
QUESTIONS

NUMBER ONE 

(a) In a certain economy the marginal propensity to save is 0.2 and the

autonomous consumption equals 400.

i. Formulate the consumption function.

(3 marks) 

ii. If the Government‟s expenditures were to increase by 50% what would

be the resultant change in National income.

       (3 marks) 

(b) The demand and supply schedules for carrots in a certain market are given

below:

Price per 

ton 

(Sh „000‟) 

Quantity demanded per 

month 

(Thousands of tons) 

Quantity supplied per 

month 

(Thousands of tons) 

  2 110.0   5.0 

  4   90.0  46.0 

  8   67.5 100.0 

 10   62.5 115.0 

 12   60.0 122.5 

Determine the equilibrium quantity and price by graphical method. 

(8 marks) 

(c ) Explain how the concept of elasticity guides decisions in the following 

situations: 

(i) Government‟s tax policy on household consumption.    (2 

marks)

(ii) Devaluation policy to encourage exports and discourage imports.

(2 marks)

(iii) Price discrimination by a monopolist.    (2 marks) 

 (Total: 20 marks) 
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NUMBER TWO 

(a) (i)  Based on the circular flow of income analysis, explain why marginal 

propensity to consumer 

             plus marginal propensity to save equals one.                      

(4 marks) 

What is the relationship between the simple multiplier and marginal 

propensity to consume? 

                (3 marks) 

(b) Given a hypothetical consumption function of the form: 

         C = a + bYd  

 

         Where Yd = Y – T 

         And           Y = Income 

                           T = Taxes and that: 

 

Government spending and investment are exogenously determined at G and I 

respectively:  Determine Government Spending Multiplier.    

                      (5 marks) 

 

 

(c ) Briefly explain the hindrances encountered in estimating national income 

values of a developing 

      country.                    (8 marks) 

                  (Total: 20 marks) 

 

NUMBER THREE 

You have been hired as a consultant by a firm producing bread to advise on a 

pricing strategy that would enable the firm to maximize profits.  This firm is a 

monopolist which sells in two distinct markets, one of which is completely sealed 

off from the other. 

 

As part of the analysis, you establish that the total demand for the firm‟s output is 

given by the following equation: 

 

Q = 50 – 0.5P 

and the demand for the firm‟s output in the two markets is given by the following 

equations: 
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Q1 = 32 – 0.4P1 and 

Q2 = 18 – 0.1 P2 

 

Where:      Q = total output 

                  P = Price 

                 Q1 = Output sold in Market 1 

                 Q2 = Output sold in Market 2 

                  P1 = Price charged in Market 1 

                  P2 = Price charged in Market 2 

 

The cost of production is given by C = 50 + 40Q 

Where C = total cost of producing bread. 

 

Required: 

 

(a) The total output that the firm must produce in order to maximize profits. (4 

marks) 

(b) What price must be charged in each market in order to maximize profits? (2 

marks) 

(c) How much profit would the firm earn if it sold the output at a single price, and 

if it discriminates?         (5 

marks) 

(d) (i)  The price elasticity of demand for the two markets at the equilibrium price 

and quantity. 

         (4 marks)  

        (ii) Comment on how the price elasticity of demand may be used in making 

economic decisions. 

         (3 marks) 

(e) Under what conditions is price discrimination possible?   (2 

marks) 

         (Total: 20 marks) 

 

 

NUMBER FOUR 

(a) Distinguish between a tariff and a quota as applied in International Trade.                     

(8 marks) 

(b) Argue for and against international trade restrictions.                                                 

(12 marks) 
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                   (Total: 20 marks) 

 

 

 

 

 

NUMBER FIVE 

(a) State the Law of diminishing returns as applied to production functions.                 

(3 marks) 

(b) Illustrate and explain the three stages associated with the law of variable 

proportions.  

                                                                                                                                              

(9 marks) 

(c) The table below represents a production function for a commodity X where 

capital is fixed and labour is variable. 

 

                Quantity of Labour                                             Total Physical product 

(Tons of X) 

0 0 

1 15 

2 34 

3 48 

4 60 

5 62 

 

 

Using the data in the table, plot the marginal product for labour.                             

(8 marks) 

                                                                                                                               

(Total: 20 marks) 

 

NUMBER SIX 

(a) (i) A monopolistic firm with  a linear demand curve finds that it can sell two 

units at Sh.12 or twelve units at Sh.2.  Its fixed cost is Sh. 20 and its 

marginal cost is constant at Sh. 3 per unit 

 Derive and plot the following: 
 Marginal cost, average total cost, marginal revenue and demand curves for this firm. 

 (8 marks) 

 (ii) At  what output level will this firm produce? (4 marks) 

(b) Bring out the salient features of a monopsony market model. (8 marks) 
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 (Total: 20 marks) 

 

NUMBER SEVEN 

 

(a) Discuss the major causes of supply curve shifts.               

(7 marks) 

(b) By use of diagrams, illustrate and explain the resultant changes on the 

equilibrium price and quantity from a simultaneous fall in price of a substitute 

and an increase in the cost of raw materials for a specific commodity.  

                            (7 marks) 

(c) What are the determinants of demand for labour?               

(6 marks) 

 (Total: 20 marks) 

 

NUMBER EIGHT 

 

(a) (i)  Define the term hyperinflation.                (2 

marks) 

(ii)  what is the effect of high and rising inflationary rate on the rate of interest?            

(4 marks) 

(iii)  Suggest economic measures to curb inflation.               

(8 marks) 

 

(b) Given the following data in millions of shillings pertaining to an economy, 

determine Net National and Gross National Product Values.    

              (6 marks) 

 

  National income    3,387 

  Indirect business taxes (less subsidies)              366 

 Depreciation                                                 455      

 (Total: 20 marks) 

 

 

ANSWERS 

 

NUMBER ONE 
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(a)  MPs = 0.2 

Co = 400 

 

(i)  C = a + by where a: autonomous consumption       b: mpc 

 

MPS + MPC = 1 

MPC = 1 – MPS 

MPC = 1 – 0.2 

MPC = 0.8 

 

Since a = 400 

    b = 0.8 

 

Then C = 400 + 0.8Y 

 

 

(ii)  ∆Y = ∆G X K     ∆Y = K∆ G but k = 1/1-mpc = 1/mps    

 

 

where K represents the multiplier which is the reciprocal of the marginal 

propensity to save (mps) i.e. k = 1/mps 

 

∆Y = 1/0.2(0.5) = 2.5 

 

= (5/2 x 100) = 250% 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

∆Y = 1/mps   ∆G 
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(b) 

 

                                                                         D  

                                                                   

      Price/tonne (Sh. „000‟)                                                            S 

 

                                     12 - 

 

                                     10 - 

  

                                       8 - 

                              Pe =  6                                                 ●e 

 

                                      4  - 

                                                                                                                                    

                                       2 -                                                                                           

D 

                                               S 

           

 

                                                                                                                                                   

                                          0   10    20   30  40  50  60  70 Qe  80   90   100   110   

120   130 

                                        

                                                             Quantity per Month (Thousands of tones) 

 

    Pe =   Ksh. 6,000 

    Qe =  77,500 tonnes 

 

    SS:    Supply Curve 

    DD:  Demand Curve 

     Pe:   Equilibrium price 

     Qe:  Equilibrium quantity 

      e:    Equilibrium point. 
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Scale:  Vertical axis:       1 cm rep Ksh.1000. 

