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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 1: FOUNDATIONS OF ECONOMICS

Scarcity, choice, opportunity cost, production possibility frontiers, economic analysis and economic
systems

Purpose. These notes develop the first CA14 syllabus cluster into examinable knowledge. They are
original DatalytlQs teaching material aligned to the KASNEB Revised Syllabus (June 2024). They do
not reproduce proprietary past-paper questions.

Traceability: MIC-01 to MIC-07 | Suggested study time: 6-8 hours | Assessment threshold: 70%

Learning outcomes
By the end of this section, the learner should be able to:

1. distinguish microeconomics from macroeconomics; 2. explain scarcity, choice and opportunity cost; 3. construct
and interpret a production possibility frontier; 4. distinguish positive from normative statements; 5. compare
planned, market and mixed economic systems; and 6. evaluate consumer sovereignty and its limitations.

How CA14 typically tests this area

Define/distinguish Short, precise terminology plus one valid contrast.

lllustrate A correctly labelled diagram followed by an explanation of its economic meaning.

Calculate Formula or reasoning, substitution, units and interpretation.

Discuss/evaluate Both supporting and limiting arguments, applied to the stated context, followed by a reasoned
conclusion.
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1. The economic problem

Economics studies how individuals, firms, governments and societies allocate scarce resources among competing
uses. Scarcity does not mean that a resource is absent. It means that available resources are insufficient to satisfy
every want at zero sacrifice. Scarcity therefore creates choice, and every choice creates an opportunity cost.

1.1 Wants, resources and allocation

Human wants are numerous, recurring and capable of expansion. Resources are limited at a point in time. Land
includes natural resources; labour is human effort; capital is produced means of production; enterprise coordinates
the other factors and bears risk. Allocation answers three linked questions: what to produce, how to produce and
for whom to produce.

Household How should limited income and time be Pay examination fees now or replace a phone.
used?
Firm Which output and technique should limited Hire additional analysts or automate a reporting process.

capital support?

Government Which public needs receive budget priority? Fund diagnostic equipment or expand a road network.

Exam distinction: A free good is abundant relative to demand at a particular place and time and has
no opportunity cost at the margin. An economic good is scarce and therefore commands a
sacrifice. A good can move between these categories when circumstances change.

1.2 Opportunity cost

Opportunity cost is the value of the best alternative forgone when a choice is made. It is not the sum of all rejected
alternatives. It is the next-best alternative. If a county can use KES 20 million either for a maternity wing, an
ambulance fleet or office renovation, and it chooses the maternity wing while the ambulance fleet was the
next-best option, the opportunity cost is the value of the ambulance fleet.

Worked example 1

A learner has four evening hours. The alternatives are: revision worth an expected 12 examination marks, paid
work worth KES 1,000, and leisure valued at KES 600. If revision is selected, the opportunity cost is KES 1,000 -
the value of the best rejected alternative - not KES 1,600.

Common error

Do not define opportunity cost as merely “what is given up.” State that it is the value of the
next-best alternative forgone. The word “value” matters because alternatives may be measured in
output, income, utility or another relevant benefit.
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2. Production possibility frontier

A production possibility frontier (PPF or PPC) shows the maximum attainable combinations of two goods or
categories of goods that an economy can produce during a given period when resources and technology are fixed
and resources are fully and efficiently employed.

A and B: efficient | C: attainable but inefficient | D: unattainable now
Production possibility frontier

A

Capital goqds

Consumer goods

Points on the frontier are productively efficient: more of one good requires less of the other. A point inside the
frontier is attainable but inefficient because some resources are unemployed or misallocated. A point outside is
currently unattainable, although growth or improved technology may make it attainable later.

2.1 Why the frontier is usually bowed outward

The bowed-out shape reflects increasing opportunity cost. Resources are not equally suitable for all uses. As
production shifts toward one good, resources increasingly specialised in the other good must be transferred,
causing progressively larger sacrifices.

