
QUESTIONS  

 

 

NUMBER ONE 

 

(a)    State the law of diminishing marginal utility                                                          

 (2 marks) 

(b)   If Mrs Breader views butter and margarine as perfect substitutes, draw a set of 

indifference 

       curves that describe her preference for these two commodities                                     

 ( 3 marks) 

(c)   The utility (U) obtained by Olympia by consuming food (F) and shelter (S) is 

given by utility 

       function U = FS 

 (i)  Draw the indifference curves associated with utility levels of 12 and 24 

utiles.    (4 marks) 

(ii)  If food costs Sh. 100 per unit and shelter Sh. 300 per unit and Olympia’s 

monthly income equals Sh. 1,200 to be spent entirely on these two 

commodities use graphical methods to determine the Utility maximizing 

choice of food and shelter for this household        (6 marks) 

 

 

(iii)  Calculate the marginal rate of substitution when Olympia spends the Sh. 

1,200 budget by 

             purchasing three units of each.                                                                          

 (3 marks) 

      (iv)  Illustrate the effect on the optimal choice in (ii) above when Olympia’s 

income rises to  

             Sh.  3,600 (2 marks) 

                                                                               (Total: 20 marks) 

 

 

   

 

NUMBER TWO 

(a)     What are factors of production?                                                              (6 

marks) 

(b)     Explain the meaning of mobility of factors of production.  To what extent are 

factors of 
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          production  mobile.                                                                                   

 (7 marks) 

(c)     (i)  State the aspects of significance of factor mobility                                     

 (3 marks) 

         (ii) What policy recommendations would you suggest to reduce regional 

development 

               imbalances if any in developing countries?                                                  

 (4 marks) 

                                                                                                                   (Total: 20 

marks) 
 

 

 

 

 

 

 

 

 

 

                                    ANSWERS 
 

 

 

 

NUMBER ONE 

(a)     Diminishing marginal utility refers to the reducing (decreasing) nature of the 

additional 

satisfaction derived from the consumption of an extra unit of a commodity and 

the law is  thus stated – “as successive additional units of a commodity are 

consumed, the extra satisfaction derived continues to decline.” 

(b)   Perfect substitutes are goods whose consumption is mutually exclusive and 

the marginal rate of substitution of one good for the other is constant, such 

that the representative indifference curve takes the form of a downward 

sloping straight line with a constant slope. 

         If butter and margarine are taken as perfect substitutes the relevant set of 

indifference curves 

          would be as shown below: 

 

                  Units of Butter 

                             (B) 

                                      A2 

                                        

Download more at www.ebookskenya.co.ke



 

                                       A               //    

 

                                        

                                      A1            //                                               

                                       

                                                                                        

                                                   // 

                                                              

 

                                        

                                          

0                      C1                 C                    C2    Units of 

Margarine (M)   

                                                            

Fig 17.1:  Indifference curves for perfect substitutes 

 

AC, A1C1 and A2 C2 are indifference curves which are downward sloping straight 

lines with a 

Constant negative slope implying that the marginal rate of substitution of butter for 

margarine 

(MRSbm ) and margarine for butter (MRSmb ) is equal to one (i.e. MRSbm  & MRSmb  

= 1), that is,  

 

B and M are mutually exclusive in consumption (total income can be spent on 

either B or M while 

deriving the same level of satisfaction). 

 

(c) (i)  NB:  This part of the question is improper at least to the extent that there is 

a conflict of 

                   distinction between the cardinalist and ordinalist approaches to 

consumer behaviour.  To use indifference curves (oridnalist approach)  to 

represent quantitative utility levels is against the principle of separation 

(of approaches) in consumer theory. 