           Horizontal axis:  1 cm reps. 5000 tonnes 

 

 

 

(c) How the concept of elasticity guides decisions in the following situations: 

 

(i)   Government tax policy on household consumption: 

An indirect tax has an effect of increasing the price of the product and how 

much of the tax burden is going to be transferred to the final consumer depends 

on the nature of elasticity of demand. 

Assuming that the objective of the government is to discourage consumption, 

the tax policy is going to b e effective only if the demand for the taxable 

commodity is relatively elastic so that an increase in its price reduces the 

quantity demanded more than proportionately. 

(ii) Devaluation policy to encourage exports and discourage imports: 

 Devaluation is the reduction of the relative value of a domestic currency; or 

simply as a deliberate reduction of the price of a domestic currency per unit of a 

foreign currency, usually in a fixed exchange rate regime.Devaluation makes 

exports cheaper while imports become relatively expensive and the policy of 

devaluation is going to be effective in encouraging exports and discouraging 

imports only where the  

 

 

 

  demand for both exports and imports is highly elastic; in this case, 

devaluation tends to more than proportionately increase and decrease 

exports and imports respectively, ceteris paribus. 

(iii) Price discrimination by a monopolist: 

Price discrimination is the monopoly practice of charging different prices 

to different consumers (or in different markets) for the same product 

irrespective of cost structure. 

Possible only with different elasticities in different markets such that a 

higher price is charged in the inelastic demand market and a lower price in 

the elastic demand market. 

NUMBER TWO 

(a) (i)  Disposable income is either consumed or saved, and any change in this 

income causes   changes in consumption and savings; the ratio of change in 
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consumption to change in income measures the marginal propensity to 

consume (mpc), while the  ratio of change in savings to change in income 

represents marginal propensity to save (mps). 

 

Thus, if: 

 

C = 0.8 Yd 

S = 0.2Yd 

Then ∆c/∆Yd = 0.8 = mpc 

 

and  ∆s/∆Yd = 0.2 = mps 

 

(0.8 + 0.2) = 1;   mpc + mps = 1. 

 

 

 

 

 

      Savings: 20% of Disposable income 

                                                                                                              (S = 0.2Yd) 

 

 

 

                   Disposable Income 

                        Yd = 0.85Y 

  

 

 

 

T = 150                                                                                  Consumption 

 80% of Disposable Income 

                                                                                               (c = 0.8Yd) 

          (c = 680) 

  

 

      National Income 

                          Y = 1000 

 

 

        Io = 220. 

 
HOUSEHOLDS 

Income tax (at 
15%) 
(T = 0.15Y) 

FIRMS 

Download more at www.ebookskenya.co.ke



 

 

                     Go = 100 

C = 0.8 Y d 

680 = 0.8Yd 

Yd = (680/0.8) = 850 

 

If disposable income (Yd) increases by 10% ( i.e from 850 to 935) 

Consumption (c) increases from 680 to 748 and savings (s) from 170 to 187. 

 

∆Yd = (935 – 850) = 85 

∆c = (748 – 680) = 68 

∆s = (187 – 170) = 17 

∆c = (68/85) = 0.8 

∆Yd 

∆s       = (17/85) = 0.2 

∆Yd 

 

∆c    +  ∆s       = 0.8 + 0.2 = 1 

∆Yd   ∆Yd 

 

mpc + mps = 1. 

 

Y = C + S 

∆Y = ∆C + ∆S 

∆Y = ∆C + ∆S 

∆Y     ∆Y    ∆Y 

 

I = ∆C + ∆S           where   ∆C   = mpc         

      ∆Y    ∆Y      ∆Y     

 

∆s   = mps       

∆Y 

 

 mpc + mps = 1. 

 

(ii) Relationship between simple multiplier and marginal propensity to consume: 
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 K = 1/1 – mpc    where  K: multiplier                                ΔY = kΔC  

                              Mpc: marginal propensity to consume 

                              1 – mpc: Marginal propensity to save (mps) 

 

The simple multiplier (k) is an increasing function of the marginal propensity to 

consume (mpc) i.e an increase (decrease) in mpc increases (decreases) the 

multiplier (k) by reducing (increasing) the size of ( 1 – mpc) i.e mps; The 

multiplier (k) is the reciprocal of the marginal propensity to save; (k = 1/mps) 

(b)  Determination of Government Expenditure Multiplier: 

 

 

 

Y = C + Io + Go ………………...(1) 

C = a + bYd ……………………...(2) 

Y  = a + bYd + Io + Go ……….. (3) 

Y  = a +b (Y – T) + Io + Go 

Y  = a + b Y  – bT + Io + Go 

Y  – b Y  = a – bT + Io + Go 

Y  (1 – b) = a – bT + Io + Go 

Y = a – bT + Io + Go ………….(4) 

                1 – b 

d Y    =      1     > 0 Since b<1 (Government Spending Multiplier) 

dGo        1 - b 

C = a + bYd and Y = Income 
Where Yd = Y – T and T = Taxes 
Go: Government Spending 
Io: Investment 

Download more at www.ebookskenya.co.ke



Approach: 

This model can be solved for Y  by substituting the second (2) equation into the 

first (1) equation to get the third (3) equation which is eventually reduced to 

equation four (4) (i.e. the reduced form of equilibrium Income).  The partial 

derivative of equation four (4) gives the Government – Spending Multiplier. 

Important:: 

Y = C + I + G………..(1) 

C = a + bYd …………(2) 

The first equation in this system gives the equilibrium condition for national 

income, while the second equation shows how C is determined in the model. 

Parameters: (a) is positive because consumption is positive even if disposable 

income (Y – T) is zero; 

(c) Is a positive fraction because it represents the marginal propensity to consume 

(mpc) 

        Exogenous variables:  The exogenous variables Io (Investment) and Go 

(Government Spending) are, of   course, non negative. 

       All the parameters and exogenous variables are assumed to be independent of 

one another, so that any one of them can be assigned a specific new value 

without affecting the others. 

(c)   Hindrances encountered in estimating national income values of a developing 

country: 

 complete / inadequate information 

 Double counting 

 Changes in prices 

 The problem of inclusion, in terms of: 

 

 

 

a) Subsistence output (income) 

b) Intermediate goods 

c) Housing i.e. rent on owner-occupiers 

d) Public services provided by the government 

e) Foreign payments i.e. net income from abroad 

f) Illegal activities e.g. smuggled output 
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g) Revaluation of assets. 

NB:  Briefly explain each of these hindrances. 

