smaller decrease in quantity
demanded, causing total revenue to increase. A price decrease in this case would result

inlowerfotalrevenue. e o (01 mark)
(Total marks 04)

Subsidies: A subsidy is a financial assistance provided by the government to producers
toreduce production costs.

Taxes (Indirect Taxes): Taxes such as excise duties or value-added tax (VAT) imposed
on the production or sale of a commodity. '

Regulations and Standards: Government regulations related to production processes,
safety standards, or environmental laws that producers mustcomply with.

Government Production and Stockpiling Policies: Governments may directly
influence the market supply of certain commodities by either producing the goods
themseives (in the case of state-owned enterprises) or by releasing stockpiles of
essential commodities (like oil reserves) to stabilize supply in the market.

(01 mark each for any three policy tools; Total marks 03)

Market equilibrivm refers to a situation where the quanti{y of a good or service
demanded by consumers equals the quantity supplied by producers at a particular

price. : - S © {01 mark)

At this point, the market is in balance, and there is no tendency for the price to change,
asbothbuyers and sellers are satisfied. - R (01 mark)

The Forces Driving the Market Toward Equilibrium: The market moves towards
equilibrium through the interaction of demand and supply, and the resulting forces of
excess supply (surplus) and excess demand (shortage).
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- Excess supply occurs when the price of a good is abave the equﬂlbnum price, Ieadmg

to the quantity supplied being greater than the quantity demanded.-Producers are lefl
with unsold goods, creating downward pressure on the price. To clear the surplus,
sellers will lower prices, causing an increase in the quantity deranded.

(01 mark)

Excess demand occurs when the price of a good is below the equilibrium price,
leading tothe quantity demanded being greater than the quantity supplied. Consumers
compete for the limited supply, creating upward pressure on the price. Sellers will
raise prices, cansing a decrease in quantity demanded (as the good becomes more
expensive). An increase in quantity supplied (as higher prices incentivize producers -
to supply more). This process continues until the market pﬁce rises to the equi 13:3rium '
level, eliminating the shortage. : ] mark)

- (Total marks 04)

(v}(a)- Consumer surplus is the &ﬁ@‘”@ﬁ(‘m between the maxmum price a consumer is mﬁmg

(b

y-

to pay for a good or service and the actual price they pay. o (01 mark)

Producer surplus is the difference between the actual price a producer receives for a
good or service and the minimum price they are willing to accept. {01 mark)

Perfectly Elastic Demand (PED = co): Consumers are infinitely respensive to price

changes, and they buy nothing above a specific price. : '

Consumer surplus is nearly zero because consumers are only willing to purchase at.

one specific price.

Even aslightincrease in price eliminates consumer surplus entirely. {01 mark)
Price 4 g

// D

Perfectly Inelastic Demand (PED = 0): Quantity demanded: does ﬁo{ change

: regardless of price. Cezzsumer surplus is maximized at any price, because consumers

are willing to pay any price fO}: the quantity they demanc’i Price changes only affect the
total expenditure, not the quantity consumed. . e (0lmark)
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Price A D

L

S

0 b Quamity | ' (01 mark)

{Total Marks 04)

3 ()

¥

A specific tax is a fixed amount of tax imposed on each unit of a good or service.

. {21 mark)

- Anad-valorem tax is a percentage ofthe value or price of a good or service,
{61 mark)

. : { Total marks 02)

(i) - Deadweight Loss from a Tax: A tax imposed on a gbod increases its price to
consumers and decreases the price received by *praducersi.’ This causes both
consumers and producers 1o reduce the quantity of the good traded, leading to
inefficiency.

- Before the tax, the market is in equilibrium at price-P1 and quantity Q1, where

demand equals supply. After Tax is Imposed, the price that consumers pay rises to P2,
and the price that producers receive falls to P3. The new quantity iraded in the
marketis reduced to Q2.

™

- The triangle between the otiginal and new quantity Q1 and Q2, bordered by the

- 21 - Economics (Marking Scheme) / G.CE. {AJL) Examination - 2024 /Amendments to be incladed -
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(i) -

demand curve and the supply curve, represents the deadwezght loss (E)WL) duetothe
tax ThlS area reflects the loss N eCONOMmIc weiiare because iewer traﬂsacnons occur
duetothetax o e )

Price 4 S
3 2 % s
_A 8oty

P, ‘ DWL" ‘

P, = B
o 4 | e &

- C D .

Qo D S 7(02 marks)

Deadweight Loss from a Subsidy: A subsidy lowers the price consumers ﬁéy and
mcreases the price pméucers receive, encouraging more productmn and
cansumptwn than the market equilibrium would support, This results in mefﬁczeﬁcy
because the extra consumption and ymducﬁoa are valued less than their cost.

~ Before the subsidy, the market is at equilibrium at price P1 and quantity Q1. After the

%

subsidy is imposed, consumers pay a Iower price P2 and producers receive a higher
price P3 d‘ue to the subsidy. The new quan‘sty traded increases to Q2 above the
ethbrmm quanmy QE The manglﬁ between the @ﬂgmal eth%mm quantzty Q1
and the new quantity QZ bordered by the demand curve and the s&ppf%y curve,

represents the deadweight loss (DWL) of the subsidy. This area reflects the
inefficient overproduction and overconsumption that the subsidy en caumgcs

Price 4
. z
P, = PWL -
R st
R e 02 marks)
iy Quantity (Tﬂtai marks 04)
krspa,c‘e on Consumer Surplus: R

When'a maximum price is set below the equilibrium price, it allows consumers *co
buy the productat a lower price, Which mcreases consu,mer surplus e

However, a price ceiling typically leads to a shortage because the quanﬁty demanded
exceeds the quantity supplied. This means some consumers who would have been
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o wﬂlmsz to pay the eauxhbnum price mmht not be able to obtam the good atall, which
reduces consumer surpius for them. » | (02 marks)

- Impact on Producer Surplus:

- When a maximum price ceiling is imposed below the equilibrium price, it reduces
producer surplus for the following reasons: ' '

- Lower revenue: Producers are forced tosell the product at a lower price than they
would in a free market, which reduces their revenue and profit margins.

- Decreased production: Due to the lower price, producers may reduce the quantity
supplied, either because producing at the ceiling price becomes less profitable or
because it results in losses. This further decreases producer surplus.

- Exit from the market: Some producers may find it unsustainable to Continu‘e
production at the lower price, leading them to exit the market altogether.
{02 marks)

- Impacton Overall Economic Welfare:

- Under normal market conditions, price ceilings may increase consumer surplus as it
allows consumer to buy at a price lower than the equilibrium price. However, the
consumer surplus may fall if demand were sufficiently price inelastic.

- Alowerproducer surplus as the volume of trade contracts atthe low prices.

- Amaximum price ceiling creates inefficiency in the market by preventing the price
from reaching its equilibrium level. The quantity supplied falls, while the quantity
demanded increases, leading to a mismatch between supply and demand. This results
in deadweight loss, which is a loss of total economic welfare. »

- = Theprice ceﬂing typically leads to shortages because :the Quantity demanded exceeds
the quantity supplied. This shortage not only creates a deadweight loss but can also
fead to non-price rationing mechanisms (e.g., long queues, black markets), further

reducing overall welfare. , (02 marks)
o | | .~ (Totalmarks06)
(iv) (a) - Marketequilibrium for freshmilk: Q, = Q;
Q,=280—2P Q, = -220+ 3P
280-2P = -220 +3P - | | ]
500 = 5P Equilibriumprice= Rs.100perlitte (01 mark)
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Ethbrmm quanuty 280-2 (100) = 280-200 = 8() (mﬂhtm htres) (01 mark)

(b) Thenew equﬁibrmm price after the subs;téy of Rs. 10 per litre:
Q = Q - ] o - ;
280 -2P = -220+3(P+10) : (01 mark)
280-2P = -220+3P+30 ' B “
280-2P =-190 +3P

470 = 5P o _ .
94 =P  Newequilibriumprice = Rs. 94perhtre {01 mark)
New equilibrium quantity =280 -2 (94) L
=280- 188 = 92 (million litres) - {02 marks)
{¢) - Dairyfarmers donotreceive the entire subsidy

- - Before the subsidy farmers received Rs 100 per litre
- Afterthe subsidy farmers received Rs 104 (94 + 10) perlitre
- Subsidy per litre is Rs. 10; But farmers receive only Rs. 4 per litre -
~  Percentage ofthe subsidy received by the dairy farmers =4/10 = 40% .
{02 marks)
(Total marks 08)
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4. (i) - The Law of Diminishing Marginal Returns states that, in the short rus, as additional
units of a variable input (such as labor) are added to a fixed input (such as capital or
land), the marginal product of each additional unit of the variable input will eventually
decline, assuming all other factors remain constant (02 marks)

(ii) The profit-maximizing level of output occurs where MR =MC. (01 mark)

[

Marginal Revenue (MR) is the additional revenue a firm earns by selling one more
unit of output. Marginal cost is the additional cost of producing one more unit of
output. The firm will increase production as long as MR exceeds MC, since it adds
more to revenue than to cost. However, if MR is less than MC, producing additional
units would decrease profit, Therefore, the optimal point is where MR =MC. This is
the fundamental condition for profit maximization. (01 mark)

