
                                                QUESTIONS 

 

NUMBER ONE 

 

The following economic functions have been derived by the Finance Manager of 

the Kenya Tea Limited: 

 

Qa = 3p2 – 4p and 

Qb = 24 – p2; where p represents price and Q is quantity 

 

Required: 

a)  i) Which of the two functions represents a demand curve, supply curve and 

why?            (4 marks) 

     ii)  At what values of price and quantity is the market in equilibrium?              

(6 marks) 

 
b)   Explain, with the aid of a diagram, the effect on the demand and supply functions 

indicated in (a) above of a simultaneous decrease in cost of production and an increase 

in the price of  a complementary good.                                                                                                    

(10 marks) 

                                                                                                                               

(Total: 20 marks) 

 

NUMBER TWO 

 

a) i. Give the meaning of the term ‘ Price Control’                                                  

            (2 marks) 

ii. Explain the circumstances under which price control is considered 

necessary.                  (4 marks) 

 

b)   i.  With the aid of well-labeled diagrams, distinguish between price floors and  

          price ceilings.                                                       

(6 marks)  

     ii.  What are the major consequences of each of the price control measures?                             

(8 marks) 

                               (Total:  20 

marks) 
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ECONOMICS - BLOCK REVISION MOCK 6



                                         ANSWERS 
 

 

 

 

NUMBER ONE  

Qa = 3P
2
 – 4P ------------- (1) 

Qb = 24 -  P
2
  ------------- (2) 

 

(a) (i)  Because of the exponential nature of the functions, the 1
st
  step of 

distinction is to find the 1
st
 order derivatives of the functions such that: 

 

         dQa = 6P – 4   

         dP   = -4 + 6P ------ (3) 

 

         dQb = -2P ------------ (4) 

          dP 

 

NB:  There are four approaches/alternatives of distinction:- 

 

1) Direction of change between Q & P given by the signs of the coefficient of the 

independent variable (P):  Its positive for supply functions since supply is an 

increasing function of price; negative for demand functions since demand is a 

decreasing function of price.  Therefore since the co-efficient of the 

independent variable (P) in  function Qa = 3p
2
 – 4P given by its derivative 

(dQa/dP = -4 + 6P) is positive (i.e. +6) then this function (Qa = 3P
2
 – 4P) 

represents a supply curve.  Similarly, dQb/dP = - 2P with – 2 being the 

coefficient of P thus function Qb = 24 – P
2
 represents the demand curve. 

 

2)    X & Y intercepts: 

For supply functions the Y intercept is negative and X intercept is positive; for 

demand functions its positive for theY intercept and negative for the X 

intercept. 

 

3)   Random table/Schedule: 

Random 

(P): 

 1   2 3 4 5 

Qa = 3P
2
 – 

4P 

-1  4 15 32 55 
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Qb = 24 – 

P
2
 

23   20 15 8 -1 

                                                 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                         

 

                                        P                                     

                                       60 

                     

                                       50                                                         S 

 

                                       40 

 

                                       30                                                             Qa = 3P
2
 – 4P 

                                                        Qb = 24 – P
2
 

                                       20 

                                                    

                                                   D                              

                                        15                                            •E                     

 

                                        10 

                                               

                                          0 

                                                        1                2           3        4     5                  Q 

 

Gradient/slope:  

dQa = 6P – 4 = 1 
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dP                    slope 

 

∴ slope = dP =      1__   

                dQa     6P – 4  

 

Let P = 1 

∴  dP =         1__ 

                  dQa      6(1) –4 

 
                  = ½ 

 

dQb = -2P =    1__ 

dP                 slope 

 

∴ slope = dP =  1 

               dQb   –2P                 

         Let P = 1 

         ∴ dP =   1 _ =      1_ 

             dQb   -2(1)        -2 

                       = -½ 

 

         Qa = 3P
2
 – 4P: positive slope  

        Qb = 24 – P
2
: negative slope  

 

Thus:  Qa = 3P
2 

– 4P (supply curve) :   Q increases with increase in P and 

vice versa 

          Qb = 24 –  P
2  

(Demand curve):  Q decreases with increase in P and 

vice versa 

 

 

 

 

ii) At equilibrium: 

 

 Qa = Qb 

             3P
2
 – 4P = 24 – P

2
 

 3P
2
 – 4P + P

2
 – 24 = 0                a + b = 1 
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 4P
2
 -  4P – 24 = 0                       ab = - 6           

              P
2 
– P – 6 = 0                             6 = 2 x 3 

 P
2
 + 2P – 3P – 6 = 0 

  P(P + 2 ) – 3 (P + 2) = 0 

 (P – 3) (P + 2) = 0 

 

 Case (1) : p – 3 = 0 

                             P = 3 

 

 Case (2):  P + 2 = 0 

                             P = - 2 but P≠ -ve 

                     Thus P = Ksh. 3 

 

 

Qa = 3P
2
 – 4P ------- (1) 

     3(3)
2
 – 4(3) 

(27 – 12) = 15 

 

Qb = 24 – P
2
  ----------- (2) 

24 – (3)
2
 

(24 – 9) = 15 

∴  Q = 15 units  

 

b) Explaining with the aid of diagrams the effect on the demand and supply 

functions indicated in (a) above of a simultaneous fall in costs of production 

and an increase in the price of a complementary good. 