 

NUMBER THREE 

a)    Q1 = 32 – 0.4P1 

    0.4P1 = 32 – Q1 

     P1 = 32 – Q1 

                    0.4 

      = 32   - Q1 

         0.4     0.4 

= 320 – 10Q1 

     4         4 

Therefore, P1 = 80 – 2.5Q1 ……………..(1) 

TR1 = P1Q1 

= (80 – 2.5Q1)Q1 

TR1 = 80Q1 – 2.5Q1
2
 …………………..(2) 

MR1 = dTR1 

             dQ1  

Therefore MR1 = 80 – 5Q1 ……………..(3) 

Q2 = 18 – 0.1P2 

0.1P2 = 18 – Q2 

P2 = 18 – Q2 

             0.1 
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Therefore P2 = 180 – 10Q2 …………….(4) 

TR2 = P2Q2 

(180 – 10Q2)Q2 

Therefore TR2 = 180Q2 – 10Q2 
2
 ……..(5) 

MR2 = dTR2 

             dQ2 

MR2 = 180 – 20Q2 ……………………...(6) 

C = 50 + 40Q 

C = total cost of production 

TC = 50 + 40Q ………………………..(7) 

MC = dTC/dQ  = 40 …………………..(8) 

 

    

MC = MR1 

40 = 80 – 5Q1 

5Q1 = 40 

 

Q1 = (40/5) = 8 

Q1 = 8 Units of bread sold in market one (1). 

 

MC = MR2 

40 = 180 – 20Q2 

20Q2 = 140 

Q2 = (140/20) = 7 

 

Q2 = 7 Units of bread sold in market two (2). 

 

Q = Q1 + Q2 = (8 + 7) 

MC = MR1 = MR2 
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Q = 15 Total Units of bread sold. 

 

(b) 

 

P1 = 80 – 2.5Q1 but Q1 = 8 

= 80 – 2.5(8) = (80 – 20) = 60 

P1 = 60. 

 

P2 = 180 – 10Q2 but Q2 = 7 

= 180 – 10(7) = (180 – 70) = 110 

P2 = 110. 

 

 

 

 

 

 

(c) 

 

Profit earned if output is sold at a single price: 

 

Q = 50 – 0.5P 

0.5P = 50 – Q 

P = 50   –   Q 

   0.5       0.5 

 

P = 100 – 2Q 

 

TR = P.Q 

= (100 – 2Q)Q 

TR = 100Q – 2Q
23

 

MR = 100 – 4Q 

 

From equation (8) in part (a), MC = 40 

 

MC = MR 

40 = 100 – 4Q 

4Q = 60 

Q = 15 Units of bread 
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TR = 100Q – 2Q
2
 

= 100(15) – 2(15)
2
 

= 1,500 – 2 ( 225) 

=(1,500 – 450) = 1,050 

TR = 1,050 

 

OR 

 

P = 100 – 2Q 

= 100 – 2(15) 

=(100 – 30) = 70 

P = 70 

 

TR = P.Q 

= (70 X 15) 

TR = 1,050 

 

 

TC = 50 + 40Q 

50 + 40(15) 

(50 + 600) = 650 

TC = 650 

 

II = TR – TC 

(1,050 – 650) = 400 

II = 400 
 

Profit earned upon price discrimination: 

 

TR1 = 80Q1 – 2.5Q1
2
 But Q1 = 8 

=80(8) – 2.5(8)
2
 

= 640 – 2.5(64) 

  

(640 – 160) = 480 

TR1 = 480 

 

TR2 = 180Q2 – 10Q
2

2 but Q2 = 7 

= 180(7) – 10(7)
2
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=1,260 – 10(49) 

=(1,260 – 490) = 770 

TR2 = 770 

 

TR = TR1 + TR2 

(480 + 770) =1,250 

TR = 1,250 

 

 

 

TC = 50 + 40Q but Q = 15 

50 + 40(15) = 650 

TC = 650 

II = TR – TC 

= (1,250 – 650) = 600 

II = 600 
 

Comment: 

Profit (II) is higher with price discrimination than at a single price.  It is therefore 

commercially advisable for the monopolist to price discriminate and earn a 

supernormal profit of 600 instead of 400 without price discrimination. 

(d) 

 

(i). Price elasticity of demand for the two markets at the equilibrium price and 

quantity: 

 

Market One (1): 

 

Ped1 =  ∆Q1 • P1  

             ∆P1     Q1  

 

 

Q1  = 32 – 0.4 P1  

 

dQ1  = - 0.4 

dP1  

 

P1  = 60 

Q1 = 8 
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Therefore dQ1 •  P1   = ( -0.4 • 60  ) = (-24) = -3  

                 dP1    Q1                          8          8   

 

Ped1  = -3 

 

  Ped   = 3 (Price elastic) 

 

Market two (2): 

 

Ped2 = ∆Q2  •   P2  

            ∆P2  •   Q2 

 

 Q2  = 18 – 0.1P2  

 dQ2  = - 0.1 

 dP2  

 

P2  = 110 

Q2  = 7 

 

Therefore  dQ2  • P2   = ( -0.1 • 110 ) = (-11 ) 

                  dP2    Q2                    7            7 

 

Ped2  = -1.57 

 

 Ped2   = 1.57 ( Price elastic) 

 

(ii)  Price elasticity of demand may be used in making economic decisions from 

the stand point of: 

 Price discrimination with a view to increasing total revenue by charging a 

higher price in the relatively price inelastic (or low elastic demand) market and 

a lower price in the elastic demand market. 

 Government‟s indirect tax policy with a view to either raising revenue or 

discouraging consumption – effective only where demand is inelastic (relatively 

less elastic) and elastic (highly elastic) respectively. 

 Tax shifting by producers (suppliers) – where demand is inelastic suppliers are 

able to shift a greater portion of the tax burden to the consumer in form of 

higher prices than when demand is relatively elastic such that more of the tax 

burden is absorbed by the supplier. 
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 Devaluation policy, which is only effective in encouraging exports while 

discouraging imports (by making exports cheaper and imports expensive) where 

the demand for both imports and exports is highly price elastic. 

 

(e)   Conditions under which price discrimination is possible: 

 

 Effective market separation e.g in terms of time, age, geographical location etc. 

 Absolute control over supply. 

 Different price elasticity of demand in different markets. 

 

NB:  more on part (a) 

Assuming no price discrimination, the total output that the firm should produce in 

order  to maximize profits would be computed as follows: 

 

Q = 50 – 0.5P 

0.5P = 50 – Q 

P = 50 –  Q 

      0.4     0.5 

 

P = 100 – 2Q 

 

TR = P.Q = (100 – 2Q)Q = 100Q – 2Q
2
 

MR = dTR/dQ = 100 – 4Q 

 

OR   P = 100 – 2Q = AR and since the slope of MR is twice the slope of AR in 

monopoly, 

 

Therefore, MR = 100 – 2(2Q) 

                 MR = 100 – 4Q 

MC = MR 

40 = 100 – 4Q 

4Q = 60 

 

Q = (60/4) = 15 

Q = 15 Units 
 

NUMBER FOUR 
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(a) Free Trade maximizes world output and benefits all nations.  However, 

practically all nations impose some restrictions on the free flow of international 

trade.  Since these restrictions and regulations deal with the nation‟s trade or 

commerce, they are generally known as commercial policies.  While trade 

restrictions are invariably rationalized in terms of national welfare, in reality 

they are usually advocated by those special groups in the nation that stand to 

benefit from such restrictions. 