MC must be rising at the profit-maximizing output: It's not enough for MR to equal
MC; marginal cost must be rising, not falling, to ensure that increasing output beyond
this point would result in higher costs than revenues, decreasing profit.
(01 mark)
(Total marks 03}
OR

Total Revenue and Total Cost Approach:
Alternatively, a firm can compare total revenue (TR) and total cost (TC) directly.
Profit iscalculatedas: TR -TC
By comparing TR and TC at different levels of output, the largest positive difference
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between TR and TC can be identified as the profit mamzmg levelof Gutpui
y N {83 mmi&s)
. = Profitmaximizing levelof output can be determined graphically, . -

' TR

One method of finding the profit maximizing output is study the firm's total revenue
and total cost curves and find the output level at which total revenue exceeds total
cost by the largest amount. Bconomic profit is measured by the Ve}:t:iéal distance
between the TR and TC curves. At the output level Q¥ the vertical distance between
TRand TC curvesis atitslargest.
The firm maximizes profit at the output level Whem the vertical dlg'iaﬁﬁﬁ b@i‘Wﬁeﬂ TR
and TC is the greatest. or where the slope of TR equals the slope of TC, which is again
where MR =M, {03 marks}
OR v
The other graphical method of finding profit maximizing Esvei Of output is to use
marginal analysis and compare marginal revenue (MR) with marginal cost (MC).
Profit-maximizing level of output

Price 4
Cost

MC ATC
/ /
e

N f/ e P/MR/D

b Quantity ‘

0 Q* o
As output increases, marginal revenue remains constant but marginal cost changes. If
MR > MC, then the extra revenue from selling one more unit exceeds the exira cost
incurred to produce it. The firm makes an economic profit on the marginal unit, g0 ifs

£%
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economic profit increases if output increases. IF MR <MC, then the extra revenue
from selling one more unit is less than the extra cost incurred to produce it. The firm
incurs an economic loss on the marginal unit, so its economic profit decreases if
output increases: When MR = MC economic profit is maximized. It oecurs at output

level Q*, o : ' {83 marks)
Accounting Profit = Total Revenue—Explicit Costs {01 mark)
= 200,000 -150,000 -
= Rs. 50,000 - - : {01 mark)

EconomicProfit = Totalrevenue—( Explicit Costs ;F'Imgjlicit Costs) {01 mark)
200,000- (150,000 +70,000)

= 200,000 -220,000) o
= Rs.—20,000 {aLoss) ‘ (01 marik)

 {Total marks 04)

(iv) - Effect ontheFirm's Supply Curve:

The firm's supply curve shows the relationship between the price of the good and the
quantity the firm is willing to supply at different prices. An increase in the cost of raw
materials leads to higher production costs (AVC and MC) at every level of output.
Since the firm is now less profitable at each price level, it will reduce the quantity it is
willing to supply at any given price. As aresult, the firmy's supply curve shifts upward
{or to the left) because the firm will only supply the same quantity of goods at a higher
price. | {02 marks)

The industry supply curve is the horizontal sum of all individual firms' supply curves.
If many firms in the industry face the same increase in raw material costs, the
inﬁiﬁéuai‘ﬁxmﬁ’ supply curves will all shift upward or to the left. This will lead to an
overall leftward shift of the industry supply curve, as firms in the industry collectively
reduce their output at each price level. : ' {01 mark)

{02 marlks for the correct diagrams)
{Total marks 05)
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a {b) o Pmducsr sm'plus at the eutput level of 60units:

Depafttmeilt\ofExaminaﬁons-Sri Lanka i 7 Confidential |
v) (a) - Marketpnce perunit: Rs. 12@ R ,

=" TotalRevenue (TR) = Pnce perunit X Quantxty of output 7

- TR=120%60 =Rs.7200 v . (0mark)

- TotalCost(TC): TC:“—TFC+TVC R -
TC=1200+4800= Rs. 6000 : © - (@lmark)

- Economic Profit or Loss:
Profit/L.oss =TR-TC
Profit/Loss = 7200 6000= Rs.1200 ~
'Ihe ﬁrm is eammg an economic profit of Rs. 1200 at this level of s eutput

7 (02 marks)
{Total marks 04)

L 5 Prod&cersurplas '—~Tota1 Revenue— To‘taiVamabie Cﬁst {01 mark)
Tofal Révegﬁe? S = 7200
‘Total Variable Cost = AVCxQ=80%60=4800
Producer Surplus = 7200-4800 =2400 7
g = Rs.2400 {01 mark)
{Total marks §2)
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Taxes {T}
Imports (\Ji}

" (%}i maﬂ;ea@h,?&t&im&ﬂﬁ 03)

G - ﬂn‘r;g‘ 1Dom.

L,..M .c.,«' Ty mie Firre

EUGLB JREE ll,l‘;ll UWR:’
censumptmﬁ {¢.g., cooking, cleaning, ciuld—reanﬁg, carmg for chﬂdreﬂ the sick and
aged, educa‘fmg children, maintenance and *epair “of Gweﬂmgs and dmabies
transpoﬁatmn of hausahoid members etc are excluded ) k.

Housework aﬂd care nf:fa“ ’v’iCSﬁ piuvm&:u sy ﬁi}‘ziSEih@iﬁ me

- V@iun‘;eer Work

Unpaid volunieer services §mvzdsd to non—market msrf;ztufaons (such as charities) or
other households.

- TransferPayments P S : _
Government transfer payments, such as };)eﬂsmns unempieymem be:neﬁts and

social security. .

- Purely Financial Transactions:
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(i) (a) -

® -

Tme

Activities like buying and selling of financial assets (stocks, bonds; etc.) or simple

 transfers of ownership are excluded.

- Marketing of second hand goods

Purely natural production processes without any human involvement or direction.
For example, the unmanaged growth of fish stocks in international waters is not
production.

{01 mark each for any three activities; Total marks 03)

Troe. . o S I R
Subsistence farming is included because it involves the production of goods (such as
crops or livestock) that have market value, even if they are consumed by the

* producer's household and not sold. This is a form of prodictive activity that can be

quantified in monetary ferms. . -

This unif mcerds a} sconomic transa ‘zm;as between res;éems ofa comtry and non-
residents. I includes international trads,” cross-border Imrastments “and income

' flows sent or received from abmad These transactions are critical for calculating the

. Baiaﬁ;e of Payments and GNI in an open gcopomy. L

© -

' T‘m 5

e » Vehicie reg1straﬁon fees §}a3d by busmesses are cms;ade}:ed a:ft @f “cher tixes on
G - pmductmﬁ beeause ﬁless are non-gmdwt—spamﬁc taxes that are incutred during the
Lo - Qrodmuon ;:sm{:ess but are ﬁ@t dﬁwﬁy Eri{s:ed t0 the Gutpszé ﬁSﬁEf

 Barter transactions are {ncluded within the production boundary in national accounts,

despite the absence of monetary exchange. The production boundary includes all
economic activities that result in the production of goods and services, whether they
iﬂ‘ii{}:iVe monetary transactions ornot, )

B aise :

Taxes on pmdw are not solely limited 0 those that are di rectly tzed to ‘c}ae guantity of
goods produced. There are different types of product-related taxes, (excisc tax, sales
tax, value-added tax) and they can be based on various factors, including the price,
value, and specific characteristics of the goods, not just on the guantity of goods
produced. - 7 {01x05=05marks)
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(iv)

Y-0.8Y =840 S -
Y=4200(Rs. Billion) B e T (gmark)' '

- supply model as shown below: -

Department of Examinations - Sri Lanka . Lo e Confidendial -

The equilibrium level of nationalincome: = Sl B LT
Y= C+I+G - e (61 mark)

C = Cy+MPCx(Y) S ST (01 mark) -

Y =200+0.8(Y-T)+500 +300 S
Y=200 +0.8(Y~200)+500+300 ' | (01 mark)

Y=200 +0.8Y~160+500+300
Y=0.8Y+1000-160

{mﬁm s 04 4.

¥(a) - A fsceésién'ary gap is the dlffsrence between an ecezmmys potsnﬁal eutput (alsa

known as full-employment output) and its actual output when the actual ou’cyui is 1685
than the potential Gutput o S {@2 marks_)_

’E‘he concep‘é: of 1 *‘ecessmnary gap is zﬂﬁstm‘md in é}e aggmgate éemané~

Price & Poten’aal output
Level | LRAS

1 o

L e -3}?.;
2 eal &
Recessionaty Gap (01 mark for the aﬁwect diagram)

(%}3 marks}. .