 Complementary goods are goods which are used jointly (eg cars and petrol) 

such that the demand for one is a decreasing function of the price of another 

implying that the cross elasticity of demand (for complementary goods) is 

negative. 

 

   

                                        PA (Cars)       D 

 

                                                   P2  

 

                                                   P1                                       

                                                                                             D 

 

                                                     0         q2          q1                         QdB  (Petrol) 
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Decrease (fall) in cost of production has an effect of reducing the final product 

prices by increasing supply represented by a downward and to the right shift of the 

supply curve (from S0S0 to S1 S1 ) 

 

 

 

 

 

 

 

 

 

 

 

                                                                                              S0    S1  

                             Price (of cars)                    D0   

 

 

 

                                    

                                                P0                              •e0  

                                                                                                            

                                                             S0                                            D0 

                                                               S1  

                                                    

                                                   0                           Q0                     Quantity (of 

petrol) 

 

 

An increase in price of a complementary good has an effect reducing demand 

represented by a downward shift of the demand curve from D0  D0 to D1 D1  

 

                             Price (Cars)   

                                                                                         

                                                                                        S0 

                                                                D0 

                                                          D1 
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                                             P0                              •e0  

                                                                                                 D0 

                                                        S0                                                                    

                                                                                              D1 

                                                

                                                0                           Q0                 Quantity (Petrol) 

 

In this case, however, the fall in cost of production is accompanied by an increase 

in price implying that the ultimate equilibrium will depend on the magnitude 

(proportion) of the fall in production costs and the increase in price of the 

complementary good.  (In any case, price will have to fall but the level of output is 

subject to the magnitude of change). 

 

Case 1:  Where the magnitude of a fall in production cost is greater than that of an 

increase in price of a complementary good. 

                                          Price 

                                                                D0                      S0 

                                                                                                                  S1 

                                                             D1              

                                                               

                                                                              

                                                P0                               ●e0                       
                                                                               

                                                         S0                                         

                                                                                                                 D0 

                                                P1                                    ●e1                             

                                                                 S1                                              D1  

                                                  

                                                   0                        Q0      Q1                        Quantity 

 

                               

A fall in cost of production has an effect of increasing supply thereby creating a 

downward pressure on price.  Overall, quantity increases from Q0 to Q1 and price 

falls from P0  to P1 represented by the movement of the equilibrium from e0 to e1 . 

 

Case 2:  Where the magnitude of the price rise is greater than that of fall in 

production cost : 

 

                               Price 
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                                                      D0         

                                                                                 S0 

                                                                                          S1  

 

                                                D1 

 

 

                                      P0                                         ●e0 

 

                                              S0     

                                     P1                        ● e1                                          D0 

                                                S1            

                                                                                                  D1  

                                          0                    Q1   Q0                             Quantity 

 

Since the magnitude of decrease in cost of production is less than that of the 

increase in the price of the complementary good, the overall output/quantity will 

fall from Q0  to Q1.  Because of this greater magnitude of the increase in price of 

complementary good demand relatively (more than proportionately) falls (shift 

from D0 D0  to D1 D1 ), thereby creating a downward pressure on price (from P0 to 

P1 ).  Equilibrium then effectively moves from point e0 to e1.    

 

Case 3:  where the magnitude of decrease in production cost = magnitude of 

increase in price of complementary good. 

In this case, price falls from P0  to P1 but output remains the same (constant) at Q0  

 

 

 

                                 Price 

                                                                D0 

                                                                                    S0           

                                                                                        S1 

                                                             D1                          

 

 

                                      P0                                    ●e0          

                                                     S0              

                                      P1                                 ●e1                                    

                                                                                                                

                                                      S1                                          D1           D0 
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                                         0                               Q0                                               Quantity 

NUMBER TWO  

a)  

1. Price Control- deliberate government intervention to artificially 

determine price. 

2. The government controls prices in order to: 

 

 

 Stabilize prices and supplies of essential commodities 

 Reduce income inequalities by balancing welfare through 

imposition of minimum wages 

 Control the exploitative/ unscrupulous practices of natural 

monopolies and or those created by government policies. 

 Promote self-sufficiency in domestic production of goods and 

services. 

 Direct investment by increasing relative profitability while 

restricting competitors because any prices, other than the legislated 

prices, are not allowed. 