Movement along the PPF  Move between two points on the same Reallocation changes the output mix; productive capacity is
curve unchanged.
Outward shift Whole curve moves away from the origin  Capacity increases through investment, technology, skills or
resources.
Inward shift Whole curve moves toward the origin Capacity falls through conflict, disaster, capital destruction

or labour loss.

Rotation One intercept changes more than the Innovation or resource growth is biased toward one sector.
other

DatalytlQs Academy | CA14 Economics | Section 1 Page 3



Worked example 2: opportunity cost from a schedule

A 50 0 -

B 47 10 3 capital goods
C 41 20 6 capital goods
D 31 30 10 capital goods
E 16 40 15 capital goods

The rising sacrifice - 3, 6, 10 and 15 capital goods - demonstrates increasing opportunity cost. If the question asks
for the opportunity cost of moving from C to D, state 10 capital goods, not merely 10.

3. Microeconomics and macroeconomics

Microeconomics studies individual decision-making units and particular markets: consumers, firms, industries,
prices, output and factor rewards. Macroeconomics studies economy-wide aggregates and relationships: national
income, inflation, unemployment, economic growth, money, fiscal and monetary policy and the balance of
payments.

Why did the price of maize rise in Kisumu? Microeconomics It concerns price formation in a particular market.
Why is Kenya's overall inflation rate rising? Macroeconomics It concerns the general price level across the
economy.
How will a tax affect a firm’s output? Microeconomics It concerns an individual producer or market.
How will higher government spending affect national ~ Macroeconomics It concerns an aggregate expenditure and output
income? relationship.
Interdependence

The distinction is analytical, not absolute. Macroeconomic outcomes emerge from many microeconomic decisions,
while inflation, interest rates, taxes and exchange rates influence households and firms. A strong answer classifies
the immediate unit of analysis and then recognises relevant cross-effects.

4. Positive and normative economics

A positive statement describes, predicts or explains what is or may be. In principle it can be tested against
evidence, even if the evidence later shows it to be false. A normative statement expresses what ought to be and
depends partly on values or ethical judgement.

A higher excise duty will reduce demand for cigarettes, other Positive It is a testable prediction.
factors held constant.

The government should raise excise duty on cigarettes. Normative “Should” reflects a policy judgement.
Kenya’s annual inflation rate was 6%. Positive It is an empirically verifiable claim.
A 6% inflation rate is unfair to low-income households. Normative “Unfair” invokes a value standard, though

evidence may inform the judgement.
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High-level point: Normative analysis is not meaningless. Good policy evaluation makes its value
criterion explicit - efficiency, equity, freedom, stability or sustainability - and then uses positive
evidence to estimate consequences.

5. Economic systems

An economic system is the institutional arrangement through which ownership, production, distribution and
coordination decisions are made. No modern economy is purely planned or purely market-based; classification
depends on the dominant mechanisms and institutions.

PLANNED MIXED MARKET

State ownership and
administrative

allocation

Public and private
ownership; policy

and prices coexist

Private ownership
and price-guided

allocation

Real economies lie on a continuum; institutions determine the actual mix.

Ownership Predominantly private Predominantly state Private and public

Coordination Price mechanism and contracts Administrative plans and Prices plus regulation, taxation,
directives spending and public provision

Strength Incentives, choice and Can mobilise resources for Can combine incentives with

decentralised information strategic or social priorities correction of market failures

Risk Inequality, monopoly, Weak incentives, information Policy inconsistency, regulatory
externalities, under-provision of burdens, bureaucracy capture and public-sector
public goods inefficiency

5.1 Price mechanism

In a market system, relative prices transmit information and create incentives. Rising demand raises price,
encouraging producers to expand supply while inducing consumers to economise. Profit and loss redirect
resources. However, the result is efficient only under demanding conditions, including competition, information and
the absence of significant externalities.

