
  

                              QUESTIONS  

 

 

  INTRODUCTION TO ECONOMICS 

 

NUMBER  ONE 

 

Write short notes on the following fundamental concepts: 

a) Scarcity and Choice                                                                                             

             (5 marks) 

b) Opportunity  cost                                                                                                            

(5 marks) 

c) Production possibility frontier                                                                                         

(5 marks) 

d) Positive and normative economics                                        (5 

marks) 

                    

 (Total: 20 marks) 

 

NUMBER  TWO 

 

a) Using specific examples, explain ‘Ceteris Paribus’ as used in economics  

 (6 marks) 

b) i)  Why is the consumer said to be sovereign          (4 

marks) 

      ii) What factors limit this sovereignty?                                                                               

(10 marks) 

  (Total: 20 marks) 
 

 

 

 

 

 

 

 

 

ANSWERS  
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NUMBER TWO 

a) Scarcity being the central economic problem is defined as the inadequacy/ 

insufficiency/ inability of (economic) resources or goods and services 

available to fully satisfy unlimited wants.  Human wants are people’s desires 

for goods and services (backed by the ability to pay) and the circumstances 

that enhance their material well-being.  Human wants are, therefore, the 

varied and insatiable desires of human beings that provide the driving force 

of economic activity. 

Scarcity is a relative concept relating the availability of resources or goods 

and services to their abilities to satisfy the unlimited wants, that is, relating 

people’s wants to the means available to satisfy them.  Scarcity s therefore 

not the same as ‘few’ resources. 

 

Resources are the means or ingredients or inputs available for producing the 

goods and services that are used to satisfy wants. 

 

Since resources are scarce (limited in supply) it implies that such resources 

have alternative uses and command a non-zero price.  Thus, scarce resources 

are known as economic resources and goods and services made available 

(produced) by utilizing such resources are referred to as economic goods and 

services. 

 

A resource be it Land, Capital, Labour or Entrepreneurial ability, can be put 

to alternative uses (used to satisfy a variety of human wants) e.g. in terms of 

Land, a plot can be used for various purposes with a view to satisfying wants 

on it; one can construct residential houses, commercial buildings, an 

educational center or undertake some farming activity.  Moreover, income is 

not readily and sufficiently available to satisfy all wants like food, clothing, 

basic education, medical care, shelter, security, entertainment and many 

others.  Most people would probably like to have more of many goods of 

relatively better quality than they have at present: larger houses perhaps in 

which to live, better furnished with the latest labour-saving devices such as 

electric cookers, washers, refrigeration; more visits to theatre, more travel, 

the latest self-actualisation car models, radios and television sets, and largely 

exhibit an apparently insatiable desire for designer clothes. 
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Scarcity is a feature of all strata of society, the affluent and the lower income 

bracket since it is human nature to want more than one can have. 

Choice is (may be) defined as the power of discretion, that it, the ability and 

freedom to select from alternatives or simply as the act or decision of 

selecting from competing alternatives.  Choice arises due to scarcity of 

resources with such resources having competing alternative uses and 

therefore cannot satisfy all human wants pertaining to them at the same time.  

Choice is made between alternatives depending on scale of preference which 

differ between an individual consumer, producer (firm/investor) or 

government; determined by the view to maximize satisfaction, return and 

equity in provision (especially) of public and merit goods respectively.  A 

rational consumer chooses those goods (and services) from which maximum 

satisfaction is derived; for an investor, choice is made of those ventures, 

which yield the highest possible return at least cost; a government that 

embraces the dictates of good governance would 
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       seek to ensure equity in distribution of the scarce resources 

by prioritizing between alternatives, for instance, choosing to spend 

more on public goods (such as physical infrastructure – roads and 

other qualitative aspects like Law and order) and merit goods (such 

as education and health); resource owners, on their part, choose 

where to hire out their factor services in order to maximize their 

factor incomes – an owner of residential houses may decide to 

convert them into offices if the rental income from offices is 

relatively higher. 

Economic Units: 

 Consumer 

 Producer 

 Resource owner 

 Government 

 

The basis of choice: 

 To maximize utility 

 To maximize profits 

 To maximize returns on factors owned. 

 To maximize equity 

Overall choices are made by economic units which include the consumer, 

producer, resource owner and the government with a view to maximizing 

utility, profits, returns on factors owned and equity in provision of public and 

merit goods respectively. 