To bring an economy towards full employment and eliminats 4 rééessibﬁa?ry ‘ga'p; B
policymakers typically focus on stimulating aggregate demand addfessmg stmcturai
issues andprovzdmg suiagert tokey sectors ofthe ¢ scnnemy B

Expansionary Fiscal Policy
s Increase Government Syendmg
s CutTaxes ,
‘@ Unemployment Benefits azm Social Welfare Pro grams
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Expansionary Monetary Pohcy
E S LUW@I illlﬁfﬁbll\dtﬁb & )
» Quantitative Easing (QE)

Ea%)éfMarksfPoﬂcies V
o  JobTraining and Education Programs
e Wage Subsidies and Hiring Incentives

& Reducing Labor Market Rigidities

Support for Business Investment
e TaxIncentives for Tnvestment

e Support for Smalland Medium-Sized Ent@zpnses (S“VEES)
o Stimulating Innovation and Ezmeprsﬁeursmp,

Trade and Export Policies
s ExportPromotion
s Addressing Trade Barriers

- Addressing Inflation Concerns -

e Inflation Conirol Measures

Structural Reforms

e Productivity Enhancements { investment in technology)

e digital infrastructure

e Regulatory Reforms

(01 mark each for any two policy recommendations; 02 mag'm}

~ {Total marks §5)
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HBub sertion B

(Sefect wlafmpn of two guestions fron Hos secHor

#. 0 Mame three money aggrogdes widely wed in o the comtext of Sd Lanka's ;
monelary policy. ST k)

{1y Wihat factory have conlibuted 8 Lanka's nflation w be contained af. slngle-digit
lewel sinee the end of 2023 frors ifs peak dewels o around 70% . roeorded o
Sepdemder 202237 R (04 marks)

o

$ifiy Faphdn why polioynwkers feous on coee Inflation wther then beodling Sedlalion
i soitieg moneary polioyv, o fk ks
(Y What woold be the tmpaet of an focrease o the slalutory mserye mlic on e

maney supply aid e banking syster's shilily o oot moncy? ' {0 k)

{v) Bxplain the coneept of intrest nabe cotsider and anedyse Us vole o moneiary
pritise in Bel Lanka ‘ ' ' V ~ (085 gragrkes}

6 (i) Widelymoney aggregates in SriLanka:
- Reserve Money (MG} Q
- Narrow Money (M1}
- Consolidated Broad Money (MZb)
{01 mark each for the three aggregates; Total marks 03)

(i) Factors contributed to Sri Lanka's inflation being contained at single-digitlevels:
-« Tight Monetary Policy: The Central Bank of Sri Lanka (CBSL) implemented a series
of interestrate hikes and maintained a tight monetary stance.

- Stabilization of Exchange Rate: After experiencing a sharp depreciation in 2022, the
Sti Lankan rupee stabilized, supported by measures such as import restrictions and
improvements in the balance of payments, This stabilization reduced imported
inflation.

- Improved Fiscal Discipline: The Sri Lankan government adopted fiscal consolidation
measures, including reducing the budget deficit and enhancing revenue collection.
The implementation of the IMF-supported program in 2023 helped reduce fiscal
imbalances, curbing inflationary pressures.

-~ Supply Chain Normalization: As global supply chains gradually recovered from
disruptions caused by the COVID-19 pandemic and the Russia-Ukraine war, the cost
of imported goods, including food and fuel, began to stabilize,

- Reduction in Global Commodity Prices: The moderation of global oil and food prices
sincemid-2023 played akey role inreducing cost-push inflation in Sri Lanka.
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(i) -

Implementatlon of Structu;ral Reforms: Reforms aimed at unprovmg the country's
macroéconomic  stability, mcmamg debt restructuring ana zmprovemems m

govemance, helped restore investor confidence and economic stabﬁity These efforts

contfzbuted to controlhng mﬂatmnary expectatmns in the country

External Financial Support : The IMF and other international financial instifutions
provided ﬁnanmal asmstam:e Whlch heiped stabilize the economy and the exchange

" rate:

(01 mark each for any four factors; Total marks 04)

Policy makers focus on core inflation rather than headline inflation in setting
monetary policy because core inflation provides a more stable and reliable measure of
underlying inflationary trends. By focusing on core inflation, policy makers canmake
better- informed decisions that target the long-term inflationary pressures in the
economy. : ' -

Excludes Temporary Volatility: Headline inflation‘includes all items in the consumer
price index (CPI), including food and energy prices, which are subject to short-term
volatility due to factors like seasonal @ﬁects global sappiy shocks, and weather -
conditions. .

Core inflation, on the other hand, removes these volatile components, providing a
more accurate reflection of the underlying and persistent inflation trends. This allows
policymakers to avoid overreacting to temporary price changes that do not reflect

fundamental inflationary pressures.

Beiter Indicator of Long-Term Inflation Trends: By focusing on the less volatile
components of the inflation basket, it gives a clearer picture of the long-term
inflationary pressures stemming from demand-side factors. Headline inflation,
because of its sensitivity to price sh@cks can lead to ﬂnsleadmg Szgnais about the

true mﬂaﬁsnary envzmﬁment

Prevents Premature or Unnecessary Policy Adjustments: If policymal%ers respondto -

- temporary spikes in headline inflation caused by factors like oil price surges or natural

disasters, they may tighten or loosen monetary policy prematurely, leading to
UNNECessary economic d1smpt10n Focusing on core inflation helps avoid reacting to

short—term ﬁuctuations

More Relevant for Managing Inﬂatwn Expectations: One of the kev objectives of

1 m@netary policy is fo manage inflation @xpectatlons COI‘C inflation is more

representative of the price changes that persist over time and can help anchor inflation
expectations more effectively.
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- Monetary Policy is Less Effective in Controlling Supp1y~Slde Shock Headline
Bl mded e 2ox o Angn o B B P R N P
u.uxauuu. i5 Onili G.I..LUDISAJ U)’ auyyxy ~S1GS ESLIUDJ&b, SUCn aa apu&wb l.li gLUUdl U_Ll P.l lbUb Of
agricultural dzsruptmns. Since monetary policy pnmarﬂy,mﬂuanceb demand-side
factors, it is less effective in controlling such supply- driven price increases.
‘Policymakers prefer core inflation because it is more closely tied to factors that
monetary policy can influence, such as domestic consumption, investment, and
interest rates.

{01 mark each fof any four reasén; Total marks 04)

(iv) - When the central bank increases the SRR, commercial banks are required to keep a
higher proportion of their deposits in reserve, rather than using that money to make
loans or create new deposits. This chaﬁge leads to a reduction in the money supply in
the economy for severalreasons: = : {01 mark)

- Reduction in Lending Capacity: With a higher SRR, banks have less money available |
to lend out to borrowers. Loans are a major mechanism through which money supply
increases. Now the ability to expand money supply through lending is restricted.

{01 mark)

- Lower Money Creation: The money multiplier effect is reduced. The money
multiplier is the ratio of the amount of money the banking system can create with each
unitofreserve. Ahigher SRR reduces this multiplier, meaning each unit of reserve can
support fewer loans and thus 2 lower total money supply. {61 mark)

e Themoney multiplieris calculated as

| 1
| Money Multiplier = ®RE

It is iﬁvefsaEiy' related to the SRR. If the SRR increases, the monsey multiplier
decreases. This means that for every unit of reserves, the amount of money thatcanbe
created through the banking system decreases. As aresult, the overall money supply
confracts. _ , : (01 mark)

' ' S {Total marks 04)

v - The Interest Rate Corridor @RC} i a key m@ﬂétary policy tool used by the Central
Bank of Sri Lanka (CBSL) to influence short-term interest rates and guide the overall
monetary policy stance. The IRC consists of two main components: the Standing
Deposit Facility Rate (SDFR) and the Standing Lending Facility Rate (SLFR).
These rates create a "corridor” within which short-term market interest rates, such as
the overnight interbank rate, fluctuate. , , (91 mark)
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Inﬂuence on Shartherm Market Rates
‘The main objective of the IRC is to steer snort»term mterest raies, parncuiar;y the

.overnight interbank rate (the rate at which banks lend to each other overnight). This

rate is crucial because it influences other interest rates in the economy, suchas lenémg
rates, deposﬂ rates, and bond yields.

The CBSL uses the SDFR and SLFR to maintain the ovemlght mterbank rate w1thm
the desired range, helping control liquidity in the financial system. (01 mark)

Transmission of Monetary Policy:

By adjusting the SDFR and SLFR, the CBSL influences overall monetary conditions.
For example, if the CBSL wants to stimulate economic activity, it may lower both the
SDFR and SLFR, thereby reducing the cost of horrovﬁng and encouraging banks to
lend more. ; -
Conversely, to curb inflation, the CBSL may raise these rates, increasing the cost of
borrowing and reducing excess lquidity. This adjustment helps the central bank
transmit its monetary policy stance to the broader sconomy. (01 mark)

Control of Inflation:

 The IRC plays a significant role in inflation targeting. By influencing short-term

interest rates, the CBSL can indirectly control inflationary pressures. For instance, in
times of high inflation, increasing the SLFR discourages borrowing and spending,
helping cool down demand and contain pricerises. : {0l mark)

Liquidity Management:

The IRC also aids in managing hquzdiw in the banking system. When there is excess

liquidity, banks are likely to deposit funds at the SDFR, which absorbs surplus

liquidity. On the other hand, when there is a liquidity shortage, banks may borrow at

the SLFR, injecting liquidity into the system. o ‘ (01 mark)
(Tetal marks 05)
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7. (i) - Common property resouzces are resources that are shared by a group of individuals
and are rivalrous in nature but non-excludable. These resources can be accessed and
used by muitiple people, but one person's ‘use of the resource diminishes its
availability for others. This often leads to problems Iike overuse and depienen a
sitnation known as the tragedy of the commons. R
Examples: Fisheries, forests, grazmg lands, water bodies, and atmospheric resources
like clean air. L : CRET - {02 marks)

- Public goods are goods that are non-rivalrous and non-excludable, meaning that one
~ person's consumption of the good does not reduce its availability to others, and it is
not feasible or efficient to exclude anyone from using the good.
Examples: National defense, street lighting, and clean air
(02 marks)
(Total marks 04)
i OR
Key Differences Between Common Property Resources and Public Goods:
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(i)

(iif)

Sources of multilateral lending:

s

Feature

'|Common Property Resources

Pulﬁie Goods -~

:Excludabiﬁqf "

Consumption

Rivalrous: One person's use
reduces availability for others.