 

                  However, by violating this principle (which should not be the case) the 

indifference curves at U = 12 and U = 24 utils would be as follows: 

 

                  U = FS 
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Utility level of 12 Utils Utility  level of 24 

Utils 

Food (F) Shelter 

(S) 

Food (F) Shelter (S) 

1 12 1 24 

2 6 2 12 

3 4 3 8 

4 3 4 6 

6 2 5 4 

          12 1 8 3 

  12 2 

  24 1 

 

 

Food (F) 

                                                                                        (F)                                                                                                                                                                                                                                           

          24  -             x                                                         12                  

                                             

                                                                                        10 

                                                                                           

          18  -                                                                         8 

 

          12  -   x       x                                                            6                             

                                                                                                                                                 

                                                                                          4                                                                                

             6 -   x           x                                                                                                               

U24                                                                                    

                                          x        x      x U24                          2                                                      

                        x                                                                                                                      

U12                      

                                               x        x      U12                        0 

                                                                                                   2   4   6   8   10   12       

(S)                                   

  0        6    12     18   24    Shelter (S)   

 

Figs 17.2:  Indifference Curves 

 

In this case, the scaler of the upward shift (i.e. from U12 to U24 ) is 2 while that of 

the downward shift (i.e. from U24 to U12 ) is ½.  
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(ii)  PF = Sh. 100            where PF : Price per unit of food 

      PS =  Sh. 300                      PS  : Price per unit of shelter 

      Y =  Sh.  1,200                   Y :  Income 

 

       

Y = Pf Qf + PS QS  

Where QF : units of  food 

           QS :  Units of shelter 

When income is spent entirely on food: 

QF = Y/PF  = (1200) = 12 units of food 

                        100 
When income is spent entirely on shelter: 

 

QS = Y/PS = (1200) = 4 units of shelter 

                       300 

  

                  Food (F) 

 

                           12 -A                  

                                                          

                           10 -                                          

 

                            8  - 

                                                    e1                

                            6                       

                            4   -                                          

                            3                                h                                            

                                                                           g                                                               

                            2                                                                          U24 

                                                                                                U12 

                                                                    B 

                                0              2     3           4     6      8        10     12   Shelter (S) 

    

Fig 17.3  Utility maximizing choice of food and shelter 

 

here point e1  is the consumer equilibrium with 6 units of food and 2 units of  

shelter. 
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MRSSF = slope ∆F = (12 – 0) = (12) = -3                                                          

                        ∆S           0 – 4     -4 

 MRSSF   = 3               

                                                              

MRSFS  = ∆S  = (4 – 0) = -1                                                             

               ∆F       0 – 12     3 

    MRSFS   =  1 

                      3 

Workings: 

                                           (Sh) 

Income                              1,200 

PS                                         300 

PF                                         100 

 

 

 

 

Utility                     Indifference Curve 

 

U = FS                     QS            QF  

   0                           0             12 

   9                           1               9      MRSSF = 3 

 12                           2               6                      U = FS = 12 

   9                           3               3 

   0                           4               0 

QF PF = Y – PS QS  ⇒ QF = Y – PS QS    since Y = PS QS + PF QF  

                                                    PF  

 

When QS = 0, QF = 1200 – (300 x 0) = (1200) = 12 units 

                                             100             100 

 

QS = 1, QF = 1200 – (300 x 1) = (900) = 9 units 

                                   100            100 
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QS = 2, QF = 1200 – (300 x 2) = (600) = 6 units 

                                     100          100 

       

QS = 3, QF = 1200 – (300 x 3) = (300) = 3 units 

                                     100          100 

 

QS = 4, QF = 1200 – (300 x 4) =  ( 0 ) =  0 units 

                                    100           100 

 

In figure 17.3 point e1 where the budget line AB is tangent to the indifference 

curve (U12 ) is the utility maximizing point with 6 units of food and 2 units of 

shelter being consumed with the level of income fully spent. 

 

No other combination of food and shelter will give the consumer a higher utility 

given his income and commodity prices of (F) and (S).  Any other point along the 

indifference curve (U12 ) such as pont (g) yields the same utility as point (e1) but it 

is unattainable with the present level of income of 1200 (i.e. at point (g), cost is ( 6 

x 300 + 2 x 100) = Sh 2000 which exceeds the budget constraint by Ksh. 800). 