While making a choice, the tendency would be to either opt for one alternative 

and none of the other or both alternatives with more of one and less of the other. 

 

b) The opportunity cost of an action is the value of the benefit expected from 

the next best foregone alternative.  It is a derivative concept which arises due 

to the scarcity of resources (for production) or goods and services (for 

consumption) which necessitates the making of choice between competing 

alternative uses – where more of a commodity is produced or consumed by 

reducing the production or consumption of another. 

From the standpoint of an entrepreneur, the opportunity cost of deciding to 

organize land, labour and capital in the manufacture of fertilizer in a factory 

is the value of organizing the same resources in establishing and running a 
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private school; a farmer with one acre of land may choose to either produce 

maize, wheat or barley whose return/incomes are 50,000 shillings, 60,000 

shillings and 40,000 shillings respectively – the opportunity cost of 

producing wheat in this case, would be the value of the maize output which 

is the next best alternative forgone (i.e. Sh.50,000).  If all the land is devoted 

to production of wheat then no other crop can be produced on the same piece 

of land – the farmer can decide to reduce the acreage under wheat in order to 

produce another crop like maize, in which case, the opportunity cost of this 

portion of maize is the value of the specific units of wheat foregone. 

A CPA course student could have Sh.200 and requires both economics and 

FA I text books, each costing Sh.200.  This amount (Sh.200) is certainly not 

enough (such that the two items are mutually exclusive) and therefore calls 

for the student to choose between the two alternatives, that is, to either buy 

the economics textbook and forego the FA text book or vice versa.  

Assuming the student opts to buy the economics textbook, the opportunity 

(economic) cost is the value of the benefit forgone by not buying the FA 

textbook. 

Accounting profit net of opportunity cost gives economic profit, opportunity 

cost being an implicit cost. 

 

Opportunity cost can be illustrated by way of a diagram using a production 

possibility curve/ frontier which is concave to the origin denoting increasing 

opportunity cost as shown below: 

 

   Agricultural product (A) 

           (tones) 

                                 P 

 

                               A1  

 

                               A2 
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                                  0                      

                                                        M1    M2    P               Manufactured product 

(M): 

                                                                                                  (tones) 

Fig 1.1  Illustration of opportunity cost 

 

 

Given that PP represents the production possibility curve, to increase production 

of M from M1 to M2 units the producer has to reduce production of A from A1 

to A2 units; thus, the opportunity cost of production of (M1M2) units of M is the 

value of (A1A2) units of A foregone.   

 

 If resources were limitless (abundantly available) no action would be at the 

expense of another since all actions (alternatives) would be satisfied 

simultaneously and opportunity cost would be zero.  Similarly, if resources had 

only one use there would be no opportunity cost since there will be no 

competing alternative uses. 

 

c) Production possibility curve (PPC) is the locus of combinations of two 

commodities whose production fully and efficiently utilizes the available 

resources and technology in a given period of time.  It shows the maximum 

output a county can produce with its present productive capacity of land, 

labour, capital and entrepreneurial ability.  It is also a graphical representation 

of the basic concepts of the discipline of economics, that is, scarcity, choice and 

opportunity cost: scarcity is implied by the unattainable combinations beyond 

the boundary; choice is denoted by the extent of the possibility of selection 

from the attainable points on the boundary; opportunity cost is depicted by the 

downward sloping nature (negative) of the production possibility curve.  PPC is 

concave to the origin denoting increasing opportunity cost and the marginal rate 

of transformation (MRT) given by the absolute value of the slope of the PPC, 

which is due to the use of less and less suitable resources (resources are not 

equally efficient) and increased competition for resources which creates an 

upward pressure on factor rewards (prices measured in terms of the quantity of 

the other product given up), for example, an increase in wages to attract more or 

retain the same amount of labour or increase in rent in order to access and put 

more land into use. 
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 Another reason for increasing opportunity cost is the Law of diminishing 

returns.  This is because resources are not used  in the same fixed proportion or 

intensity in the production of all commodities.  This means that as a nation 

produces more of a commodity, it must utilize resources that become 

progressively less efficient or less suited for the production of that commodity.  

As a result the country must give up more and more of the second commodity 

to release just enough resources to produce    each additional unit of the first 

commodity. 

 A Production Possibility Frontier (PPF) actually stands for the extent of a 

country’s productive capacity in terms of the utilization of the available 

resourses and technology. 