‘Non-Bxcludable: Difficult or
‘|-costly to exclude others from -
use.’

‘Overuse can lead fo depleation
| or degradation (e.g. over
fishing, deforestation).

Fisheries, forests, gmzmg
iands fresh water.

: Non~R1valrous One person's use

use.

| everyone equally). -

does not reduce avaﬂabﬂlty for
others. - co

Non-Excludable : Impossible or

inefficient to exclude others from

Non depletion from use (e.g.
national defense benefits

National defense, public health
measures, street lighting.

Waﬂd Baﬁk

(64 marks)

Asian Development Bank (ADB)

Asian Infrastructure Investment Bank (AIIB)

European Investment Bank (EIB)
International Fund for Agricultural Development (IFADY}
International Monetary Fund

Nordic Development Fund (NDF)

- GPEC fund fer Imema‘wnai Devsispmem QOFED}

(@i maﬂ{ for eack souree; Total m&rks 03)

Market failure occurs when the free market, operating without government

intervention, fails to allocate resources efficiently. This leads to cutcomes where the
. quantity goods and services produced and consumed is either too high or 0o low
- cgmgafed to the socially o?timai level. '

Public Goods Public goods camlot be provzéed efﬁmeﬁt;y by the markef mdmduais
who do not pay cannot be excluded from using them. Market system daes notallocate

~ resources to produce public goods
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Externalities; Negative externalities (e.g., pollution) occur when the full social costs

| -ofgood are notreflected in its price, leading to over-production. Positive externalities

(e.g., education) occur when the benefits extend beyond the»iﬁdividuai, leading to
under-production. In both cases, resource allocation is inefficient.

Imperfect Competition: Markpis may fail due to monopoly power, oligopoly, or
menopolistic competition. In these cases, firms can restrict output and charge higher
prices, resulting in underproduction. and higher prices, reducing consumer
welfare. The monopoly or oligopoly restricts supply to maximize profits, leading to a
misallocation of resources where less is produced than is socially optimal.

Asymmetric Information: When one party in a transaction has more or better
information than the other, it can lead to adverse selection or moral hazard, where
markets fail to operate efficiently. :

{01 mark each for any three canses of market failure; 03 marks)

Government Failure: Government failure occurs when government intervention in
 the market, intended to correct market failure, creates inefficiencies itself or makes
the situation worse.

Regulatory Capture: When regulators act in the interest of the industry they are
supposed regulate, rather than the public interest, policies may favor certain
businesses over consumers, leading to a misallocation of resources. This happens
when industries influence regulations torpmée@t their inferests rather than promoting
competition or efficiency.

Inadequate or Excessive Hegulation: b@metﬁﬁss government regulation can be foo
stringent or too lax. Overregulation can lead to high compliance costs for businesses,

_reducing competition and innovation, and leading to inefficiencies. For example,
- excessive environmental regulations may stifle economic activity, while too little

regulation may result in resource depletion or environmental damage

- Distortionary Taxes and Subsidies: While taxes and ‘subsidies are meant to correct

market failures (such as taxing pollution or submdlzmg renewable energy), they can
be misused ot poorly designed. Subsidies can lead to overproduction in certain
sectors (e.g., agriculture subsidies leading to overproduction of certain crops), while
taxes can distort prices, discouraging productlon and consumpﬁen of "goods that
might otherwise be beneficial to society. - ’

Bureaucratic Inefficiency: Governments can also fail due to inefficiencies in
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bureaucracy. Public sector inefficiencies, such as slow decision-making, lack of -
accountability, or wasteful spending, can lead to resources bein g allocated poorly, .
resulting in inefficiency and a failure to meet societal needs.

- Political Incentives: Government decisions may be influenced by short-term political
interests rather thap long-term societal welfare. Politicians may implement popular
but economically inefficient policies, such as price controls or protectionist measures, |
which distort market signals and lead to misallocation of resources.

- Rent-Seeking Behavior: Government failure can also occur when businesses or
interest groups engage in reni-seeking—Ilobbying for favorable policies that benefit
them at the expense of society. This cen lead to overinvestment in wnproductive
sectors or misallocation of resources fo politically connected industries, rather than
those that coniribute most to economic efficiency.

(01 mark cach for any twe canses of sovernment fatlurs; 02 max
(Total marks 05

Lk

rks)

(ivi{e) Current account balance = {Tax Revenue + Nop=Tax Revenue) - (Expenditure on
Goods and S@Wﬁmg Cerrent Transfers and Subsidies + Interest Pavments)
= (1800 +250) ~{1200+ 800+ 1500)

AN

(b} Pomaryaccountbalence = (Tax Revenwe + Now=lax Revepue + Gramis) -
{(Recurrent Bxpenditure without Interest paymenis +
Capital Bxpenditure + Net Lendin g}-
= {1800+250+50) -{3500~ 1500 +1000-+200)
= 2100- 3200 = - 1100
19 (reerali Balance = - {Total Revenue + {rants) — {‘ﬁ%mmﬂc Expenditure -+
Capital Expenditure}
= {§8$@+2§3 +50) - {1200+ 800+ 1500-+1000+200}
= 2100-4700 = - 2600
) Gross financing Needs = Overall Budget Deficit+Amortization Payment

i

2600 + 1400 = 4000
{02 marks 1 4 =08 marks)
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L@@ In C@uﬂﬁyA, the opportunity costof 1 unit oftextile is 5/10=0.5 pairs of shoes
(Le., producing 1 vnit of textile costs 0.5 pairs of shoes).

- Tn Country B, the opportunity cost of 1 unit of textile is 10/15 = 0.67 pairs of shoes
(i.e., producing 1 unit of textile costs about 0.67 pairs of shoes). {01 mark)

- Country A has a lower opportunity cost for producing textiles (0.5 pair of shoes)
compared to Country B (0.67 pair of shoes}.
Therefore, Countrv Ahas a comparative advantage in textiles. (¢l mark)

- Incouniry A, the opportunity cost of | pair of shoes is 10/5=2 units of textiles
(i.e.,producing 1 pair of shoes costs 2 units of textile)

- Incountry B, the opportunity cost of § pair of shoesis 15/10= 1.5 units of textiles
(i.e., producing 1 pair of shoes costs 1.5 units of textiles). . (01 mark)

- Country B has 2 lower opportunity cost for pmdm,mg shoes (1.5 textiles) compared
to couniry A {2 textiles).”
Therefore, Country B has a comparative advantagein producing shoes.
: : (01 mark)
{Total marks €4)
(b} Range ofPossible Terms of Trade
For mutnally beneficial trade to ocour, the terms of trade must lie between the opportunity
costs of producing each good in both countries. |

s - Theterms of trade for 1 unit oftextiles:
Country A's opportunity cost of 1 unit of textile is 0.5 pairs ofshoes
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(i)

“Country B'sopportunity costof 1 unit of textileis 0 67 pairs of shoes.

- Thus, the terms of trade for | unit of textﬂe should be beﬁween 0. 5 and 0.67 pairs of

shoes. U LT « (01 mark)

The terms of trade for 1 pair of shoes:
Country A's opportunity cost of 1 pair of s}mes is 2 units oftextiles.

- Country B's opportunity cost of 1 pair of shoesis 1.5 units of textiles.

Thus, the terms of trade foz 1 pair of shoes should be between 1.5 and 2 units of

 Textiles o - (01 mark)

_ {Tﬂtal marks 06)

The main causes of persistent trade deficits:

Dependence on primary commodity exports
Limited Export Base

Vulnerability to Global Prices

High Import Dependence

Import of Essential Goods: Sri Lanka is highly dependent on imports for essential
goods, including }getroleum pmducts machinery, mtemediate goods, and foodstuffs -
like wheat and Sugar ‘

Weak Industrial Export Sector

Slow Industrialization: Unlike East Asian econoinies that successfully transitioned to
export-led industrialization, Sn Lanka's industrial sector remamud undaxéeveloped

for decades

Limited Innovation and Productivity

Overvalued Exchange Rate: At various times, Sri Lanka maintained an overvalued
exchange rate, makiﬂg- imports cheaper but negatively affecting export
competitiveness.