5.2 The mixed economy

A mixed economy retains markets while government supplies public and merit goods, redistributes income,
stabilises aggregate demand, regulates harmful conduct and corrects externalities and information failures. The
relevant exam question is rarely whether intervention is always good or bad. It is whether a specific intervention
addresses a defined failure at lower social cost than alternative instruments.
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6. Consumer sovereignty

Consumer sovereignty is the proposition that consumer preferences, expressed through purchasing decisions,
guide what firms produce. In competitive markets, firms that satisfy demand earn revenue while firms that ignore it
lose customers and resources.

Conditions that strengthen consumer sovereignty

Meaningful choice, competition, reliable information, affordable market access, responsive supply and the ability of
consumers to switch suppliers all strengthen consumer influence.

Limitations

Income inequality Market demand reflects purchasing power, not need alone. Essential services may remain
inaccessible to low-income households.

Market power A dominant producer can restrict choice or influence terms. A local monopoly may provide only one
service package.

Imperfect information Consumers cannot evaluate quality, risk or hidden terms Complex financial or health products.

accurately.

Advertising and Preferences may be shaped or exploited rather than merely Manipulative targeting or misleading

behavioural influence served. claims.

Externalities Private choices impose costs or benefits on others. Pollution or vaccination.

Public and merit goods Individual purchasing decisions may underprovide socially Street lighting or basic education.

valuable goods.

Evaluation technique

Avoid a one-sided conclusion. State that consumer sovereignty is a useful coordinating principle when competition,
information and effective choice exist, but it is neither complete nor automatically socially optimal. The policy
response should target the specific limitation without unnecessarily eliminating choice.
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7. Integrated worked case

Case. A county government has KES 120 million available. It can finance a digital civil-registration platform,
renovate administrative offices or purchase emergency vehicles. The digital platform is expected to reduce waiting
time and improve record quality; the vehicles provide the next-highest estimated social benefit. The county
chooses the platform.

Required and model analysis

Identify the economic problem Limited finance must satisfy competing public wants; scarcity forces prioritisation.

State the opportunity cost The expected social benefit of the emergency vehicles, because they are the next-best rejected
alternative.

Positive statement “The platform will reduce average waiting time by 30%” is testable against service data.

Normative statement “The county should prioritise the platform” depends on the value assigned to efficiency, access

and competing services.

PPF interpretation If the platform raises public-sector productivity, it can expand attainable service combinations and
shift the relevant frontier outward.

System interpretation The decision occurs in a mixed economy: public planning allocates county revenue while private
suppliers may compete for the technology contract.

8. Examination practice

Question 1 - Multiple choice

Which statement best defines the opportunity cost of enrolling in an evening course? A. The total fee paid. B. Every
activity the learner cannot undertake. C. The value of the best alternative forgone. D. The learner’s future salary.

Answer: C. Opportunity cost is the value of the next-best alternative sacrificed. The fee is a direct financial cost and
may form part of opportunity cost only where it represents resources that could have supported the best alternative.

Question 2 - Classification

Classify each statement as positive or normative: (i) A minimum wage above equilibrium may create excess labour
supply. (i) Government should always prioritise employment over price stability.

Model answer: (i) Positive: it is a testable prediction derived from labour-market analysis. (ii) Normative: “should” and
“always prioritise” express a value judgement about competing policy objectives.

Question 3 - Structured diagram (8 marks)

Using a production possibility frontier, explain productive efficiency, unemployment of resources and economic
growth.
Model answer guide: Award 2 marks for correctly labelled axes and a frontier; 2 marks for a point on the frontier
identified as productive efficiency; 2 marks for a point inside the frontier explained as unemployment or misallocation;

and 2 marks for an outward shift explained by increased resources, improved skills, capital accumulation or
technological progress. A diagram without narrative should not receive full marks.

Question 4 - Evaluation (10 marks)
“Consumer sovereignty makes government intervention unnecessary.” Discuss.