The most important type of trade restriction is the tariff.  A tariff is a tax or duty 

levied on the traded commodity as it crosses a national boundary.  It is ideally 

divided into import tariff and an export tariff.  An import tariff is a duty on the 

imported commodity, while an export duty is a duty on the exported 

commodity.  Import duties are more important and the most prevalent.  Infact, 

export tariffs are constitutionally prohibited by most (developed) countries such 

as the U.S but are often applied by developing countries on their traditional 

exports (such as Ghana on its Cocoa an Brazil on its coffee) to get better prices 

and raise revenue. 

Developing nations rely heavily on export tariffs to raise revenue because of 

their ease of collection.  On the other hand, industrial countries invariably 

impose tariffs or other trade restrictions to protect some (usually L – intensive) 

industry, while using mostly increased taxes to raise revenue. 

 

Tariffs can be ad valorem, specific or compound; 

 

Advalorem tariff – is expressed as a fixed percentage of the value of the traded 

commodity.  For example,  a 10 per cent ad valorem tariff on bicycles would 
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result in the payment to customs officials of the sum of Ksh 200 on each Ksh 

2000 imported bicycle and the sum of Ksh 400 on each Ksh 4,000 imported 

bicycle.  

 

Specific tariff – is expressed as a fixed sum per physical unit of the traded 

commodity e.g. a specific tariff of Ksh 100 on each imported bicycle regardless 

of its price. 

 

Compound tariff – is a combination of an ad valorem and a specific tariff e.g. a 

compound duty of 5 per cent ad valorem and a specific duty of Ksh 100 on 

imported bicycles would result in the collection of the sum of Ksh 200 on each 

Ksh 2,000 imported bicycle.  (NB: Duty on bicycles (in Kenya) was waived in 

the 2001/2002 budget). 

 

The United States, for instance, uses the ad Valorem and the Specific tariff with 

about equal frequency, whereas European Countries rely mainly on the ad 

valorem tariff. 

 

NB:  Sometimes an import tariff exceeds the price/value of the imported 

product, and the tariff becomes a prohibitive tariff e.g. a 100 percent 

import tariff on Commodity X is the ad valorem rate that would make the 

tariff prohibitive.  A tariff can also take the form of an optimum tariff, 

which is that rate of tariff that maximizes the net benefit resulting from the 

improvement in the nation‟s terms of trade against the negative effect 

resulting from reduction in the volume of trade.  That is, starting from a 

free trade position, as the nation increases its tariff rate, its welfare 

increases up to a maximum (the optimum tariff) and then declines as the 

tariff rate is raised past the optimum.   

However, as the terms of trade of the nation imposing the tariff improve, 

those of the trade partner deteriorate, since they are the inverse or 

reciprocal, of the terms of trade of the tariff-imposing nation.  Facing both 

a lower volume of trade and deteriorating terms of trade, the trade partner‟s 

welfare definitely declines.  As a result, the trade partner is likely to 

retaliate and impose an optimum tariff of its own.  While recapturing most 

of its losses with the improvement in its terms of trade, retaliation by the 

trade partner will definitely reduce the volume of trade still further.  The 
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first nation may then itself retaliate.  If the process continues, all nations 

usually end up losing all or most of the gains from trade. 

 

A quota is a direct quantitative restriction on the amount of a commodity 

allowed to be imported (or exported).  Import quotas are far more common 

and important than export quotas, and so the term „quota‟ is often used 

exclusively to imply import quota e.g those applied by Kenya on imported 

cereals like maize (year 2001) and the United States on African textile and 

garment (NB/:  African textiles and garment have now been granted duty-

free access to the U.S market under the U.S Congress AGOA initiative). 

 

Differences between an import quota and an equivalent (implicit) import tariff: 

 

 With a given import quota, an increase in demand will result in a higher 

domestic price and greater domestic production and lower consumption; 

however, with a given import tariff, an increase in demand will increase 

consumption and imports.  An import quota completely replaces the market 

mechanism while an import tariff alters it (market mechanism) by allowing for 

adjustments in the demand for, and supply of the traded commodity. 

 The second difference between an import quota and an import tariff is that the 

quota involves the distribution of import licenses.  In this case, the government 

must decide the basis for distributing licenses among potential importers of the 

commodity.  Such choices may be based on arbitrary official judgment rather 

than on efficiency considerations, and they tend to remain frozen even in the 

face of changes in the relative efficiency of various actual and potential 

importers of the commodity.  Furthermore, since import licenses result in 

monopoly profits, potential importers are likely to devote a great deal of effort 

in lobbying and even bribing government officials to obtain them (i.e. in so 

called rent-seeking activities).  Thus, import quotas not only replace the market 

mechanism, but also result in waste from the point of view of the economy as a 

whole and contain the seeds of corruption. 
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 An import quota limits imports to the specified level with certainty, while the 

trade effect of an import tariff may be uncertain.  This is because the 

elasticities of demand and supply are often not known, making it difficult to 

estimate the import tariff required to restrict imports to a desired level.  

Moreover, foreign exporters may absorb all or part of the tariff by increasing 

their efficiency of operation or by accepting lower profits.  As a result, the 

actual reduction in imports may be less than anticipated.  Exporters cannot do 

this with an import quota since the quantity of imports allowed into the country 

is clearly specified by the quota.  It‟s for this reason, and also because an 

import quota is less „visible‟, that domestic producers strongly prefer quotas to 

tariffs.  However, since import quotas are more restrictive than equivalent 

import tariffs, society should generally resist these efforts. 

 

(b) Case for and against International trade restrictions: 

 

(i) Case For: 

 

 Infant Industry Argument – If an industry is just developing, with a good 

chance of success once it is established and reaping economies of scales, then it 

is necessary to protect it from (external) competition temporarily until it 

reaches levels of production and costs which allow it to compete effectively 

with established industries elsewhere.  This argument is most commonly used 

to justify the high level of protection that surrounds the manufacturing industry 

in developing countries, as they attempt to replace foreign goods with those 

produced/made in their own country (import substitution strategy). 

 Cheap Labour – It‟s often argued that the economy must be protected from 

imports which are produced with cheap labour; that buying foreign goods 

(imports) from low wage countries amounts not only to unfair competition, but 

continues to encourage the exploitation of cheap labour in those countries as 

well as undermining the standard of living of those in high wage economies. 

 Dumping – Dumping occurs where goods are sold in a foreign market at prices 

below their cost of production or at prices below the prices in the country of 

origin.  This may be undertaken either by a foreign monopolist, using high 

profits at home to subsidize exports for political or strategic reason.  Countries 

in which such products are sold feel justified in undertaking protectionism.  

This is because dumping could result in the elimination of home industries, and 

the country then becomes dependent on foreign goods which (although cheap 

in relative terms)have no guaranteed quality standards. 
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 Balance of payments (BOP) and Budget Deficits – If a country had a 

persistent BOP deficit, it‟s unlikely to be able to finance from its limited 

reserves.  It therefore becomes necessary for it to adopt some form of 

restriction on imports e.g. tariffs which also act as a source of revenue. 

