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INSTRUCTIONS: Answer question one and any other two questions 

QUESTION ONE 

a) What is a consumption function? Describe each component of the function and their 
economic interpretation.       (6 Marks) 

b) Distinguish between commodity and fiat money. Is there a historical link between the two? 
(4 Marks) 

c) Define the following terms; 
i. Net capital outflow        (2 Marks) 

ii. Net Exports         (2 Marks) 
d) Describe three tools the Central Bank can use to control the money supply in an economy. 

(6 Marks) 
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e) The GDP deflator and consumer price index (CPI) are both used as measures of inflation. 
In each of the following cases, state/indicate whether the deflator or CPI increase, decrease 
or remain constant and explain your answer. 

i. The price of everyday goods imported into Kenya increases.  (3 Marks) 
 

ii. The price of an air ticket to Shelly Beach Hotel in Mombasa increases (3 Marks) 
 

f) If the marginal propensity to save (MPS) increases, equilibrium GDP will increase. Is this 
statement TRUE, FALSE or UNCERTAIN, justify your answer.  (4 Marks) 

 

 

QUESTION TWO  

Consider an economy described by the following equations: 

C = 500 + 0.8 YD 

T = 100 + 0.25Y 

I = 100 

G = 200 

In this economy: 

a) Solve for the goods market equilibrium i.e find output, consumption expenditure and 

disposable income.        (6 Marks) 

b) Graph with correct labels equilibrium output and demand.   (4 Marks) 

c) What is the value of the multiplier?      (2 Marks) 

d) By how much would equilibrium GDP increase if the government used a flat tax, i.e if = 0 𝑡1

(2 Marks) 
e) Suppose the government is considering two policies to increase equilibrium GDP. A cut in 

the flat tax by 50, i.e T = 50+0.25Y or an increase in government expenditure by 40, i.e G = 
240. Which policy will yield higher output?     (6 Marks) 

QUESTION THREE 

Suppose there are only two services produced in an economy: haircuts and banking services. 
Prices and quantities are as described below. 

Year 1990   Year 1991 
Price Quantity   Price   Quantity 
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Haircut   10 100   12  100 
Banking  10 200   12  220 

a) What is nominal GDP in each year?      (2 Marks) 
 

b) What is the real GDP in 1991 using 1990 as base year?    (2 Marks) 
 

c) What is real GDP growth rate?       (2 Marks) 
 

d) What is the inflation rate using the GDP deflator?    (2 Marks) 
 

e) Suppose telebanking is introduced in year 1990 but nobody uses it because the price is 13. 
In year 1991, the price of telebanking falls to 12 and half the people who use banking 
services in 1991 now also purchase telebanking services (only half now use traditional 
banking services) 

i. Rewrite the table of goods, prices ad quantities but now with three goods, 
haircuts, banking and telebanking.     (2 Marks) 

ii. Using 1990 prices, what is real GDP in 1991 and its growth rate? (4 Marks) 
iii. What is the rate of inflation using the GDP deflator.   (4 Marks) 
iv. Do your results support the statement that “If banking services are mismeasured . 

for example by failing to take into account the introduction of telebanking then 
we will over estimate inflation?     (2 Marks) 

QUESTION FOUR 

Suppose the economy’s aggregate production function is Y=   , where K is the capital 𝐾. 𝐴𝑁
stock, A is technology and N is population. 

Suppose that the savings rate s, is equal to 16%, and that the rate of depreciation  is equal to 𝛿
10%. Suppose further that the number of workers grows at 2% per year and that the rate of 
technological progress is 4% per year. Find the study – state values of the following variables: 

a) The capital-stock per effective worker      (4 Marks) 
b) Output per effective worker       (4 Marks) 
c) The growth rate of output per effective worker     (4 Marks) 
d) The growth rate of output per worker      (4 Marks) 
e) The growth rate of output       (4 Marks) 

 

QUESTION FIVE 



4 

a) What happens to the Kenyan real exchange rate in each of the following scenarios? Indicate 
whether the Kenya shilling appreciates, depreciates or no changes occur and justify your 
answer. 

i. The Kenyan nominal exchange rate is unchanged but prices rise faster in Kenya than 
abroad.         (3 Marks) 

ii. The Kenya nominal exchange rate declines but prices rise faster abroad than in 
Kenya.         (3 Marks) 

b) (i)    What is the theory of purchasing power parity (PPP)?   (2 Marks) 
(ii)    Suppose PPP holds , a half-litre bottle of soda costa 50KES in Kenya and 110 UGs in 
Uganda. What would be the Ksh/UGs exchange rate?    (2 Marks) 
 

c) Using a three panel diagram (a series of graphs, are directly below the other) show the 
effect of capital flight on the equilibrium real interest rates and exchange rates.(10 Marks) 

 
 
 
 
 
 