Model answer guide: Define consumer sovereignty (2); explain how competitive choice, price signals and switching
discipline firms (2); analyse at least three limitations such as market power, imperfect information, externalities, income
inequality or public goods (3); explain targeted interventions and possible government failure (2); provide a balanced
conclusion linked to conditions (1).
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9. Independent practice and evidence

Complete the following evidence tasks before the section quiz:

E1.1 Scarcity decision matrix using a household, firm and Each case identifies the scarce resource, alternatives,
government case chosen option and next-best alternative.
E1.2 One original PPC with at least five combinations Axes, units, efficient/inefficient/unattainable points and

one shift are correctly labelled.

E1.3 Positive/normative classification of eight statements At least 7/8 correct with a one-sentence justification
each.
E1.4 Economic-system comparison Ownership, allocation, incentives, strengths and risks

addressed for three systems.

EL1.5 250-word consumer-sovereignty evaluation Contains conditions, at least three limitations and a
reasoned conclusion.

Section mastery checklist
N
| can explain why scarcity exists even in a relatively wealthy society.
| can identify opportunity cost without adding all rejected alternatives.
| can distinguish movement along a PPF from a shift of the PPF.
| can classify positive and normative statements and justify the classification.
| can compare systems using institutions, not slogans.

| can evaluate consumer sovereignty under stated market conditions.

Progression rule: Attempt the section quiz only after completing E1.1-E1.5. A mark below 70%
triggers targeted review of the failed reference IDs before a new attempt.

References and provenance

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Qualification
structure and syllabus scope accessed through KASNEB and an accessible mirrored copy of the official syllabus.
This DatalytlQs pack is original instructional content prepared for syllabus alignment and learner assessment; it is
not an official KASNEB publication.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 2: DEMAND, SUPPLY AND MARKET INTERVENTION

Market schedules and curves, equilibrium, elasticity, taxation, subsidies, price ceilings and price floors

Purpose. This original DatalytlQs pack develops DEM-01 to DEM-08 from the KASNEB Revised Syllabus
(June 2024) into examinable theory, calculations, diagrams and evidence tasks. It does not reproduce
proprietary past-paper wording.

Suggested study time: 10-12 hours | Assessment threshold: 70% | Prerequisite: Section 1 foundations

Learning outcomes

After completing this section, the learner should be able to construct market schedules; distinguish movement from
shift; solve equilibrium algebraically and graphically; calculate and interpret price, income, cross and supply elasticity;
link elasticity to revenue and tax incidence; and evaluate taxes, subsidies and price controls.

Exam command discipline

Calculate Show formula, substitution, sign, magnitude, classification and interpretation.

lllustrate Label axes, original curves, changed curve or control, equilibrium values and direction of effects.
Explain State the causal chain, not merely the final direction.

Evaluate Balance intended objective, efficiency/distribution effects, unintended consequences and conditions.

DatalytlQs Academy | CA14 Economics | Section 2 Page 1



1. Demand

Demand is the quantity of a good or service that consumers are willing and able to purchase at alternative prices
during a specified period, other factors held constant. Desire alone is not demand; purchasing power and willingness
to exchange it are required.

1.1 Law, schedule and curve

The law of demand states that quantity demanded normally varies inversely with own price, ceteris paribus. The
inverse relation can be explained through diminishing marginal utility, substitution toward relatively cheaper goods and
the real-income effect of a price change.

100 2 3 5

80 4 5 9
60 7 8 15
40 11 12 23

Market demand is the horizontal sum of individual demands at each price. At KES 60 the market quantity is 7 + 8 = 15
units.

1.2 Movement versus shift

Own price falls Downward movement along the existing Only quantity demanded changes.
demand curve

Income rises for a normal good Demand curve shifts right A non-price determinant changes.

Price of a substitute rises Demand curve shifts right Consumers switch toward the focal good.
Price of a complement rises Demand curve shifts left Joint consumption becomes more expensive.
Expected future price rises Current demand may shift right Consumers advance purchases.

