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INSTRUCTIONS: Answer question one and any other two questions 
 

   QUESTION ONE (30 MARKS)  

a) Since economic theories are abstractions from reality they are impractical and 

unrealistic. True or False. Why?       (3 marks) 

b) What is the law of diminishing returns? Illustrate how it operates?   (3 marks) 

i. What is the law of increasing relative costs, and how does it relate to the law of 

diminishing returns? Illustrate its effect on the shape of the production- 

possibility curve       (4 marks) 

ii. What would be the shape of the PPC if relative costs were constant? (3 marks) 

iii.  Is it possible to have decreasing relative costs? Why or why not? Illustrate the 

effect that decreasing relative costs would have on the shape of the PPC  

(3 marks) 

iv. What are economies of scale and how do they relate to the law of diminishing 

returns         (4 marks) 

c) The table below indicates the production possibility of two countries A and B 

producing maize and oil. Using the data in the table compare their comparative 

advantage. Which country has comparative advantage in producing oil and which has 
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comparative advantage in producing maize? Will specialization and trade between the 

two countries be profitable?       (5 marks) 

COUNTRY A  

Product  Production alternatives 

Million  A B C D E 

Oil Barrels  0 5 10 15 20 

Maize Bushels 80 60 40 20 0 

Country B 

Oil barrels 0 5 10 15 20 

Maize Bushels 60 45 30 15 0 

            

d) Suppose the figures above relate to annual production possibilities of Meru County and 

Kirinyaga County for potatoes and rice respectively. Can specialization and trade 

benefit both counties even though Meru County can out produce Kirinyaga in both 

potatoes and rice? If so, which crop would each county specialize in and what would 

be the limits of mutually beneficial terms of trade?    (5 marks)

       

  QUESTION TWO (20 MARKS)  

a) Contrast the keynesian theory of saving and investment with the classical economic 

view          (2 marks) 

b) How does classical economic theory respond to the claim that saving results in 

underspending; what implications does it have on say’s law that the economy will 

always be at full employment       (5 marks) 

c) How do the classical economists use the money market mechanism in defense of full 

employment?         (3 marks) 

d) Assume that the existing level of output of the economy is kshs 1,700 billion. Planned 

savings are ksh 255 billion the government plans to levy a tax of kshs 470 million and 

business intend to spend ksh 240 billion. What level of government expenditure will 
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balance the economy at its current level of output, assuming there are no international 

transactions         (5 marks) 

e) Prove that the multiplier is equal to 1/(1-MPC)     (5 marks)

          

  QUESTION THREE (20 MARKS) 

a) What are the major roles of government?      (3 marks) 

b) What is the effect of an increase in government spending where no change in taxes 

takes place and the deficit is financed by borrowing?    (5 marks) 

c) Consider an economy with an overall tax rate of 27% of national income. Full 

employment level is kshs 980 billion. To sustain this level, the government must keep 

its expenditures at ksh 296 billion in addition to any private sector and other injections.  

i. Calculate the full employment surplus or deficit for a budget that will just 

sustain full employment  

ii. Calculate the surplus or deficit at the income level of kshs 970 billion for the 

budget under (i)        (6 marks) 

d) Government can use various measures to fight inflation, including structural change in 

the tax system. Explain how a progressive tax structure, a proportional tax structure 

and a regressive tax structure respectively affect inflation. Assume incomes increase 

gradually         (3 marks) 

e) How can taxes be used to achieve the goals of full employment, price stability and 

economic growth        (3 marks) 

        

  QUESTION FOUR (20 MARKS) 

a) What are the effects of an increase in the money supply on output and on prices in both 

the short run and long run        (5 marks) 

b) What are the two basic tenets (principles) of monetarism?   (5 marks) 

c) What is the quantity equation of exchange?     (5 marks) 

d) If GNP = kshs 600 billion and money supply is kshs 200 billion, what is the velocity of 

money          (5 marks)
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  QUESTION FIVE (20 MARKS) 

a) What would explain whether Kenya power qualifies as a monopolist or oligopolist 

          (3 marks) 

b) Explain how the free rider problem dissuades the market place from providing public 

goods          (5 marks) 

c) When is there most likely to be private provision of public goods? Provide an example 

of a public good that is free        (5 marks) 

d) Explain how health organizations might reduce moral hazard in some instances but 

increase it in others        (3 marks) 

e) How can taxes or market permits be used to achieve an efficient quantity of pollution 

          (4 marks)

        

       

           

           

      

      