 Danger of over-specializing – A country may feel that in its long-term 

interest it should not be too specialized.A country may not wish to abandon 

production of certain key commodities even though the foreign product is 

more competitive, because it will then be too dependent on imports.  In 

future, prices of such goods may rise or supplies may diminish.  It is for this 

reason that countries wish to remain largely self-sufficient (e.g. in food – as 

a security); 

Specialization gains in terms of comparative advantage could be enjoyed in 

the meantime, but in future, demand may fall and the country suffers 

disproportionately (e.g. loss/reduction of foreign exchange earnings).  In this 

case, a country will then diversify into production of other goods while 

restricting importation of same or similar products. 

 Strategic Reasons – a country may find it‟s not in its interest to be dependent 

on imports, and can protect a home industry regardless of its efficiency 

status.  Many countries maintain industries for strategic reasons e.g. the steel 

industry, shipping, agriculture etc 

 Structural unemployment – decline of a highly localized industry due to 

international trade causes great problems of regional (structural) 

unemployment.  If it would take time to re-locate labour to other 

jobs/sectors, then the government, under considerable political and 

humanitarian pressure, tends to restrict the imports that are causing the 

industry to decline. 

 Bargaining power – even when a country sees no economic benefit in 

protection, it may find it useful and effective to maintain (impose) tariffs and 

/or other forms of restriction as bargaining gambits in negotiating better 

terms with other countries. 

 

(ii) Case against: 

 Free Trade Argument – This maintains that free trade allows all countries to 

specialize in producing commodities in which they have comparative 

advantage.  They can produce and consume more of all commodities than 

would be available if specialization had not taken place.  By implication, any 

quotas, tariffs, other forms of import controls and/or export subsidies would 

interfere with the overall advantages from free trade and thereby making less 

efficient the use of world resources. 
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 Monopoly Power – Protection could make industries with high capital base to 

develop monopoly power, and such power is socio-economically undesirable in 

terms of output restriction (output deficiency) and considerably higher prices, 

which militate against living standards (welfare). 

 Retaliation – Advocate of free trade also advance the argument that if one 

country imposes import restrictions, then those countries adversely affected 

will impose retaliatory restrictions on its exports and thereby ending up not 

having any gainful net effect.  This could also lead to a tariff war which no 

country can benefit from, and which contracts the volume of world trade on 

which every country‟s international prosperity depends. 

 Inflation – If key foreign goods are not free to enter the country (or cost more), 

prices tend to increase, leading to increased level of inflation. 

 Inefficiency – where there is protection against foreign competition, the 

industries (sectors) enjoying this shade tend to be slow in instituting efficiency 

enhancing systems (such as paying due regard to research and development) 

with a view to meeting international quality standards specifications.  Kenya, 

for instance, cannot achieve its 2020 industrialization dream without efficiency 

(in both public and private sectors). 

 

NUMBER FIVE 

(a) Law of Diminishing Returns 

The law of diminishing returns states that “As additional units of a variable 

factor are added to a given quantity of a fixed factor, with a given state of 

technology, the marginal product and the average product of the variable factor 

will eventually decline”.  This law comes about because each unit of the 

variable factor has less of the fixed factor to work with. 

 

 

 

 

The law of diminishing returns predicts the consequences of varying the 

proportions in which factors of production are used hence the alternative term, 

“the law of variable proportions.” 

The law of diminishing returns characterizes the short – run period of 

production where at least one factor of production cannot be varied. 

To demonstrate the law of diminishing returns, consider the following 

example: 

In  the production of maize, land and seed rate are fixed.  The number of 

workers is also fixed but the input fertilizer can bee varied such that changes in 
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the output of maize can only then bee explained by changes in units of 

fertilizer.  This is illustrated in the table below: 

 

Fertilizer 

(kg) 

Total product 

(TP) 

90kg (bags) 

Average product 

(AP) 

Marginal Product 

(MP) 

0 0 ∞ - 

1 5 5 5 

2 15 7.5 10 

3 27 9.0 12 

4 36 9.0 9 

5 40 8 4 

6 42 7 2 

 

From the above table, total product increases with additional units of fertilizer but 

eventually increases at a decreasing rate. 

 

Average product represents the output per additional unit of fertilizer and it reaches 

its maximum when the fourth unit of fertilizer is added beyond which it starts to 

decline. 

 

Marginal product is the change I total output as a result of a unit change in the 

variable factor input and reaches its maximum level when the third unit of fertilizer 

is added and thereafter starts to decline. 

 
(b)  Graphically, the law of diminishing returns (in terms of the nature of MP 

and AP) is illustrated below: 

 

 

              MP 

              AP                

                 12                  A 
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                   9                               ●B          (AP) Average Product                          

     

                     0               2.5         4 (fertilizer)  Marginal Product (MP) 

Fig 5.1:  Law of diminishing returns 

 

 

 

Initially, marginal product rises with increase in fertilizer input but upto point A 

where it reaches the maximum.  Further additions of the fertilizer results in 

decreasing marginal product.  Point A is therefore the point of diminishing 

marginal returns. 

Average product reaches its maximum at point B beyond which it starts to decline.  

Point B is the point of diminishing average returns. 

From the above graph, it is clear that both average and marginal products decline 

eventually as more and more units of the fertilizer are employed to the fixed 

amount of land, seed-rate and workers.  This illustrates the law of diminishing 

returns. 

 

The three stages associated with the law of variable proportions. : 

The law of variable proportions states that, “as additional units of a variable factor 

are added to a given quantity of a fixed factor with a given state of technology, the 

marginal product and the average product of the variable factor will eventually 

decline.” 

 

The stages associated with the law of variable proportions are analysed while 

illustrating the relationship between total product, marginal product and average 

product. 

 

 

                    (Output) 

                         TP   

                         AP                                                                              

                         MP                                                                      TP 

                                                                                         

                                                                                                                                                              

                          I                  II               III        AP 

                                                                            MP         
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    0                             V2           V3                    Variable factor (V)                    

                                                                                                                                                         

Fig 5.2: Relationship between total product (TP) marginal product (MP) and 

average product (AP) 

Stages of Production: 

 

The production of a firm as it varies its output in the short-run can be broken into 

three stages. 

 

Stage I: 

Varying units of the variable factor input upto OV2, average returns of the variable 

factor is increasing.  This defines Stage I of production which is characterized by: 

 

(i) Both the marginal product and average product are positive 

(ii) Average product is increasing. 

   Rising average product does not mean that the variable input becomes more 

efficient but with more  units of the variable factor, it is possible to utilize the 

fixed factor more efficiently for example, through specialization and division of 

labour in the case of workers.As long as average product is rising, efficiency is 

increasing thus at the employment of V2 units of the variable factor, the firm is 

at its most technically efficient level.  The point is also defined by the 

intersection of the marginal product and average product curves. 

(iii) Marginal product is initially increasing upto a point where it reaches a 

maximum and then starts to decline.  Marginal product rises as the fixed factor 

is utilized more efficiently. 