 

At point (e1) the absolute value of the slope of the budget line (AB) is PS /PF and is 

equal to the absolute value of the slope of the indifference curve (U12 ) i.e. PS /PF = 

MRSSF  

 

Proof:   PS /PF = 300/100 = 3 

 

MRSSF = slope of (U12 ) = slope of the tangent (AB) at point e1 = 12 – 0 = -3 

                                                                                                       0 – 4 

           

 

 MRSSF    = 3 

 

(iii)  Marginal rate of substitution when Sh. 1200 is spent on 3 units each of food 

and shelter: 

 

           This point is represented by (h) in figure 17.3 

 

         MRSSF         = slope of the budget line (AB) = (12 – 0) = (12) = -3 

                                                                                0 – 4        -4 

 

Download more at www.ebookskenya.co.ke



 

 

 

 

 MRSSF  = 3 implying that Olympia has to give up 3 units of food in order to obtain 

an additional 

                  unit of shelter 

 

 

  MRSFS = ∆S/∆F = ( 4 – 0 ) = -1 

                                  0 – 12       3 

 

 MRSFS   = 1/3  implying that for every additional unit of food, Olympia gives up 

1/3 units of 

                          shelter. 

 

(iv)  Effect of a rise in income to Sh. 3,600: 

 

       PF = Sh. 100 

       P S = Sh. 300 

 

      MRS FS =  1/3    This means that to acquire an extra unit of food 1/3 units of 

shelter must be 

                                given up in order for the consumer to remain at the same level 

of utility. 

 

   Thus if  1/3 unit of Shelter given up                1 unit of food 

    then   1 unit of shelter given up                    (1 x 1) = 3 units of food acquired 

                                                                            1/3 
 

  0  3  6  9 12  15  18  21 24 27 30 33 36 

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

U = 

FS 

 0 33 60 81 96 105 108 105 96 81 60 33  0 

 

OR 
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F 36 33 30 27 24  21  18  15 12  9  6  3  0 

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

U = 

FS 

 0 33 60 81 96 105 108 105 96 81 60 33  0 
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Utility 

U = FS 

Units of Food 

(F) 

Units of Shelter 

(S) 

0 0 12 

33 3 11 

60 6 10 

81 9 9 

96 12 8 

105 15 7 

108 18 6 

105 21 5 

96 24 4 

81 27 3 

60 30 2 

33 33 1 

0 36 0 

 

Since Y = PS QS  + PF QF  

   QF = Y - PS QS  

              PF  

When QS = 0,  QF = 3600 – (300 x 0) = (3600) = 36 units 

                                               100            100 

 QS = 1, QF = 3,600 – (300 x 1) = (3300) = 33 units 

100                 100 
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QS = 2, QF = 3600 – (300 x 2) = (3000) = 30 units 

100 100 

 

 

 

 

QS =   

3 

QF = 

27 

4 24 

5 21 

6 18 

7 15 

8 12 

9 9 

10 6 

11 3 

12 0 

By increasing the level of income from 1200 to 3600 the scaler is 3; and therefore 

the units of food and shelter constituting the utility maximizing combination 

should be multiplied by 3 as follows: 

 

6 units of food ( at sh. 1200 level of income) x 3 = 18 units (at Sh. 3600 level of 

income) 

2 units of shelter ( at 1200 level of income ) x 3 = 6 units ( at sh. 3600 level of 

income) 
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Therefore, the new utility maximizing combination is 18 units of food and 6 units 

of shelter while utility level is (18 x 6) = 108 utils. 

 

The budget line extreme quantities of food and shelter are worked out as follows: 

PF =  100   (3600/100) =  36 units of food at   QS = 0 

PS =  300   (3600/300) = 12 units of shelter at QF = 0 

Y = 3600 

 

 

              Units of food (QF  ) 

             

                                         36A1        

                            

                                         30 

                                         24       

                                     

                                         18                         e2 

                                                                               U2 = 108 

                                         12A  

 

                                          6           e1                U 

                                                                 U1 = 12             // 

                                                           //B          //                    B1 

                                            0   1   2   3  4 5 6   7     8  9   10 11 12     Units of shelter 

(QS )                      

                

Fig 17.4: Effect on consumer equilibrium of an increase in income from sh. 

1200 to sh. 3600 

The increase in income from 1200 to 3600 increases the utility maximizing 

quantities of food and shelter from 6 to 18 units and 2 to 6 units respectively, 

represented by the upward (outward) shift of the budget line from AB to A1 B1 and 

the indifference curve from U1 to U2 ; effectively, consumer equilibrium changes 

from e1 to e2 . 