Rising Domestic Demand:

- Riging Consumption: Rapid @@pulatmn growth, urbanization, and rising

consumption patterns increased the demand for imported goods, particularly
consumer goods. Higher consumer demand without correspendmg growth in exports
has ceﬂmbuteé topersi steﬂt trade zmba%ayc
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Economic Liberalization: While economic liberalization policies introduced in the
late 1970s stimulated growth in sectors like garments and tourism, they alsoled to a
surge in imports due to the removal of trade barriers, further aggravating the trade
deficit.

Limited Foreign Direct Investment (FDI):

(iii)

Low FDI in Export-Oriented Sectors: Sri Lanka has struggled to atiract suﬁzczeﬂt FDI

“into export-oriented industries, which has limited the potential for expanding

exports, While FDI has increased in sectors like tourism and infrastructure, it has not
significantly enhanced the export capacity ofthe country.

Cﬁfﬂ War (1983-2909) The detades- long cwﬁ conflict severely hampered economic

' d@velapment and mtematmﬁai tradé. The war dismpied investiment, infrastricture

deveiopmen‘i and expar&s pamcuiaﬁy affemmg mdusﬁ:ﬁes hk@ t@umsm and

‘agﬁculture ﬂﬁ ah@Northem andEas,tﬂmmosens SOt

Pehtzuai Ins“zamhty Freqﬁent chm}ge% in g@vemeﬂt mmnsﬁeﬁt ecemmic,
pohcze “and gavemance issiies ha:ve aisa} crea‘s:@d ﬁmaﬁamne% for t%:ade a,nd '

mvasimenﬁ; h‘”ﬂlﬁﬁg exp@rt ﬂmmh ana ewc@rbafmg %he t?ade &eﬁcﬁ S

{@1 maﬂ@: eack& f@:sr any f@&r Eeamm, T@%ﬁi mark@ %4}

'. Dzveyszﬁvatmn Gf thﬂ Exp{)ﬂ* 8&3@ Sﬂ La&k& s exper* base is heavﬂy :reka*zt ona

narrow’ raﬁge of pr@d&c;s pamwiady gazmemg ‘tea, rubber, and coconut.
Diversifying mnto high@P value méhs*;rles such as electronics, @hmnaceu‘nmls
information and mmmmnsatmntechﬂa}iagv ECT} services, and agmmpmceasmg can
promote compsm venessin gi@bai magkeas ' ' ‘

Promote VaiuemAéded E%;p@fts: Ensé’éa(f of 'exp@ﬁmg raw materials or low-value
pr@ducté, Sri Lanka should focus on moving tp the value chain. For example, instead
of exporting raw tea, the country could develop branded and specialty tea products,
and in the case of rubber, focus on high-tech rubber-based goods like medical devices
or automotive parts.

Industrial Zones and Export Processing Zones (EPZs): Developing more industrial
zones with world-class facilities, particolarly near ports, can attract foreign
investment in export- oriented sectors. Encouraging firms in these zones to produce
high-value goods can further boost export growth. 7

Improve Productivity and Innovation: The government and private sector should
invest in R&D to promote innovation, especially in industries with export potential
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- m@}:e aﬁm@ﬁ Ve "‘m mvestm"s

tike agriculture, manufacturing, and services. Supporting research institutions,

_ umiversities, and firms that focus on product development and process improvements

can enhance the globalco mpetitiveness of fSriLankan moéucts

“Boost Worker Skills and Education: Jmproving the skills of the labor force through

vocational iraining, technical education, and specialized programs for high-demand
sectors (such as ICT, engineering, and high-tech manufacturing) is essential for
improving productivity and competifiveness.

Create a Favorable Investment Climate: Streamlining regulations, reducing
bureaucratic hurdles, and ensuring policy stability can help attract more FDI nto
exp@ré-cmemeé sectors. Sri Lanka should focus on improviag its ease of doing
busmeas mnkmg, méwmg wmp‘{mﬂ ané szmphgymg tax codss to make the country

- I}ewlap Strate ic dee Agresmeqts md MaxkeiAccuss ,
E\},and gmd;e Agreemems Sn Laﬁka should actweiy purma hﬁa@:@mﬁ and

rauliilateral trade agreemems that pmv&de pref@reﬂnaz access to large marke%:s like the
Pumman Umoﬁ the Umteé; S‘i;afges zmd eme:fgmg economies mAsxa

Aé@p@ Gi@‘ﬁai Smndards Sﬁ Lankzm exg}@rt@rs must ensure that theﬁ‘ products meet
' mt@matmnai quahty and safe’fy standards. This mcmdes obtaining certifications such

as ES{) staﬁémds Eaﬂr T?ad@ @emﬁ@aﬂ@ﬂ, and @rgamc certification for agricultural
pmé&cﬁ% Aéhermg to mgh stanéaré& wﬂ% 1mpmve ﬁ&e mgrke‘iabikty of Sri Lankan
gwés glﬁbaﬂy S

D}g;tal ’F‘mnsf@rma’{mﬁ Embracmg d@gﬁaﬁ %@aée eﬁﬁd e c@mﬁﬁéﬁééﬁhﬁf@ﬁé can help
Sri Lankan exporters, especially ‘SMEs, reach international markets divectly. The
é@ve}apmsm of national e-commerce platforms and enhancing digital infrastructure
(such as high-speed internet and payment gateways) will be crucial for facilitating
cross-bordet trade. ' ‘

Green Energy and Environmental Standards: Em:{)magmg mdusmcs to adopt
renewable energy sources and reduce their environmental feotprmt can imaprove the
appeai of Sri Lankan exports, especially in marke‘ts that priotitize sustainability.

Stréng{heh Aﬁﬁ—ﬂﬂﬂ"ﬂgn@ﬁ Measures: Re&uwﬂg cmmm;mﬁ and improving
transparency in governance can help reduce costs for exporters and stiract foreign
investment, nltimately boosting the export sector.

{61 mark each for any four f&emm* Toial marks 04}

E :‘;
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Boost to Exports: A depreciated currency makes a country's goods and services
cheaper for foreign buyers. This typically increases demand for exporis, potentially
improving the trade balance. R

Higher Costof hﬁpérés: Currency depreciation makes imports mote expensive in the
domestic market since foreign goods are priced in a stronger currency. This leads to
reduced demand for imports and can contribute to an improvement in the trade
balance if domestic production can substitute imported goods

Imported Inflation: Higher import costs result in higher prices for imported goods and
services, such as fuel, food, and raw materials. This can lead to overall price
increases, contributing to cost-push inflation.

Wage-Price Spiral Risk: As prices rise due to higher import costs, workers may
demand higher wages to maintain their purchasing power, which can lead to a2 wage-
price spiral, where rising wages lead to further increases in prices, feeding into more
inflation,

Impmved Net EXp@rts: The rise in exports and reduction in imports can increase net
exports {exports minus imports), which is a k@}? component of aggregate demand
This increase in AD can stimulate economic growth, assuming other factors remain
stable. Reduced Consumption and Investment: On the other hand, higher fmport
prices can reduce domestic consumption, as consumers face higher prices for
imported goods. Additionally, businesses that rely on imported capital goods or
intermediate inputs may face higher costs, which can dampen investment in the
economy. |

Increased Foreign Debt Servicing Costs: If a country has a large amount of foreign
debt denominated in foreign currencies, currency depreciation increases the cost of
repaying that debt in terms of the Jocal currency.

Attracting Foreign Direct Investment (FDI): A s:‘iepreéiateé currency makes the
country's assets (land, companies, and investments) cheaper for foreign investors.
This-could encourage more foreign direct investment (FDI) into the economy, as
foreign companies find investment opportunities more affordable.

Capital Flight and Loss of Investor Confidence: Conversely, currency depreciation
can also lead to capital flight, where investors withdraw their funds due to fears of
further depreciation, economic instability, or inflation. This is particularly frue for
portfolio investment, where investors quickly sell stocks, bonds, or other financial
assets to avoid losses. '

Potential for Higher Interest Rates: Central banks may raise interest rates in respons
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to currency depreciation to curb inflation and stabilize the currency. stevez higher
interest rates can also dampen economic gmwth by 1 mcreasmg %aﬂawmg costs for
CONSUMETs and businesses. ’

-  Widening Income Inequality: Lowa@mwme houscholds, which spend 2 larger
portion of their income on essential goods tike feed and fuel, ‘may be
" disproportionately affected ’hy theinflation resulting from currency depreciation.

{01mark each for any six reasons; total marks 06)

9. (i) @

Iﬁdzg:?tmﬁ ef EQ@ﬁGm:{C Wﬁﬂ-Ee;ﬂg GNI per capita is used fo measure average

inéome ieveis within a country, which aré often associated with living standards.