 

 

(iv) Total product increases at an increasing rate as marginal product is rising and 

then it starts to increase at a decreasing rate as marginal products starts to fall. 

(v) Stage I is said to be the stage of increasing returns. 

 

Stage II: 

Stage II begins where Average product starts to fall upto the point where marginal 

product becomes zero.  This stage is characterized by the following: 
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1. Both marginal product and average product are declining.  Marginal product 

is declining at a faster rate than average product. 

2. Declining average product indicates decreasing returns and thus decreasing 

efficiency.  This comes about   because each additional unit of the variable 

factor has less of the fixed factor to work with. 

3. Both marginal product and average product are positive, 

4. Total product is increasing but at a decreasing rate. 

5. Stage II is the stage of diminishing returns. 

 

Stage III: 

Stage III begins where marginal product becomes negative.  It is characterized by 

the following: 

 

1. Marginal product is negative and declining. 

2. Average product is positive and declining. 

3. Total product is declining. 

 

Firms will avoid operating at Stage I as it involves utilizing a fixed factor 

inefficiently.  Firms will also avoid Stage III as it involves falling total product 

since marginal product is negative. 

Firms will thus find Stage II economically efficient because marginal product and 

average product are positive although declining.  Additional units of the variable 

factor will increase total product at this stage. 

Stage I and Stage III are thus the irrational zones of production while Stage II is 

the rational zone of production. 

 

(c)        

 

Quantity of labour         Total physical product            Marginal product             

Working for (MP): 

                                              (tons of X)                                                               (15 

– 0)  = 15 

                                                                                                                                 1 - 

0 

 

   0     0                                     15                                 (34 – 15) 

= 19 

                                                                                                                                    

2 - 1 
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   1    15                                     19          

                                                                                                                                 

(48 – 34) = 14 

   2    34                                                                            3 - 2 

                                                                                            14 

   3    48                                                                           (60 – 

48) = 12 

                                                                                            12                                       

4 - 3 

    4    60 

                                                                                              2                                  

(62 – 60) = 2 

    5    62                                                                             5 – 4 

 

 

Marginal product of labour is the change in total output as a result of a unit change 

in labour (variable factor) input. 

Symbolically, the marginal product of labour can be written as: 

 

 

 

 

Marginal product of labour = Change in total product          MPL = ΔTP 

          Change in units of labour         ΔL  

Marginal product of labour is shown in the above table in column three.  

Graphically, marginal product is illustrated below: 

 

      Marginal Product (MP)     

                                     20 - 

                                      

                                     18 - 

                                                                       

                                     16 - 

                                                             ●A 

                                     14 -                                

                                                    x     

                                     12 -          

                                                                                    x 

                                     10 -         
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                                                                                          x 

                                       8 -                                          

                                                                                              xMP 

                                       6 -                                                    

                                                                                                

                                      4  - 

                                      2  - 

                                        0 

                                                1          2        3          4           5                                                                                     

                                                                 Units of Labour                                                 

Fig 5.3: Marginal product of labour (MPL) 

From the graph, initially with low levels of employment of labour, marginal 

product rises with increase in labour employment but upto point A when the 

second unit of labour is employed.  

From point A, further employment of labour will result in decreasing marginal 

product.  Point A is the point of diminishing marginal returns. 

Initially there was increasing returns due to the benefits of specialization and 

division of labour but later, labour has less of the fixed factor to work with and 

starts interfering with each other. 

 

NUMBER SIX 

 

a)  i)            

P  12   2                                                                 (Sketch) 

Q   2 12 

   

           

 P = a – bQ (Linear Demand Function) 

 

12 =  a –   2b ------- (i) 

2 =   a – 12b -------(ii) 

10 = 10b 

∴ b = 1 

 

12 = a – 2b 

a = 12 + 2b 

a = 12 + 2(1) 
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∴ a = 14 

Thus, p = 14 –Q 

 

 

P 14 12 10 8 6 4 2 

Q = 14 

- P 

 0  2 4 6 8 10 12 

 

 

TR = P.Q;  p = 14 – Q 

∴ TR  = (14 – Q)Q 

TR = 14Q – Q
2
 (Total Revenue Function) 

 

MR = dTR  = 14 – 2Q 

dQ 

 

MR = 14 – 2Q (Marginal Revenue Function) 

 

Q   0  2 4 6 

MR = 14 – 

2Q 

14 10 6 2 

 

C = f(Q)                                                   MC = 3 

TC = 20 + 3Q                                          TC =  3+ C where C: constant = 

TFC = 20 

MC = dTC = 3                                           ∴ TC = 3Q + 20 

           dQ 

 

 

 

ATC = TC = 20 + 3Q = 20 + 3 

              Q          Q           Q 

 

Q  0  1  2 3 4 5 6 7 8 9 10  11  12 

ATC α  23 13 9.7 8 7 6.3 5.8 5.5 5.2  5  

4.8 

 

4.7 
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       Marginal cost (mc) 

                                  24 - 

                                                 

                                  22 -  

 Marginal Revenue (MR)                        where: 

                                  20 -                      MR:        Marginal Revenue Curve 

                  Price (P)                               D= AR:  Demand Curve (Average Revenue 

Curve) 

                                  18 -                       MC:        Marginal Cost Curve            

                                                               ATC:      Average Total Cost Curve  

                                  16 - 

                   

                                  14 -  
                                     

                                  12 - 

                                                

                                  10 - 

                                 

                                 8.5           

                                                                                              ATC 

                                    8 -                                                           

                                                    

                                 6.6  

 

                                   6  - 

 

                                   4  - 

 

                                   3                           ●                                                          MC 

 

                                   2  -                           MR                                               D = AR 

 

 

                                       

0       2       4      5.5    6      8     10     12     14   Output (Q) 

 

Fig: 6.1 Equilibrium for a Monopolistic Firm 

 

Download more at www.ebookskenya.co.ke



a) ii) Computation of Output (Q): 

 MC = 3 

             MR = 14 – 2Q 

             MC = MR 

                3 = 14 – 2Q 

               2Q = 14 –3 

               

 2Q = 11 

              ∴ Q = 5.5 Units 

 

 

Computation of price (p): 

 

P = a – bQ but a = 14 & b = 1 

∴ P = 14 – Q but Q = 5.5 

P = (14 – 5.5) = Sh. 8.50 
 

 

 

 

Computation of Average Total Cost (ATC): 

 

ATC = 20 + 3  but Q = 5.5 

             Q 

 

ATC = (20 + 3) 

            5.5       

  ∴  ATC = Sh. 6.60 

 

Computation of supernormal profit (II): 

 

(8.50 – 6.60) = 1.90 per unit of output 

 

TR = P.Q = (8.50 x 5.5) = 46.75 

TC = ATC.Q = (6.60 x 5.5) = 36.30 

 = (1.90 x 5.5) =  10.45 

 

