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INSTRUCTIONS:  Answer question one and any other two questions 

QUESTION ONE – (30MARKS) 

(a) Draw a circular flow of income diagram and use it to explain how a simple economy 

functions.         (4 Marks) 

(b) Define the following terms: 

(i) Consumer Price Index.      (2 Marks) 

(ii) Produces Price Index.       (2 Marks) 

(iii) Nominal Interest Rate.      (2 Marks) 

(iv) Real Interest Rate.       (2 Marks) 

(c) Label the following statements TRUE, FALSE or UNCERTAIN and justify your answer: 

(i) “The Keynsian multiplier is always greater than one”.  (3 Marks) 

(ii) “An increase government expenditures accompanied by an equal increase in taxes 

will lead to a rise in equilibrium output”    (3 Marks) 
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(d) Describe three tools that a Central Bank can use to control the money supply.  

          (6 Marks) 

(e) Define the following terms: 

(i) Real Exchange Rate.       (2 Marks) 

(ii) Nominal Exchange Rate.      (2 Marks) 

(iii) Purchasing Power Parity.      (2 Marks) 

QUESTION TWO – (20 MARKS) 

The table below gives the prices of a Big-Mac in different countries together with the actual 

exchange rates for each country’s currency to the US Dollar.  A Big-Mac costs $3.41 in the 

United States. 

Country  Big-Mac Price  Actual Exchange Rate 

Indonesia  15,900 Rupiah  9,015 Rupiah / $ 

Hungary  600 Forints  180 Forints / $ 

Czech Republic 52.9 Kurunas  21.1 Kurana / $ 

Canada   3.88 C$  1.05 C$ / $ 

(a) For each country, compute the predicted exchange rate of the local currency per US 

dollar.          (4 Marks) 

(b) According to purchasing power purity, what is the predicted exchange rate between the 

Canadian dollar and the Hungarian Forint?     (3 Marks) 

(c) What is the actual exchange rate between the Canadian dollar and Hungarian forint? 

          (3 Marks) 

(d) Suppose inflation in the US caused an increase in Big-Mac prices to $3.81 while 

deflation in Hungary caused the Big-Mac price to fall to 500 Forint.  What would be the 

actual exchange rate between the Forint and the Canadian dollar?  (6 Marks) 

(e) How well does the theory of purchasing power purity explain exchange rates?  

          (4 Marks) 
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QUESTION THREE – (20 MARKS) 

(a) Define the meaning of the following: 

(i) The velocity of money.      (2 Marks) 

(ii) The money multiplier       (2 Marks) 

(b) Suppose that in a given economy, the money supply equals 100 billion, nominal GDP is 

800 billion and real GDP is 400 billion.  What is the value of the following variables? 

(i) The price level.       (2 Marks) 

(ii) The velocity of money.      (2 Marks) 

(c) Suppose the economy is as described in part (b) above, and the velocity of money 

increases by 5% and the economy’s output of goods and services rises by 5%. 

(i) Describe two factors that could lead to a rise in velocity of money.   

         (4 Marks) 

(ii) What would happen to the price level and nominal GDP in the next year if the 

money supply remains constant?     (4 Marks) 

(iii) What money supply should the Central Bank set in order to have a 10% inflation 

rate?         (4 Marks) 

 

QUESTION FOUR – (20 MARKS) 

Suppose the residents of Vegopia spend all their income on cauliflower, broccoli and carrots.  In 

2008, they spend 200/= for 100 heads of cauliflower, 75/= for 50 bunches of broccoli and 50/= 

for 500 carrots.  In 2009, they spend 225/= for 75 heads of cauliflower, 120/= for 80 bunches of 

broccoli and 100/= on 500 carrots. 

(a) Calculate the price of each vegetable in each year.    (3 Marks) 

(b) Using 2008 as base year, calculate CPI for each year.   (6 Marks) 

(c) What is the inflation rate between 2008 and 2009?    (2 Marks) 

(d) Describe three differences between the CPI and GDP deflator as measures of the price 

level and inflation in an economy.      (9 Marks) 

 



4 

QUESTION FIVE – (20 MARKS) 

Consider an economy described by the following equations 

  𝑀𝐷 = 5𝑦 ― 2000𝑟

  𝑀2 = 5000

  𝑌 = 𝐶 + 𝐼 + 𝐺,𝐼 = 500 ― 50𝑟

  𝐶 = 250 + 0.75(𝑌 ― 𝑇), 𝐺 = 500,𝑇 = 1000

Where r is the interest rate. MD is the demand for money and MS is the money supply. 

(a) Solve for the commodity market equilibrium.    (4 Marks) 

(b) Solve for the money market equilibrium.     (4 Marks) 

(c) Find the macroeconomic equilibrium output and real interest rate.  (4 Marks) 

(d) Cut flowers are produced in Kenya but mostly sold abroad.  Suppose the price of cut-

flowers increase, what be the effect on inflation?  Explain.   (8 Marks) 

 

 

  