 

 

Units of commodity  

A: (eg tones of  

           Coffee) 

                                         

 

                                  

                              P 

                                                      • B 

                                                                                      

                                         

                                                     •A              •D              •G 

 

 

 

                                                                                • F 

                                                                           

                                                                                                                                   

                                0                                              P
1
                               Units of 

Commodity M: (Guns)  

 

     Fig 1.2: Production Possibility Curve 

 

    

The slope of the production possibility curve (pp
1
) at point B<at D<at F and at 

any of the points along the curve, the absolute value of the slope is equal to 

marginal rate of transformation which is also the opportunity cost. 
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 Marginal rate of transformation (MRT) refers to the amount/quantity of one 

commodity given up for a unit increase in production of another commodity 

while fully and efficiently utilizing the available resources; MRT is therefore 

the rate of ‘transforming’ one product into another through resource relocation 

measured by the absolute value of the slope of the ppc which increases 

downwards from left to right along the curve. 

 

 Points along (on) the ppc such as B, D and F represent the maximum possible 

output of commodities  A and M with a given resource base and technology.  

Points within/inside the ppc, for example A, are feasible/attainable only that 

resources are not fully and efficiently utilized, that is, resources are either 

underutilized or some are not utilized at all. 

 

 Points outside/beyond the ppc such as G represent combinations of 

commodities A and M which are not achievable with the economy’s present 

productive capacity – can only be attained by increasing the resource base of 

aspects like labour force, stock of capital and technical progress.  Taking a 

simple economy in which only two categories of goods A (agricultural) and M 

(manufactured) are produced, a country would have three possibilities: 

  

1. To devote all resources to production of A and none of M (point P), 

2. To devote all resources to production of M and none of A (point P
1
) or 

3. To allocate resources to the production of both A and M (Points B, D & F) 

 

However, because of the need for variety and a wider scope of choice to the 

consumer with a view to maximization of satisfaction and the avoidance of the 

negative effects of overspecialization, a country would opt to diversify 

production.  A developing country like Kenya would most likely operate at 

point B (on the ppc) with more primary than manufactured goods. 

 

The effect on the PPC of an increase in a resource suitable for the production of 

one of the commodities is diagrammatically illustrated as follows: 

       

 

Units of commodity A     

(eg. Coffee) 

                                   

                                 A  
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                               C0 

 

 

 

 

 

 

 

 

                                  0                               G0            F1    G1                 F2                  Units of 

Commodity M ( eg Guns) 

 

Fig 1.3:  The effect of an increase in a resource more suitable for the production of 

guns 
 

At the same level of the coffee output C0, the increase in the use of a resource more 

appropriate 

(Cost- effective) for the production of guns increases the overall output of guns 

from G0  to G1 

units, and the increase in the resource base specific to guns is represented by the 

rightward pivoting 

of the production possibility curve from AF1 to AF2 .  Similarly, an increase in the 

use of a resource 

more suitable to the production of coffee can be represented as well by way of a 

diagram below: 
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                                      0                           G0                    F1                                       

(Guns) 

 

Fig 1.4:  The effect of an increase in a resource more suitable for the production of 

coffee 

 

The production possibility curve moves upwards while pivoted at point F1 such that 

the output of coffee 

increases from C0  to C1 units as the output of guns remains at G0  units. 

 

 

 

 

d)  In society, people tend to vary in their ideas and views.  They are influenced 

differently by different events in different situations.  Similarly, such events 

may or may not happen as expected and their explanations may or may not 

be by reference to facts.  Based on this knowledge, economists have come 

up with two approaches to the study of economics: normative and positive 

economics.  Economists differentiate between positive and normative 

economics on the basis of whether the users of economic theory are 

concerned with causal relationships only or whether they intend some kind 

of intervention in economic activity to alter the course of that activity 

 Positive Economics: 

 A positive statement is that which can be explained by reference to facts.  

Positive economics is concerned with the objective statements based on facts, 

circumstances and relationships in an economy, that is, objective consideration 

of what is happening or bound to happen with due reliance on prior evidence.  It 

is therefore based on predetermined theories and principles (tested against 

evidence) of the discipline, for example, what is the effect of a reduction in the 

standard Value Added Tax (VAT) rate on government revenue or how does the 

public service early retirement programme affect government spending or how 

does a higher level of unemployment affect inflation or how does VAT on spare 

parts affect usage or how does the roads maintenance levy affect demand for 

diesel?  Positive economics is supposed to be completely objective, limited to 

the cause-and-effect relationships of economic activity; it is concerned with the 

way economic relationships are. 