Population or buyer numbers fall Demand shifts left Fewer buyers participate.

Exam trap: Never say “demand increased” when an own-price fall causes movement along a curve. Write
“quantity demanded increased.” Reserve “increase in demand” for a rightward shift of the entire curve.

Exceptions and qualifications

A positively sloped observed relationship does not automatically disprove the law of demand. It may reflect changing
income, expectations, quality, composition or another omitted determinant. Genuine theoretical exceptions include
Giffen behaviour under restrictive conditions; prestige or Veblen effects concern status-signalling demand. Treat these
as qualifications, not the normal rule.
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2. Supply

Supply is the quantity producers are willing and able to offer for sale at alternative prices during a specified period,
other factors held constant. The law of supply states that quantity supplied normally varies directly with own price
because higher price raises the reward from producing and covering rising marginal cost.

Input costs Leftward supply shift Production becomes less profitable at each output price.
Productivity/technology Rightward shift More output can be produced from given inputs.

Indirect tax Leftward/upward shift Marginal cost rises.

Subsidy Rightward/downward shift Effective marginal cost falls.

Number of firms Rightward shift Industry capacity increases.

Expected future price Often lower current supply Producers may withhold storable output.

Favourable weather Rightward agricultural supply shift Yield and usable output rise.

Time and elasticity of adjustment

Market-period supply may be almost fixed for perishable output already harvested. Short-run supply can change
variable inputs but not plant size. Long-run supply is usually more responsive because firms can expand capacity,
enter or leave the industry and reorganise technology.

3. Market equilibrium

Market equilibrium

*
Price P

Q*
Quantity

Equilibrium occurs where quantity demanded equals quantity supplied. A price below equilibrium creates shortage:
buyers compete for insufficient output, tending to raise price. A price above equilibrium creates surplus: unsold stocks
induce sellers to reduce price or output. The equilibrium is a tendency, not a claim that actual markets adjust instantly
or without friction.

Worked example 1: algebraic equilibrium

Let Qd = 120 - 2P and Qs = 20 + 3P. At equilibrium, 120 - 2P = 20 + 3P. Therefore 100 = 5P and P* = 20. Substitution
gives Q* = 80. Both equations must yield the same quantity.

Disequilibrium check
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At P =10: Qd = 100 and Qs = 50, so shortage = 50 units. At P = 30: Qd = 60 and Qs = 110, so surplus = 50 units.
State both the magnitude and the likely direction of price adjustment.

4. Comparative statics

Increase in demand

Price

Q*
Quantity

An increase in demand, with supply unchanged, raises both equilibrium price and equilibrium quantity. The exact size
of each change depends on the slopes and elasticities of both curves. Comparative statics compares equilibria before
and after a change; it does not describe the full adjustment path.

Demand increases Rises Rises D shifts right
Demand decreases Falls Falls D shifts left
Supply increases Falls Rises S shifts right
Supply decreases Rises Falls S shifts left
Demand and supply both increase Ambiguous Rises Both shift right
Demand increases; supply decreases Rises Ambiguous D right; S left

Simultaneous shifts: Do not invent a determinate result. If both shifts push a variable in the same
direction, that variable is determinate. If they push it in opposite directions, its outcome depends on
relative shift magnitudes.

5. Price elasticity of demand (PED)

PED measures responsiveness of quantity demanded to a change in own price: PED = percentage change in
quantity demanded / percentage change in price. PED is normally negative because price and quantity demanded
move oppositely. Classification usually uses the absolute magnitude.

|PED| =0 Perfectly inelastic Total revenue rises proportionately.
0<|PED|<1 Inelastic Total revenue rises.

|PED| =1 Unit elastic Total revenue is unchanged.

|PED| > 1 Elastic Total revenue falls.
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|PED| approaches infinity Perfectly elastic Any price rise loses demand at that price.