 Protect the purchasing power of consumers especially the low-

income earners. 

 Protect domestic industries against the highly competitive foreign 

influence-the infant industry argument. 

 Generate a conducive and selective political support base- 

industrial peace, minimal or absence of food riots and other forms 

of insecurity. 

 

3.  

i.    Price control takes two forms: Maximum price (price ceiling) and minimum 

price (price floor). 

Price ceiling involves fixing prices below the market price aimed at 

protecting the low-income consumers against excessively high market 

prices. It’s therefore the price above which the government does not allow. 

Price floor is where prices are fixed/set above the market prices to protect 

producers of certain commodities (against low and unstable income) and 

low-paid workers (from unscrupulous employers). Minimum price is thus 

the price below which the government does not allow. 
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     This distinction can clearly be demonstrated by way of diagrams as 

shown below: 

 

                                             D             S                  Price                  D          S 

                         Price                                                                                                                                        

                                                                                   Pmin                                                       

                              PBM                                                                     

                                                                                      

                                                                                                                                           

                                P                     •E                           P                          •E    

                                        

                            Pmax                                                 PBM           

                                      S                                     D                     

                                                                                              S                                             

D 

                                                                                  

                                   0          QS     Q        Qd  Quantity    

                                                                                         0               Qd  Q   QS  

Quantity                

            Fig. 6.1: Maximum Price Control             Fig.6.2: Minimum Price 

control 

 

Where: 

P:           equilibrium price 

Q:          equilibrium quanity 

Pmax:    Maximum price 

Pmin:    Minimum price 

PBM :      Black Market price 

E:          Equilibrium point 

QS :       quantity supplied 

Qd :        quantity demanded 

SS:         Supply curve 

DD:       Demand curve 

 

ii.    The consequences of price control measures are largely linked to changes in 

the level of output and the elasticities of supply and demand. Moreover, the 

imposition of statutory prices has not been much effective in achieving the 

intended objectives and the following explanations are supportive of this 

argument:  
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        Maximum price Control (Price ceilings): 

 Institutionalized excess demand over supply of a commodity, which 

largely translates into inflation and structural unemployment. In the 

diagram 6.1 above, excess demand is given by Qd-Qs. 

 Scope for a black market- this involves selling a product at a price other 

than the legislated/statutory price (in an illegal market) preferably to 

those willing to pay higher prices e.g. out put Qs at price PBM as shown 

in Fig 6.1 above. 

 Hoarding and smuggling of products to other countries where prices are 

relatively high. This will further create artificial shortages 

 Disincentive to investment as producers are not allowed to maximize 

their profits  and may opt to invest in industries whose product prices are 

not controlled, usually non-essential commodities could be produced in 

place of necessities. 

 Waste of resources by the government through policing efforts in trying 

to ensure adherence to statutory prices. 

 Loss of foreign exchange arising from importation of essential 

commodities whose domestic supply is insufficient. This foreign 

exchange could otherwise be used to import capital inputs necessary for 

economic growth and development. 

 Sale by discrimination and rationing of the scarcely available 

commodities-selling to relatives/ close associates or even subjecting 

consumers to unnecessary purchase of non-essentials as a pre-requisite to 

getting essential commodities. This practice is largely among retailers 

especially in rural areas where market information is inadequate. 

Rationing implies consumption of less than the amount required. It could 

also mean going without, a situation, which may lead to such events as 

food riots and starvation. 

 

       Minimum price control  (price floors): 

 Institutionalized excess supply over demand for a commodity. In Fig. 

6.2, the quantity supplied is Qs while the amount demanded is Qd. Thus 

the excess supply is represented by Qs – Qd 

 Increase or distortion on government spending programmes arising form 

establishment of buying agencies such as the NCPB, which may not be 

efficient/cost-effective. It may also require the setting up of costly 

storage facilities in the name of buffer stocks so that goods are released 

to the public at subsidized prices in the event of a shortage. 
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 Dumping – a kind of price discrimination whereby the government buys 

and exports the surplus of a commodity at lower prices. This is done 

especially where the cost of storage is prohibitively high. Since the 

acquisition price (minimum price) is relatively higher than the dumping 

price, the government is in effect making a ‘loss’ 

 Black marketing also arises due to demand deficiency resulting from 

higher prices (minimum price) and the inability of the government to buy 

the whole amount of excess output. This coupled with the perishable 

nature of products makes producers resort to prices lower than the 

statutory minimum price, such as PBM in figure 6.2. 

 As we have seen, both maximum and minimum price controls produce 

problematic consequences and may result in a less efficient allocation of 

resources than might be expected to arise from the operation of a free 

market. However, where there are specific problems affecting particular 

groups in the economy, such controls might be justified on equitable 

grounds. 
 

 

Download more at www.ebookskenya.co.ke