 

 Normative Economics: 
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 A normative statement involves ethics and value judgments whose explanations 

are based on deeply held values or morals.  It is concerned with expressions of 

value judgment(s) as to what one would like to happen (what ought to be).  

These judgments can be argued about but they cannot be settled by referring to 

predetermined principles which give predictable results (science) or reference to 

facts.  Economists, for instance, may argue about the type of economic system 

or the standard of living in society they would like to see which is all about 

what ought to be and usually settled by choice; for example, should a free port 

encourage beneficial increase in economic activity or should government 

spending on defence increase or decrease and by what percentage or does 

taxation allocate resources more efficiently?  All these questions have no 

predetermined answers and are therefore subject to value judgments and 

discussions. 

 

Value judgments must necessarily be made; that is, possible objectives to be 

achieved must be ranked, and choices made among these objectives.  Economic 

policymaking – conscious intervention in economic activity with the intent of 

altering the course that it will take – is essentially normative in nature.  But if 

economic policy making is to be effective in improving economic performance, 

it must be rooted in sound positive economic analysis.  Policy makers should be 

cognizant of the full range of consequences of the policies they recommend. 

 

NUMBER TWO 

 

a) ‘Ceteris Paribus’ is a Latin expression which means all other things remaining 

constant.  It is an essential component of a scientific method.  If, for example, 

we wish to examine the effect of price on demand we do not simultaneously 

change other factors or variables like incomes, tastes, etc.  Therefore, when 

formulating economic principles it is important to measure (determine) the 

effect of change in one variable while holding other variables constant – care is 

taken to always state that such and such will happen, ceteris paribus. 

 

However, this principle presents particular problems in the social science 

(economics) because, whereas in the natural sciences laboratory experiments 

can be undertaken, it is not possible with human society  (human behavior, etc).  

It can therefore be argued that since economics is concerned with human 

behavior, it is impossible to reach any firm conclusions.  This may be so if we 

consider the behavior of one person since human beings are largely 
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unpredictable and may react in different ways to the same stimulus.  Moreover, 

while individuals are unpredictable, people in large numbers are not.  If for 

example, there is an increase in income it is possible that any particular 

individual may or may not spend more.  But if we examine what happens to a 

million people as their income increases it is possible to conclude that, overall, 

their expenditure (demand) will increase.  Thus, examining a large number of 

people’s behavior allows economists to take advantage of the law of large 

numbers, which predicts that the random behavior of one person in a large 

group will be offset by the random behavior of another, so that it is possible to 

make definite predictions about the behavior of the group as a whole.  Ceteris 

paribus is assumed due to the complexity of the world setup and the existence 

of numerous factors that influence economic behavior of people which is the 

subject matter of economists.  Natural scientists can control or hold other things 

constant during laboratory experiments which economists cannot do since it is 

particularly impossible to make human behavior stationary (static) or 

completely manipulate (that is, human behavior sometimes simultaneously and 

constantly changes).  In price mechanism, for instance, several factors are 

functions of others.  Thus economists always assume all other things remain 

constant while studying and analysing the impact of a particular variable.  For 

example, the statement that supply is an increasing function of price ceteris 

paribus implies that supply is affected by factors other than price only that such 

factors have been held constant in order to clearly analyse the effect of change 

in price on supply. 

 

b)  

i) Consumer Sovereignty is the willingness, ability and freedom of the 

consumer to largely influence the fundamental economic decisions of 

resource allocation.  The consumer’s willingness and ability to spend on 

goods and services is an indication to producers (firms) of what, how and for 

whom to produce through resource allocation and relocation (reallocation).  

The consumer exercises this power of influence and determination through 

price mechanism, such that what is produced is what consumers want and 

for which they are willing and able to pay a price.  To the extent that 

consumers want and are able to pay for a particular commodity, they will 

compete with each other and bid up the price relative to other goods.  Profit 

motivated firms will take the rising prices which result from this activity as a 

signal that it will pay them to reallocate their productive resources to begin 

or to increase the production of that commodity.  Falling prices arising from 

a change in the conditions of demand will signal to producers that less is 
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required and firms will take appropriate action  to cut back on production.  