 
   

 

NUMBER TWO 

(a)    Factors of production: 
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 Production:- any activity (economic or otherwise) that makes possible the 

availability of 

             goods and services with a view to satisfaction of human material wants. 

 

Factors of production:  Economic means/resources/inputs whose 

combination makes possible the availability of (economic) goods and 

services aimed at satisfying human material wants. 

 

Basically four:-   Land              Primary – not as a result of a production 

process 

               Labour                 

                           Capital 

                         Entrepreneurial ability       Secondary - arise from an economic 

                                                                  process/system/activity 

 

 

Land:-   primary natural resources over which people have the power of 

ownership , control and 

             disposal, and can be used to yield income or organize/carry out 

economic activities – gift of 

             nature whose supply is fixed (no production cost) and whose reward 

is rent; include soil, 

             rivers/lakes, mineral deposits, forests etc: owners of land can only 

improve on its quality 

             since supply is fixed.  Distinguishing characteristics: (i) fixed in 

supply  (ii) no production 

             costs; land provides the site on/at which production takes place. 

 

Labour:- human physical or mental effort directed to the production of goods 

and services; its 

               reward is wages/salaries.  It has got three distinguishing 

characteristics from the other 

              factors: 

 

              (i) What is paid for/bought is the services NOT labour or labour 

force. 

              (ii) Its both a factor of production and the end to which production 

is under taken. 

             (iii) Cannot be separated from the owner/labour. 
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Capital:-    Stock of wealth or goods which are not required for their own 

sake but for further 

                 production of other goods i.e. any produced producer goods (any 

product of land and 

                 labour which is reserved for further production) eg. fixed capital 

such as machinery, 

                 buildings, vehicles; working/circulating capital like stock of raw 

materials & work-in 

                 progress; reward – interest. 

 

Entrepreneur: -  the organizing aspect of resource combination in a 

production process which involves risking of capital and decision 

making/organization/combination in anticipation of demand; 

entrepreneurial ability refers to the organizational skills which 

combine all the other factors of production (resources) for 

productive use;  Its reward is profit .  An entrepreneur is easily 

identified in small businesses through his role but in large 

businesses his function could be split between several managers and 

shareholders.  Some economists look at enterprise not as a separate 

factor of production but as a specialized form of labour (consider 

self-employment or private practice.) 

 

Factors of production are either versatile or specific, indicating that they have 

numerous uses or just one use respectively; complementary as well; sometimes 

substitutable. 

 

(b)  Extent of factor mobility: 

     -  Definition of factor mobility as the ease with which a factor of production can 

be transferred 

        from one area/place/location or form of employment to another. 

 

Factor mobility takes two forms: 

Geographical mobility:-  ease with which a factor of production can be 

transferred from one place of employment to another eg. from Nairobi to Nakuru. 

Occupational mobility:- ease with which a factor of production can be transferred 

from one form of employment to another eg. from medicine to accountancy or 

teaching. 
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The extent of factor mobility cannot be generalized because it differs depending on 

the nature of the various factors of production; therefore explained by looking at 

each factor independently as follows: 

 

i. Land: 

 Geographically immobile – can’t be physically moved from one place 

to another; 

 Occupationally mobile – can be put to different/alternative uses eg. 

Grazing, 

 Plantation agriculture, building construction (residence) etc. 

 Limited occupational mobility, however, eg mountainous areas of 

land which are 

 Only used for a specific purpose or purposes like tourist attraction etc.  

 Land is for all practical purposes geographically immobile and 

therefore one 

 Can only sell land in one area to be able to buy another piece in 

another different 

                          area or improve the quality of an existing piece of land. 

 

ii)  Capital:   

Both fixed/physical and working/circulating capital whose extent of mobility 

depends on their form/nature (of capital) as reflected in the following 

examples: 

 

Heavy machinery such as blast furnaces and railway lines are both 

geographically and occupationally immobile.  A railway for instance is 

possible to dismantle and physically transfer to another site (region) but the 

exercise is prohibitively expensive in terms of overwhelming costs thus 

making relocation cost-ineffective – hence geographically immobile. 

Vehicles:  both geographically and occupationally mobile – can be 

physically moved (driven) from one place to another or used multipurposely, 

say as a public transport means (PSV) or for transportation of goods. 

