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QUESTION ONE (20 MARKS) 

a) Consider an economy described by the following data 

𝐶̅ = 3.25 Trillion 

𝐼=̅ 1.3 Trillion 

𝐺̅ = 3.5 Trillion 

𝑇̅= 3.0 Trillion 

𝑁𝑋̅̅ ̅̅  = -1.0 Trillion 

𝑓 ̅  = 1 

mpc = 0.75 

d     = 0.3 

x     = 0.1 

i. Derive the simplified expressions for the consumption, the investment 

function, and the net export function    (6 Marks)   

ii. Derive the equation for the IS curve.    (4 Marks)   

iii. If the real interest rate is r = 2, what is equilibrium output? If r = 5, what is 

the equilibrium output?       (4 Marks)   

iv. Draw a graph of the IS curve showing the answers from part (iii) above? 

(2 Marks) 

b)  Discuss the factors that influence the velocity of money in an economy?  

(4 Marks   

QUESTION TWO (15 MARKS) 

a)    Discuss the instruments used to control money supply in Kenya.   (10 marks)  

c) Mathematically derive a theory of inflation from the quantity theory of money 

           (5Marks)                                          

QUESTION THREE (15 Marks) 

a) Rapid Technological innovation is ushering in new era of public and private 

digital money in Kenya. Discuss     .      (9 Marks) 

b) Discuss the three Keynesian Motives for holding Money    (6 Marks) 

QUESTION FOUR (15 MARKS) 

Consider the following money demand function (in real terms)  

M/P = kY + bi 

where k is the income elasticity and b is the (nominal) interest rate elasticity of real 

money balances.  

Assume that k > 0 and that b > 0.  

Further assume that the quantity of nominal money balances is fixed by the Central 

Bank at M and that the price level, P, is also fixed at P.  

a. Derive the equation for the LM curve.      (6 Marks) 

b. What is the slope of the LM curve?       (3 Marks) 

c. Discuss how the slope of the LM curve is affected by k and b.  (6 Marks) 

 

//END// 