 

 b) A monopsonist market is a market with only one buyer of a commodity or 

resource/factor.  Just as a monopolist has some freedom in fixing the price 
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chargeable on the commodity sold, so is a monopsonist in determining the price 

of the commodity bought.  Monopsony exists in factor markets especially with 

employers‟ associations with trade unions.  The monopsonist will tend to 

employ less of a factor at (relatively) lower prices than in competitive markets; 

and this difference can be explained by way of a diagram as follows: 

 

                                                                                          MC 

                           Wage rate            

                                                                                                

                                                                                                        S 

                                                                                          

                                         N                              ●D 

 

                                         M                                       ●E 

 

                                         L                               ●C                     

                                                                                              MRP = D 

                                                   S 

 

                                            0                            W      X                      Quantity of 

Labour employed 

 

                      Fig 6.2: Profit Maximization (equilibrium) for a 

Monopsonist 

 

Under normal competitive conditions, the equilibrium would be at the point of 

intersection between the marginal revenue product curve (MRP)  and the supply 

curve (SS) i.e. point E, where the wage rate is OM and the quantity of Labour 

supplied is OX.  However, in monopsony the wage rate ON is determined at point 

D where MC = MRP.  To attract this quantity of labour (OW), the monopsonist 

pays a wage rate OL.  Thus, the monopsonist wage is less than competitive market 

wage by an amount LM and the quantity of labour employed falls below the 

market levels by WX.  [The marginal cost curve (MC) bears the same relationship 

to the supply curve (SS) that a marginal cost curve (MC) bears to an average cost 

curve – in fact, the market supply curve of labour is the average cost curve.  

Clearly then if the supply (Average Cost) curve of labour is increasing, the 

marginal cost curve must lie above it.] 

 

NB:  Where there is an intensive bargain between the monopsonist and, say, a 

trade union, the  monopsonist may be prevented from paying lower wages 
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(like OL) i.e. moving from E to C and the income represented by the area 

LCDN is subject to the bargaining strength. 

 

More on Monopsony: 

 

Monopsony results from either or both of two basic conditions.  First, 

monopsonistic purchases of a resource may occur when units of the resource are 

specialized to a particular user.  This means that the marginal revenue product of 

the resource in the specialized use is higher than it is in any alternative 

employments from the consideration of resource suppliers.  Thus, the resource 

supply curve facing the monopsonist will be the market supply curve of the 

resource and usually upward sloping to the right.  The more the user is willing to 

pay for the resource, the greater will be the quantity placed on the market.  A 

situation of the kind described may occur when a special type of skilled labour is 

developed to meet certain needs of a specific firm.  The higher the wage rate 

offered for the special category of labor, the more individuals there will be who are 

willing to undergo the necessary training to develop the skill.  No other firm 

utilizes labour with this or similar skills; consequently, once trained, the workers‟ 

only options are to work for this firm or to work elsewhere at jobs where their 

marginal revenue products and wage rates are significantly lower.  Specialization 

of resources to a particular user is not confined to labour.  A large aircraft or 

automobile manufacturer, for instance, may depend on a number of suppliers to 

furnish certain parts used by no other manufacturer.  In the tightest possible case, 

such suppliers sell their entire output to the manufacturer, and complete 

monopsony by the  manufacturer therefore exist.  Given time, the suppliers may be 

able to convert production facilities to supply other types of  parts to other 

manufacturers, and the degree of monopsony enjoyed may be decreased 

correspondingly. 

 

The second condition from which monopsony may result is the immobility of 

certain resources.  It is not necessary that resources in general be immobile but 

only that their mobility out of certain areas or away from certain firms be lacking, 

thus creating unique monopsonistic situations.  Various forces may hold workers in 

a given community together or to a given firm, including emotional ties to the 

community together with the fear of the unknown; ignorance regarding alternative 

employment opportunities; insufficient funds to permit job seeking etc. 

 

Monopsony in the purchase of a resource is exploitative.  Monopsonistic 

exploitation is clearly depicted in a comparison with a competitive resource 

purchasing. 
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In a competitive purchasing situation, each firm will add to its profits by taking 

larger quantities of the resource up to the point at which the marginal revenue 

product of the resource is equal to the resource price since the resource price is the 

same as its marginal cost.  The resource receives a price per unit equal to what any 

one unit of it contributes to the firm‟s total receipts. 

 

In contrast, the monopsonist maximizes profits by stopping short of the resource 

employment level at which marginal revenue product of the resource is equal to its 

price per unit.  This is shown in figure 6.2.  The profit-maximizing level of 

employment is that at which the marginal revenue product equals the marginal 

cost.  Since the marginal cost exceeds the resource price, the marginal revenue 

product of the resource does  also.  Hence units of the resource (eg. labour) are 

paid less than what any one of them contributes to the total receipts of the firm.  

This situation is called monopsonistic exploitation of the resource – where the 

monopsonist restricts the quantity of the resource used while  holding down its 

price. 

 

NUMBER SEVEN 

a) Supply curve shifts are caused by factors other than own price of a commodity.  

Some of these major causes include: 

 

 Production costs – a function of factor prices. 

 Technology 

 Government policy (taxes & subsidies) 

 Natural factors/events (e.g weather, pests, diseases etc) 

 Prices of other related goods (substitutes & complements) 

 Transport and communication 

 Political stability/atmosphere 

 Future expectations 

 Changes in the supply of the product with which the product in question is 

in joint supply e.g beef & hides; petrol & paraffin. 

 Changes in the goals of a firm 

 Ease of entry 

 Time 

 

NB:  Clearly explain each of these points ( 8 major points) 
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(a) A substitute is that good whose demand is an increasing function of the price of 

another related good. 

 

A fall in price of a substitute (e.g coffee) decreases the demand for a 

commodity (e.g tea), denoted by a downward shift of the demand curve as 

shown below: 

 

                                                          D1 

                          Price of tea                                         S 

                                                                                      

                                                    D2 

                                                           

 

                                                                 

 

                                         P1                             ●e1 

                                         

 

                                         P2                        ●e2                                    

                                                                                                            D1 

                                                                                                D2 

                                                               S 

                                            

                                              

        0         Qd       Q2  Q1                Quantity of tea 

 

An increase in the cost of raw materials increases the cost of production for a 

specific commodity; this reduces the ability of firms to produce and thereby 

causing a reduction in supply of the commodity, represented by a leftward/upward 

shift of the supply curve as shown below: 

                                                      D 

                   Price of tea                                                          S2 

                                                                                                

 

                                                                                                    S1 

                                                                                                    

                                  P2                           ●e2                          

                                                

                                  P1                                         ●e1 
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                                                                                                     D 

                                         S2 

 

                                                      S1 

 

                                      0          Qs         Q2         Q1                 Quantity of tea 

 

 

Overall, whether the equilibrium price and/or quantity increases, decreases or 

remains constant depends on the magnitudes of the fall in price of the substitute 

(coffee) and increase in the cost of raw materials. 

 

Case 1:  where the magnitude of the fall in price of the substitute exceeds that of 

an increase in cost of raw materials; the downward shift of the demand curve is 

greater than the upward shift of the supply; both equilibrium price and quantity fall 

i.e from P1 to P2 and Q1 to q2 respectively. 