Buildings:- geographically immobile but occupationally mobile – cannot 

physically move or transfer a building (intact) from one place to another but 

is can be used multipurposely , at one time as a clinic and another time as 

probably a classroom. 

Combine harvesters and petrol tankers:  geographically mobile but 

occupationally immobile since they are designed for a specific use. 
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iii)   Labour:  

 Human physical and/or mental effort devoted to production of goods 

and services aimed at satisfying human material wants.    

 Highly geographically mobile but relatively less occupationally 

mobile due to specialization.  Eg. The case of medical doctors etc. 

 Horizontal and vertical forms of occupational mobility – in terms of 

remuneration or status or both eg. Horizontally as an accounts clerk in 

one firm and becoming the same clerk in another firm or vertically as 

an accounts clerk to becoming  a senior accountant with the same 

firm. 

 Barriers to geographical mobility:- movement cost, shortage of 

housing, education of children, social and family ties etc. 

 Barriers to occupational mobility:- personal talents, cost and length of 

training, availability of capital, regulation, social class etc. 

           

iv) Entrepreneurship:-   

 Organization/management/decision – making aspect of aresource, that 

is, the means of combining other resources/inputs with a view to profit 

 

 Highly mobile in both senses since functions are common(similar) 

across the board i.e. taking up risk by raising capital,organization of 

other factors of production, decision-making      and assumption of 

both profits/losses arising therefrom. 

 

(c) (i)  The significance of factor mobility:- 

 

Mobility enables different factor combinations to be used.  Thus, for example, 

more labour and capital can only be used if either of these factors is mobile to 

facilitate a change in the production technique.  This enables producers to search 

for a least cost method of production. 

Mobility of factors of production facilitates the movement of factors of production 

from surplus to deficit areas.   This signifies that if factors are sufficiently mobile, 

unemployment will be avoided in surplus areas while production will be enhanced 

in deficit areas.  This leads to a more efficient utilization of resources. 

 

Mobility of factors of production enables the benefits of economic growth to be 

spread throughout a country.  Thus, for example, many industries are located in 

urban areas primarily because of the urban market and economies of scale.  If 

industries can be encouraged to locate in rural areas through incentives then the 
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benefits of industrial development in a particular country can be spread more 

evenly. 

 

Mobility of factors of production enables the transfer of expertise to areas where it 

is efficient.  Thus, for example, in the event of mobility experienced managers can 

contribute to the development of aspects of the firm lacking in managerial 

expertise and can even in some cases transfer their skills internationally. 

 

The possibility of vertical occupational mobility of labour can have motivational 

effects in that if workers perceive chances of being promoted for outstanding work, 

they are in general likely to be much more efficient at their work thus contributing 

to the overall efficiency of their business enterprise. 

 

Mobility may be significant in that if workers are occasionally allowed to perform 

different tasks and are capable of performing them, then they are less likely to 

experience the monotony often associated with specialization with its 

accompanying negative effects. 

 

Factor mobility is significant in production in that factors of production that are 

immobile occupationally in that they have no alternative use have no opportunity 

cost and are therefore not considered by economists as scarce resources. 

 

Therefore, simply stated, the above aspects of significance of factor mobility is as 

below: 

 

i. Unemployment 

ii. Income distribution 

iii. Regional disparities 

iv. Flexibility in production 

v. Utilization of the otherwise idle resources 

vi. Incentive to investment – minimization of losses while maximizing 

profits. 

 

(ii)   Regional imbalance is the uneven distribution of economic resources between 

different regions 

       of a particular country.. 

The policy recommendations to reduce regional development imbalance would 

include: 

 Industrial decentralization. 
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 Human resource mobility and development – regional human resource 

development initiatives and participatory change in terms of cultural aspects 

like cattle rustling etc. 

 Infrastructure – the aspect of accessibility that is to allow for efficient 

utilization of potential resources eg in the agricultural rural sector. 

 Comprehensive development plans and strategies. 

 Security, law and order eg. The influx of refugees in areas sucha s the North 

eastern Province (NEP). 

 

 Non-governmental initiatives and support systems eg. Micro-financing of 

the community development projects. 

 Factor rewards’ differentials eg. Difference in wage compensation between 

different regions – allowances for those working in designated hardships 

areas etc. 
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