Thus, although firms make decisions on what, how and for whom to 

produce, it is only in response to consumers’ effective demand through a 

price bidding process, and so the consumer is said to be sovereign. 

 

ii) The ability and freedom of the consumer to determine the fundamental 

resource allocation decisions is limited by the following factors: 

 Nature of the economic system – In general, the consumer is more 

sovereign in a free market oriented system where commodities are 

produced more in line with consumer preferences.  In a planned 

economic system less regard is given for consumer preferences since 

what is produced is determined by a Central Planning Authority. 

 Size of the consumer’s income – The power to determine what is to be 

produced depends on the amount of income that an individual consumer 

earns.  The consumers who earn more are able to exercise more of this 

power since they are capable of bidding up prices of the type of goods 

they want; the demand of the low income earners is relatively less 

effective in influencing resource allocation.  Thus, the larger the 

consumer’s income the greater is the consumer’s sovereignty since the 

consumer can afford to choose from a wider range of goods and services 

which he can buy.  Consumer sovereignty is, however, always limited to 

some extent by the level of income and especially since wants are 

unlimited. 

 Range of goods available – Depending on the technology available and 

ownership of productive resources, consumers depend on the goods 

actually available in the market to satisfy their wants.  They cannot 

therefore reflect their preferences through price bidding of the required 

products since such products may after all not be available in the market.  

The level of production may lag behind consumer’s desires and therefore 

what is produced is not in accordance with the nature of tastes and 

preferences.   

   Different consumers have very different individual tastes and 

preferences and it is difficult for    the available range of goods and 

services to satisfy all the consumers. 

 Government policy – The consumption of certain goods may be 

prohibited by the government irrespective of the level of effective 

demand for them.  The government usually prohibits production or sale 

of certain products in public interest e.g. harmful drugs, pornographic 

materials/literature.  In this case, the consumer has no price bidding 

process power to influence and determine production and distribution.  
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Government intervention is also looked at in terms of providing merit 

goods.  The fact that the government needs to intervene to provide 

essential goods and services attests to the fact that the complete reliance 

on consumer preferences especially in a market oriented economy would 

lead to the under provision of certain essential goods and services. 

 Advertising and other persuasive promotion activities and salesmanship – 

In the words of a Harvard Professor, Prof. J. K. Galbraith, advertising of 

especially large corporations not only entices consumers to use the 

products of these corporations but also creates new wants.  Real desires 

of consumers are modified by the highly persuasive nature of advertising 

and salesmanship – in some cases, such consumers tend to purchase the 

advertised products according to the advertising claims which may not be 

directly compatible with the actual buyer benefits particularly in terms of 

the quality of content.  The sovereignty of the consumer is limited in this 

context since effective demand is diverted from some goods to others 

(through resource reallocation) through the powerful influence of 

advertising. 

 Conventions of Society (perceptions and norms) – Where the general 

human behavior is dictated by the conventions of society an individual 

sovereignty is limited.  This is common with clothing and religion.  E.g. 

wearing of trousers by women, which is against the Islamic religion – 

such that women have no effective demand that will influence the 

production of such items irrespective of their desires. 

 Peer pressure/habit/addiction – Individual consumers have different 

habits and are often reluctant to change.  Thus, for example, individual 

consumers tend to get attached to particular supplies and particular 

products (brand loyalties) and are reluctant to change.  Similarly, 

addiction to certain products like cigarettes and alcohol whose 

consumption is recurrent and the consumers become almost completely 

incapable of departure.  Even where change is as a virtue of necessity, it 

is almost impossible due to this addictive nature of products.  

Accordingly, a consumer in this state has a limited sovereignty in 

determining the production of goods other than the addictive goods.  

Moreover, such consumers cannot perhaps cause a reduction in 

production of such goods since their demand is always effective. 

 Standardisation of goods – Production of standardized goods tends to be 

relatively cheaper to manufacturers.  Therefore, consumers may not 

influence what is to be produced as the standards (in terms of type, 

content, design, etc.) are already set by manufacturers. 
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 Existence of monopolies – A monopoly is said to exist where there is a 

single supplier of a commodity with no close substitute.  This monopoly 

power limits the ability of the consumer to determine the type, quantity, 

quality and price of a commodity. 
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