 

                                                                                  D          S2 

                                Price of tea             

                                                             D2                                          

                                                                                                     S1 

                                                                                                            

 

                                               P1                                        ●e1 

                                             

                                               P2                     ●e2 

                                                

 

                                                                                                         D2                      

D1 

                                                            S2                                                             

                                                                   S1                                                  

                                                   

   0           Qd  Q2  QS         Q1                           Quantity of tea 

 

Case 2:  Where the magnitude of the increase in raw material cost exceeds that of 

fall in price of the substitute, such that the upward shift of the supply curve is 

greater than the downward shift of the demand curve; equilibrium price increases 

while the equilibrium quantity falls as indicated below: 
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                                                                 D1 

                             Price of tea 

                                                                                              S2 

                                                            D2                              

 

                                                                                                               S1 

                                            P2                           ●e2                                      

 

 

                                            P1                                        ●e1 

                                                                                                                    

                                                   S2                                                           D1  

                                                                  S1                                  D2 

                                                                         

                                                0                       Q2          Q1                   Quantity of tea 

 

-     Equilibrium price increases from P1 to P2  while equilibrium quantity falls from 

Q1  to Q2 . 

 

Case 3:  Where the magnitudes are the same (equal).  In this case, equilibrium 

price remains unchanged at P1 but the equilibrium quantity reduces from Q1 to Q2 

as depicted in the diagram below:   
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                                                                                                        S2 

                                Price of tea               D2         D1 

                                                                                                               S1                                                       

  

 

 

 

  

                                               P1                        ●e2           ●e1                  

 

 

                                                                                                                                        

                                                             S2             S1                                                                 

D1 

                                                                                                                   D2 

 

                                                   0                     Q2            Q1                   Quantity of 

tea 

 

NB:  Since the direction of change in quantity is not doubtful (it falls) then case 

two (2) is most likely. 

 

(b) Determinants of demand for labour: 

 

 Productivity/efficiency – skill and expertise 

 Real wage rate (the proportion of TC accounted for by labour cost) 

 Mobility and the marginal rate of technical substitution between labour and 

other factors of production particularly capital. 

 Technology – depending on the resource mix 

 Demand for goods that labour help produce (final product) – elasticity of 

demand for the final product. 

 Availability and efficiency of other factors of production 

 Government policy 

NB:  Briefly explain each of these determinants. 

 

Notes: 

 Elasticity of demand for the final product:: 
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 If labour is producing a commodity with a very inelastic demand, an increase 

in wages will have a relatively small effect on the demand for labour.  If the 

increase in wages is passed on in the form of higher prices, the fall in quantity 

demanded of the product will be relatively small.  There will be a 

corresponding small reduction in the demand for labour.  However, if the 

demand for the product is elastic, a small increase in price will lead to a 

relatively larger reduction in the quantity demanded; if an increase in wages is 

passed on in the form  of higher prices, there will be a large reduction in the 

demand for labour. 

 

 The proportion of total costs accounted for by labour costs: 

If wages account for only a small proportion of total cost, the demand for 

labour will be inelastic.  Some industries are labour-intensive e.g house 

building in the construction industry and therefore labour cost make up  a 

large proportion of the total cost of production; other industries are capital-

intensive e.g oil refinery. 

If wages increase while productivity remains unchanged, the labour cost 

accounts for a greater percentage of the average cost  in a labour-intensive 

industry.  The effect of the increase in wages will be to raise the unit cost.  In 

contrast, in a capital-intensive industry where labour cost form a lesser 

percentage of the average cost, an increase in wages will raise the unit cost at 

a lower percentage than in the earlier case.  If the increased cost are passed on 

in the form of higher prices, the effects for demand of labour are likely to be 

much greater in the case of labour intensive industry. 

 

 

 

 Period of Time: 

Demand for labour will be more elastic in the long run because  it will take 

time for firms to change their production methods and replace workers with 

machines.  Labour may also have fixed contracts and a period of notice has 

to be given. 

 

NUMBER EIGHT 

(a)    (i)   Hyper inflation-that which tends to get out of hand/control such that the 

value of money declines rapidly to a tiny fraction of its former value and 

eventually to almost nothing, so that a new currency has to be adopted.  It is 

also known as runaway or galloping inflation; Uganda experienced this type 

of inflation during the 70s. 
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(ii)  High and rising inflationary rate has an effect of increasing interest rates.  

During inflation, money loses value and lenders (such as banks and other 

financial institutions) have to reflect an upward adjustment on the interest 

charged on loanable funds (credit funds). 

High and rising inflation therefore increases the cost of capital/credit and the 

demand for funds is largely reduced in the economy, limiting the availability 

of investible funds.   Moreover, the limited funds available will be invested 

in physical facilities which appreciate in value over time.   It is also possible 

the diversion of investment portfolio  (the amount available for investment) 

into speculative activities away from directly productive ventures. 

(iii) An inflationary situation can be addressed/tackled effectively if the 

cause is first and foremost identified.   Governments have basically three 

policy measures to adopt in order to control inflation: 

 

 Fiscal policy - This policy is based on demand management in terms of either 

raising or lowering the level of aggregate demand.   The government could 

attempt to influence many of the components [C  + I  + G + (X – M)] of the 

aggregate demand by reducing government expenditure and raising taxes.  

This policy is effective only against demand - pull inflation. 

 Monetary policy  - For many years monetary policy was seen as only 

supplementary to fiscal policy.  Neo-keysians content that monetary policy 

works through the rate of interest while monetarists‟ viewpoint is to control 

money supply through setting targets for monetary growth.  This can be 

achieved through what is known as the Medium term financial strategy  

(MTFs) which aims at gradually reducing the growth of money in line with 

the growth of real economy - the use of monetary policy instruments such as 

the bank rate, open market operations  (omo), variable reserve requirement  

(cash & liquidity ratios). 

 

 Direct Intervention  (prices and incomes policy) – Direct intervention 

involves fixing wages and prices to ensure there is almost equal rise in wages 

and other incomes alongside the improvement in economic productivity.  

Nevertheless, these policies become successful for a short period as they end 

up storing more trouble in future, since once relaxed will lead to frequent 

price increases and wage fluctuation.  Like direct intervention, fiscal and 

monetary policies may fail if it is relied upon as the only means of controlling 

inflation, and that what is needed is an element of policy combination. 

 

(b) The approach required here is that of public sector National Income Accounts. 
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(i)    NNP - indirect taxes  + subsidies = NI; NNP = NI  + Indirect Taxes  - 

Subsidies, Since  (indirect taxes  - subsidies) is positive (in this case) i.e. 

336, implying that indirect taxes exceed subsidies. 

 

NNP  - 336 = 3,387 

NNP =  (3,387 + 336) 

NNP = 3,723 
 

         (ii)   GNP – Dep  = NNP 

GNP = NNP  + Dep 

GNP = (3,723  + 445) 

GNP = 4,178. 

 

 

The public sector National Income Accounts Format: 

 

GNP     4,178 

Less Depreciation (Dep)       455 

Net National Product (NNP)   3,723 

Less Indirect taxes (plus subsidies)(-336)     336 

National Income (NI)    3,387 
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