' Fiﬁh@f GNT! ?ur ca@ﬁa gaﬂemﬂy suggests that citizens have access to more resources,

higher purchasing power, and better living conditions, while lower GNI per capita
indicates limited income and, potentially, lower standards of living,

Comparisons of Deveiépmeg’é Between Couniries: GNI per capita enables
coruparisons of economic development between countries. Countries are often
categorized into low-income, middle-income, or high-income economies based on
their GNI per capita. These classifications are used by organizations like the World
Bank to assess the level of economic development and to determine eiigibﬁﬁy for
devslcpmem assistance. '

Indication of Economic Growth:GNI per capita is used to track economic growth
over time. An increase in GNI per capita can signal improvements in a country's
productivity, economic efficiency, and the overall well-being ofits citizens.

Correlation with Other Development Indicators: While GNI per capita is primarily an
economic measure, it often correlates with broader developraent indicators like life

.i e

expectancy, literacy rates, access to healthcare, and education levels. As a coun
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'GNI per capita rises, it typically has more resources to invest in social services and

infrastructure, leading to improvements in these areas. ‘ ,
{01 mark each for any two reasons; Total marks 62)

. (b) Its limitations as a measure of developmﬂnt

ab@utthﬁsenon-eﬁommw aspects ST

' dszefeﬂt Iavbls of somal amd humzm developmeﬁ

'pwcha smg pewer éepmdmg on the cummry adjusm:aents .

Ignores Income Distribution and Inequality: GNI per capita is an average measure of

 income, but it does not show how that income is distributed among the population. A

country may have a high GNI per capita while a significant portion of its population
lives in poverty, as income may be concentrated in the hands of a few.

Focuses Only on Economic Factors: Non-economic aspects of development are
ignored. Development i$ not just about iﬁs;omé it aiSG includes social, political, and

@nwmﬂmantai damensmps, such as’ access ‘m heaﬁhoare ‘education, political
freed@m and sﬂmgmnentai sustamablhty GNL{ per @apzta pmwdes no mformamm

Se}czaﬂ "% Ei«Bemg N@t Captm‘ed I’adicat@rs i‘sge hfﬁz e&yecimcy, 1 it z:acy rates, aﬂa ‘
qhalzty of life aré crucial to uﬂdcrsmadmg devpéopmem but they aré n@t reflécted i i
GNIper capita. Asa result, two cohntﬁes W}'fh smfniaz? GNT per capﬂa can ha,ve Vﬁst}y

: Does N@t R@ﬂem 1 ng Staﬁﬂ&i‘ds @r ‘Weﬁ»Bem@ ﬁNi per cafgﬁa d@es not ascmmﬁ

for dz%:rﬁmcs in the’ wst of hvmg a@mgs caunmes A dgﬂ ar may Eiave different

ﬁu&%ﬁy Gf Lﬁe, GNY ;}e; c&pﬁa é@@s not w‘ﬂe@: the 'quahty 0"? mﬁagmmﬁe pubizc

services, hgusmgﬁ or @mvmmmemai caﬁdmms aﬂ e‘f Wh}"h ‘ﬂe cmmai to ‘iwmg’
standards aﬁdw@raﬂweﬁ»«hemg f[}ii; SRR R ' N

Environmental St;e;smmabzhty aﬂd R@source I)epietmﬁ Egne es Eﬂvm@meﬂé’a}

- Degradation: GNI per capita focuses on economic oufput but does not consider

whether the economic activities are sustainable. A country :ﬁiaéf- have high GNI per

capita due to the over-exploitation of natural 7 resom ces, thh can lead to long-term
environmental é@ gi auatmn, mmng fufm. e de velop gi”ﬁéﬂ& pmbpec £s.

remittarices and foreign mvestmant}. Vsiatzmy in ’{hese znﬁgwﬁ, dm eh by external
factors, can distort the measuré of development, as sudden drops in foreign income
may notreflect the actual state ofthe domestic ecenomy
{61 mark each for any three limitations; €3 marks)
’ {Total marks 05)
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- {ii) Main causes of rapid increasein poverty level in Sri Lanka in the recent years:

Economic Crisis and Stagnation: Sri Lanka has faced a severe debt crisis, with high
levels of external borrowing leading to unsustainable-debt. This resulied in the
country defaulting on its debt in 2022, leading to 2 lack of access to international
oredit and a decline in foreign reserves. The debt burden has limited the government's
ability to finance social programs, invest in infrastructure, and support vulnerable
populations, exacerbating poverty.

Inflation and Cost of Living: One of the immediate impacts of the economic crisis has
been skyrocketing inflation. High inflation, especially in food and energy prices, has
eroded household purchasing power, disproportionately affecting low-income

groups,.

' é.,urrency De@r&cza‘t}@n‘ The sharp depreczaﬁon Of th@ Sn Lankan rupee has increased

iha costofi 3mpmts pamculaﬂy cssentxai go@ds like food, fuel, and medicine.

Carmpﬁ@é: Cbﬁﬁpﬁsﬁz h&s éx&ﬁ:’b&éed the cﬁsiS’, with misallocation of public
funds, inefficient public sector management, and reduced foreign investor
confidence. Public resources that could have been directed toward poverty

‘alleviation and social welfare were instead diverted, Esavmg the most vulherable
‘ e}qsascdm the crisis.. o TR TS

u(}VE} 19 Pandfﬁmic Sn Lm&a 8 emmmy is hcav iy éepsndeﬁt on tourism, which

contributes signi ﬁcanﬂy t6 foreign exchange earnings. The COVID-19 pandemic
caused a dramatic fall in fourist arrivals, leading to large-scale job losses in the
tourism sector and related industries (such as hospitality, transportation, and retail).
The loss of income from tourism lefi many households struggling and increased
poverty.

High Uﬂﬁmﬁgymem and Underemployment: The economic crisis and pandemic
have caused significant job losses, particularly in -sectors like tourism,
manufactring, and construction. This has cenmbuted to declining household
incomes and increased poverty.

Agriculture Sector Challenges: In 2021, the Sri Lankan government imposed a
sudden ban on chemical fertilizers in an effort to promote organic farming. This
policy, although later reversed, caused severe disruptions in agricultural production,
leading to reduced vields in key crops such as rice, tea, and vegetables. The resulting
food shortages contributed to price hikes and reduced incomes for farmers, many of
whom fell deeper into poverty.
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- External Shocks: The globaltise in prices for essential commedities such as oil, food,
and fertilizer has put further straifi on Sri Lanka's economy. As an import-dependent
country, Sri Lanka's vulnerability to external price shocks has worsened the domestic
inflation situation, directly contributing to paver@t o

- Drop in Remittances from Overseas Workers: Remittances. from Sri Lankan
expatriate workers are a key source of foreign exchange and household income.
However, remittance inflows declined sharply during the economic crisis due to

‘exchange rate disparities and reduced global demand for migrant labor. This decline
in remittances hit many households, gamculaﬁy in rural areas, centrﬁ}utmg to rising

pﬂverty

- Eﬁsaﬁlcxent SOLI&} Weifare P’rograms Whﬂe Sﬁ Lam{a has some sec;a& welfa;re
:pmorams they ”mve ‘aaeﬂ msufﬁment m address the scale of mv&r&y caused by the
récent economic crises. The gsvemmem‘s abﬂny 1o expa.ﬁd or eﬁ“ecﬁvaiy imylemeﬂt

social pmtﬁctmn schemea has been hampered by the ﬁscai gr@s;s, Eeavmg many p@e@:

and mhierab‘ le heuseﬁoids Wi‘é;‘w @“w: adeqaate support -

- Impact of Cﬁf’k\éﬁé Cﬁéﬁgé‘ 'Sri Léﬁka ié iﬁciéasingéy v‘alﬁéraﬁlé 10 iciiiﬁate-ﬁféiéieé

* disasters such as floods, droughts, and landslides. These events have dzsmpivas

| agmwimmi productivity, d;sp%a@ed communities, and destroyed Ezvehhmd&
parmuiaﬂy n *z,.za}. ai eas, exacerbatmg poverty a,nd economic msef‘zmty :

{%1%]; maﬁ‘& eaﬁx far aﬁy f@&r T%a&ﬁﬁﬁn Total mar E{s %};

Poor gsvemaﬂc?aﬁd mpﬁen ezgmﬁcaﬁﬁy ﬁﬂﬁ@’fﬁliﬁﬁ ’zh«a @cmmﬂm deveiepmem
process through various chanﬁe:is Sl : ‘ S '
- Resource Misallocation: o
Poor Governance leads to inefficient allocation of resoutces, whiere investments may
favor politically connected regions or individuals rather than those with the highest
need orreturn. SR
Corruption diverts public funds away from productive investments
(e.g., infrastructure, healthcare, and education) into personal gain for individuals in
power.

~ Inhibited Investment: - ,
Poor Governance creates uncertainty due to inconsistent policies, weak property
rights, and a lack of regulatory transparency.
Corruption increases the cost of doing business through bribes and c‘ghef informal
fees, discouraging both domestic and foreign investment.
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- Reduced Efficiency in Public Service Delivery:

Poor Governance results in delays and bureaucratic mefﬁcxenmes, makmg 1#; harder
for citizens and businesses to access necessary services.

Corruption leads to substandard delivery of public goods and services as contracts
and pmj ects are awarded based on favoritism rather than merit.

| Emsmn of Pu‘shc szt : -

Poor Governance creates perceptions of favoritism, i&ck of accounﬁabzhty, and unfair
treatment.

- Cotruption breeds cynicism and distrust in government institutions.

Deters public cooperation with government policies and undermines social cohesion,
Whicf:i éré éssemifal fér déﬁieicpmeﬁi initiatives: . - - o

Weak klsfgmztzmai Framwwarks.; ': <

Poor G@V@mance resuits m wgak msﬁm‘n@ns thaa cazmet e‘fecﬁweﬁy manage

C@mp‘cmm Wﬁ&kﬁﬁs ieg&E and Judﬁczai syatems malcng ﬁ harder o enforce contracts
and @I@t@@i pmper{y nghts ‘ o T
Digmumges iﬂng%ym; economic pianﬁmg and SLS‘{amab & gmwth

Impact on Fzscal Stabﬂf’v

PGGI‘ G@Vﬁﬁaﬂce laads to bwiget mxsmanagemem aﬁd msusfamabie debt

' acmmulamm

Cempﬁ&n mé@xces fax ?%V@nues as ’busmewes aﬁd mdzvzduals evade f“axes by bribing

Lmnts the g@vemmeﬁﬁs Va&zhtv t@ funé; &evsmpmem m@gtam% “and addfess
THACTOSCONOmic }.maaiances B S R S

Hampers E}:mevaémnand‘ﬁ;mepmneursth R
'P{m* Governance reduces the predzctabfﬂty and faitness ef ﬂm busmess
mv&mmmeﬂt R R AP -

m}mlp;mﬁ encoumgﬁs a reﬂt-see‘iﬂng cvitm"e Where busmegbes focus on gaining
bolitical favor ra‘i:hsr than imptoving pmdactwmr or innovating, This slows the
growth of dyﬁarmc sectors and deters entreprensurial activity. - '

{01 mark each for- ﬁve reasmxs, 05 mm‘ks) '

(iv) Challenges forthe Labor Market:

Declining Labor Supply: As the birth rate continues to fall and the p@p@ﬁaﬁ(}n ages,
the size of the working-age gopuiat;o:ﬂ is shnn}img Fewer ymmg gkeapk*; are entering
the labor market, which reduces the overall labor su;aply This can lead to labor
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shortages, particularly in sectors that rely on younger workers, such as technology,
manufacturing, and services. '

- Dependency Ratio Increase: With a growing elderly population and fewer workers,
the dependency ratio ( the ratio of non-working dependents to the working-age
population) increases. This puts more pressure on a Shrmkmg Workforce 1o support
both children and the eldeﬂy

- Aging Workforce:

- Reduced Productivity: As the workforce ages, productivity may decline due to
factors such as decreased physical stamina, slower adaptation to technological
changes, and higher health-related absenteeism. An older labor force might struggle
fo meet the demands of ra@:i.dly evoivwg mdus’mes pamcuiaﬁy those requiring
umevatmfl B,Ild hi gh tech <§<ﬁ§.3

- "\Jiismaﬁ;ﬂ of S‘kﬂlﬂ (}ldel wgrkers may n@t have the skills needed for emerging
sectors such as digital t@c%m@@ggy, artificial intelligence, or green energy. Without
significant investment in x‘étm{ﬁing programs, this skills gap could bécome a major
obstacle to economic gf;owth. . o , (63 marks)

- Tmpacton Public }*mmces , _ SR

- Rising Pension Costs: With a growing eidsﬂy population, the demand for ;@eiis:éﬁs
and retzremem& benefits is msmasmg Sri Lanka's peﬁsmn system, which covers
'pahm sector emp}iayues and someé formal séctor workers, is already facing financial
pressu:e and this is %xpe@ted to wotsen as more people retire and live longer. The
government will need to aﬂmats a Eaz‘ger s}lam of ﬁs b&dget ﬁo mee’g t%}.ese ﬂsmg

pension @bhgaﬁz@@m

- M@aiﬁmaﬁz Fx xpenditures: An aging pe@uia‘t@n wi ﬁ z‘eq&me more hea}%:hcafe services,
pamcuiaﬁ v for chronic conditions like heart diséase, diabetes, and demez}ﬁa Public
health systems will face increased strain, as elderly individuals meaﬁy require
more frequent and costly medical care. Thls msmg aemand for healthcare services
will %gwt pressure on public fmances R ' '

- Reduced Tax Revenue:A Shﬁﬁk}'ﬁg W@fiﬁﬁgiauge p@g}ﬁiéﬁéﬁi mieans fewer taxpayers,
which reduces the government's abﬂity to gl!eﬁerate" r'evenue, Lo

- Increased Fiscal Deficits: The combmatmn of risity g pubhs: spendmg {on pensions
and healthcare) and shrinking tax revenues will create larger fiscal deficits. Sri Lanka
already faces a significant public debt burden, and these demographic pressures will
further complicate efforts to stabilize public finances and reduce debt.
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- Pressure on Public Infrastructure and Servic es:
L Elderly Care Services: As the population ages, there will be greater demand for public
h mfmqtmctuxe and services taﬁmed to the sideriy, suah as assisted living facilities,
nursing homes, and specialized tvansportanon services. Expandmg these services

will require significant investment in both human and financial resources.
{03 marks)
{Total marks 06)

i 16 {1} The key factors that have cmmbuteé to the economic crisis Sri Lanka

: Sﬁ Lanka's economic crisis is the result of a combination of internal mismanagemeﬁt
S and extemai g&mcks The '_kev fact@:fa f*ommbutmg ta ihe crisis moi&de

S 1‘ "‘.ﬁ ' Unmanageab}e extem& ée&i The cmm‘é;fy Acs:mulafed msustamabie levels of
_ i N " ememal éebt Wiamly thmagh h@m@f E}armwmg for infrastructure pmgects which did

- riot ‘ywﬁd suﬁimeni ‘ economm re‘i:ums Thzs mcreased debt servzcmg costs, leading to

i bai&ncu—éf- paymer&ﬁs pm‘ﬂiemﬁ En 20,22 Sﬁ Lankadefauited oniis deﬁst fo? the ﬁzst

time in hzs?:@;:y, eroding mvesmr s"@ﬁf dence A Qigmﬁcam p@fﬁoﬁ of gwemmmi

rave?me Wa;s éiverted toward ¢ sew;cmg de%i ieavmﬁ hﬁi@ fm essentzaé e‘ip@ﬁéﬁm es.

S ?@rezg*; ’i:xshaﬁge Sh@ﬁaﬁeq A Queime in fare:egn réserves, caused by redus:eé

i “i@unsm amd remzﬁamus (d‘ae to the CGVIB 19 pandemntic), combined with the need

1 service Earfre fomlgn debts, led to' acute shertag@s of foreign currency. This

hampered the counfry's abﬂﬁ;y to fmport ‘essential g@@&;s like fuel, 10{}6; and

medicine.

- COVID-19 Pandemic: The pandemic severely disrupted key séctors like tourism and

exporis, both of which are vital sources of foreign exchange for'Sri Lanka. The
economic downturn also increased unemployment and poverty levels,

s~ Policy Missteps: Poor economic management, such as the abrupt shift to organic
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farming by banning chemical fertilizers, led to a sharp decline in agricultural
productivity, Tax cuis introduced in 2019 reduced government revenue, exacerbating
the fiscal deficit. Exchange rate mismanagememi Artificially maintaining an
overvalued currency resulted in an unsustainableﬂfb:reign exchange regime,
worsening the foreign reserves crisis.

-~ Rising Inflation: High inflation, driven by the currency depreciation and supply
shortages, has eroded purchasing power and worsened living conditions, leading to
widespread protests. Printing of money by the Central Bank to finance deficits led to
skyrocketing inflation.

- Impactof global gvents: COVID-19 g}azldemxc The pandemic devastated the tourism

mdas*cry, 2 szgmﬁcant fermgn exs,’ﬁange garner, and reduced remittance inflows from

' expamaéss Ukrame—ﬁussza czmﬁwt The war exacerbated global energy and food

prices, mcmasmg Sn Lanka g _mpm“c bzﬁs :fm‘ essentmi commedmes like fuel and
Whea‘{ ’ : ‘ o R '

- Governaricé and corruption: Frequent changes in leadership and lack of coberent
sconomic policy undermined confideéncs. Mismanagement of funds, lack of
transparency, and qaeshonahie mﬁfas‘m}ﬁmre mvesé:m&ms exacerbated smﬁomm
vulnerabilities. Weak institutions: ?o@r gevsmancs in ?ﬂbi‘ib ﬁﬂaﬂce and peimy

' mﬂpiementa;mﬁ weakeaed thes cmufmy s afmhty to r@sp@nd t@ tha crisis @ffeatwaiy
‘ ' (@3; marﬁg ea@%a f@f aﬁy fa}m wagms, E@éaﬁ mark’s {?4}

Fe

=]

S’
i

En’f@mammi fmamzai mstzmmns (}{F L{s) Eflave ’besan mﬁm&n‘iai in suppmtmg Sri _
Lanka's recovery f "mm ﬁs recem: eczmamic mszs mmugh imamzai asszetaﬂce pohs,,y_ o
guzdancs and debt rcsfmmmg effeﬁ;s R R TR S

- Tz}e Intemafmnai M@Pe%iary Fund (IMF} Proy vzdf:d Sn Laﬂka Wﬁh a rmmai baﬂﬁut - S
package to help ‘stabilize its economy. In March 2023, the IMF approved a $3 billion
Extended Fund Facility (EFF) arranaemen‘é: for Sri Lanka to restore macroeconomic

~ stability and debt sustamablhfy The program aims to mmgate the economic impact
onthe poor and vulherable, Safc euan £maﬂcza§ stabxhty emd Btreﬂg*haﬂ gevcmamﬁ

- The IMF has facilitated éiscussé«ms @n de‘bt r%tmcmrmgsuzgmg CEedi‘cér ﬁaﬁm& and
private bondholders to engage in negotiations, This process aims to ensure that Sri
Lanka can meet debt obligations while also freeing up resources for essential services
and development.

- During Sri Lanka's recent economic crisis, the World Bank provided substantial
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assistance through financial support and policy reforms aimed at stabilizing the
economy and protecting vulnerablepopulations. . =~ . - -

f - InJune and December 2023, the World Bank disbursed a total of $500 million under
: .- the first Resilience, Stability, and Economic Turnaround (RESET) -programme to
‘ support foundational reforms for macroeconomic stability and social. protection.

- This was followed by the Second RESET in October 2024, which provided an
additional $200 million to further economic governance and competitiveness
reforms.

- In 2022, the World Bank repurposed funds from existing projects to address urgent
ey needs, including cash transfers, procurement of liquid petroleum gas, and provision
of fertilizers.

- In 2023, the IFC committed up to $400 million to assisﬁ Sri ‘Laﬁkaa banks in
facilitating imports of essential goods, including food, medicine, and fertilizers. This
financing aimed to ensure the continued availability of critical supplies during the
Crisis,

- During Sri Lanka's economic crisis, the Asian Development Bank (ADB) provided
significant assistance through financial support and policy reforms aimed at
stabilizing the economy and strengthening the financial sector.

- InMay 2023, ADB approved a $350 million loan to support Sri Lanka's economic
stabilization efforts. This loan was part of a broader financial assistance package
anchored by the International Monetary Fund's Extended Fund Facility, aiming to
stabilizethe economy and lay the foundation for recovery and sustained growth.

l

[

|

t - TnDecember 2023, ADB approved 2 $200 million concessional loan to help stabilize

LA Sri Lanka's finance sector following the sovereign debt and economic crises. This

‘ program aimed  to strengthen the stability and governance of the banking sector,

i improve asset quality, and enhance access to finance, particularly for women-led

[ micro, small, and medium-sized enterprises.

f - IFIs have offered technical support in areas such as public financial management,
fiscal policy reforms, and economic governance. This assistance is intended to
improve the country's institutional capacity to manage the crisis and implement
necessary reforms. 4

* (01 mark each for any four invelvements; Total marks 04}
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- Achieving economie recovery and sustainable growth in Sri Lanka over the next five

years will require addressing several key challenges:

Debt Restructuring and Management: Efficiently restructuring the country's
unsustainable debt is critical. This involves negotiating with creditors to achieve a
manageable debt burden while ensuring that future borrowing is sustainable and
transparent.

Restoring Macroeconomic: Stability: Maintaining macroeconomic stability,
including controlling inflation and stabilizing the cinrency, is essential. This may
reqmre sound menetary 5}0];10};, Fis\xal ézsmphﬂe and a mmmﬁment to maintaining

’ Emnormc Bwemﬁcaﬁm} Reducmg dependmce on a few kejf sect@r such as
tourism and iea expoﬁts by pmmatmg dwerszficatmm into other sectors (e.g.,
'tﬂchﬁsﬂegy, mamlfaa:;&mﬁg, ané agﬁcuh;re) mﬁ heip bmid a more raszhent.
'esonomy ‘ '

Eﬂﬁ&ﬁ{:ﬁ}g' G@Vé}fﬁsnsé and Institutional Capacity: Strengthening governance,
reducing cbm;paan and enhanf*mg msmutmnai capacity are crucial for ezfac’iwe

'pghsy mpiementaﬁm and emmmzc manag meﬂt Trampamm aﬁd accoumab}eﬂ '
' govcmam@ san mzpmve mvagim wnﬁﬁeﬁca and pﬁoim‘; mﬁt ' S

Iﬁvssmam n Humdﬂ \,apzta}. Waaﬂs ng on ed@aﬁ on aﬁd skﬂis ée%/ e}aﬁmem Wﬂ‘ be -
vital to enhaﬂcﬁ: %he ams*kfmce g pmdmmﬁ,y zmd &dapta‘mmy Empmvmg E}eaii:h o

services and educ atgeﬁ mﬁ*astms’“ure W‘iﬂ c@nm‘buae t@ ;@ﬁg—ﬁﬁm ecoﬁomzc gf«:)% %:h

Imfvastmcmre Developmsm Envesﬁmg in szxtzsa% mma;.s%‘mc*ms Svch as_% "_' : \
transportation, energy, and dlgztal cemmcthty, can facilitate ecomomic ac&ﬁty,,;;j= o

atiract f@relgm é]l"ebt mvestment ané; enhaaca ‘;}}a OVEF&ﬂ basmess eﬁvgmzamem

Pmmoimg mea’ze Sector Growgh Cfeatmga cenducwe anwmnment fox pmvate
sector investment and aﬂtﬁrﬁpmﬁemsth} mciud;mg raauiatory reﬁ:}rm's aﬁd accuss ta- -
finance, will be essmma} for economic receverv and j@‘b meatmn R

Addressing Social ﬁisqﬁaliﬁ‘esi Inipiéméﬁﬁﬁg ‘}éalicies to rédaice poverty and
inequality is crucial for sustainable development. Social safety nets and targeted
assistance programs can help vulnerable populations affected by the erisis.
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‘Environmental Sustainability: Integrating sustainable practices. into economic

piaﬁmgg and development is essential to address environmental concerns.
mphasizing green onergy, sustainable agriculture, and conservation efforts will

" support hng—tev‘m gmmha.ﬁufpsﬂﬂencs

Fostering Regional and Global Trade Relatmnshipé: Strengthening trade
relationships and exploring new markets can help Sri Lanka diversify its export base
and enhance £CoNOMmic ! resilience. Trade agrwemeﬁts and partnersbips can facilitate
access to new markets. o B | 7 \

(M mm‘k each for any sﬁ ﬁhaﬂénges; 06 marks)

'"‘hc iev el sf éigi‘i&l mﬁfastrucmw piays a crucia‘i roie in shaping the overall economic
gmwth and c&mpe‘mwemss of Sﬁ Lanka S

Enﬁ}ancmg C@mectwﬁy ané Amcesmb}hty R@bust digital infrastructure improves
connectivity across urban and rural areas, enabling businesses and individuals to
access mmmmti@ﬁ services, andmamets

E()@s%;mg ’%"zoduatwﬁy Dsgﬁaﬁi t@@}és and fechnologies can sireamling operations,
ephance efficiency, and reduce costs for businesses. Improved productivity in
various sectors, including manufacturing, services, and agriculture, can lead to
'mghﬁr ec mmmic ou‘éput ané compe&ﬁvmess

yac:zhmtmg E Commezse aﬂd imde A strong digital infrastructure supports the
' Gmwth of e-cominerce, ‘enabling %usmesses o :reach broader markets, both

é@“ﬂe ﬁcaﬁy aﬁ@ nﬁeﬁ}aﬁ(}r aﬂy

Amastmg F@zmgﬁ Inwsﬁneﬂt L@uﬂmes Wim advamed d}gﬁaé 111&&3%:{&6@3?@ are
often more attractive to foreign inv estors. Tmproved digital capabilities can enhance

the ease of doing business, pmvaémg a competitive edge that dzaws mvestment in
‘ tﬁcimaieg%d‘ﬂveﬁ sectms SR

Fes @mg Emevahen ami Em‘eprenemghzap A WS&*@EV@E@?E& digital ecosystem
supports innovation and entrepreneurship by providing access 10 digital tools,
resources, and networks.

Improving Public Services and Governance. Digital infrastructure can enhance the
delivery of public cervices, making them more officient and accessible. E-
gOVernance initiatives can improve ansparency, reduce corruption, and enhance
citizen engagement, leading to better governance and sconomic stability.

Expanding Fducational Opportunities: Improved digital infrastructure can facilifate
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access to education and training programs, enhancing the skill sets of the workforce.

- Supporting Digital Finance: Access to digital financial services can enhance
financial inclusion, allowing individuals and businesses to access credit,savings, and
insurance. This can empower small and medium-sized enterprises (SMEs) and

promote economic resilience.

- Enhancmg Daﬁa—Dmvvn Decision Makmg Dlgltai mﬁ'astmcture enables the
collection and anaiysm of data, allowing businesses and p@hcymak:ers to make
informed dems;ons ; .

‘ {01 mark each for any six reasons; total marks 06))
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