Elasticity and revenue along a linear demand curve

A

ElasNeJPED| > 1

Price

Inelastic:

Quantity

5.1 Point and midpoint calculations

Point method: (change Q / original Q) divided by (change P / original P). This depends on direction. Midpoint
method: [(Q2-Q1)/((Q1+Q2)/2)] divided by [(P2-P1)/((P1+P2)/2)]. The midpoint method produces the same magnitude
in either direction and is preferred when two discrete observations are supplied.

Worked example 2

Price falls from KES 100 to KES 80 and quantity rises from 40 to 60. Midpoint percentage quantity change = 20/50 =
40%. Midpoint percentage price change =-20/90 = -22.22%. PED = 40%/-22.22% = -1.80. Demand is elastic.
Revenue rises from KES 4,000 to KES 4,800, consistent with an elastic response to a price reduction.

Determinants of PED

Substitutes Close alternatives are numerous and accessible.

Budget share The item absorbs a large proportion of income.

Time Consumers have longer to adjust behaviour and contracts.
Definition The market is defined narrowly.

Necessity The good is less essential or consumption can be postponed.
Habit/commitment Dependence and contractual lock-in are weaker.

6. Income and cross elasticity

Income elasticity of demand (YED) = % change in quantity demanded / % change in income. YED > 0 indicates a
normal good; YED < 0 an inferior good. A positive YED greater than one often indicates a luxury or income-elastic
good, while 0 < YED < 1 indicates a necessity in the income sense.

Cross elasticity of demand (XED) = % change in quantity demanded of good X / % change in price of good Y. XED >
0 indicates substitutes; XED < 0 indicates complements; a value near zero suggests weak relation.

Income rises 10%; demand rises 15% YED = +1.5 Normal, income-elastic/luxury classification.
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Income rises 8%; demand falls 4% YED =-0.5 Inferior good over the observed range.
Tea price rises 5%; coffee demand rises 10% XED =+2.0 Strong substitutes.
Printer price rises 20%; cartridge demand falls 10% XED =-0.5 Complements.
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7. Price elasticity of supply (PES)

PES = percentage change in quantity supplied / percentage change in price. It is generally positive. Supply is inelastic
when PES < 1, unit elastic at 1 and elastic when PES > 1.

Spare capacity More spare plant and labour make expansion easier, increasing PES.
Stocks and storability Available inventories permit rapid response.

Production period Long biological or construction lags reduce short-run PES.

Factor mobility Mobile labour and capital raise responsiveness.

Time horizon Long-run PES is normally greater than short-run PES.

Ease of entry Low barriers permit industry supply to expand.

Worked example 3

Price rises from KES 50 to KES 60 while quantity supplied rises from 1,000 to 1,100. Using original values: percentage
quantity change = 100/1,000 = 10%,; percentage price change = 10/50 = 20%; PES = 0.5. Supply is inelastic over the
observed interval.

8. Elasticity applications

Elasticity converts a direction-of-change argument into a magnitude argument. It is therefore central to pricing,
revenue forecasting, taxation, agricultural policy and capacity planning.

Pricing and revenue With elastic demand, a price cut raises revenue; with inelastic demand, a price rise raises revenue,
other factors constant.

Tax revenue A narrow tax base with inelastic demand can generate revenue, but distribution and welfare effects
still matter.

Tax incidence The less elastic side of the market bears more of the tax because it changes behaviour less.

Agricultural instability Inelastic demand and supply can turn modest harvest shifts into large price and income movements.

Capacity decisions PES indicates whether output can respond without large price pressure.

Do not confuse slope with elasticity. Slope depends on measurement units. Elasticity is unit-free and can
vary along a straight-line curve even when slope is constant.
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9. Indirect taxes and subsidies

Specific tax on sellers

tax*wedge

Q*
Quantity

A specific tax shifts the supply curve upward by the tax per unit. The price paid by buyers rises, the net price received
by sellers falls and equilibrium quantity contracts. The vertical gap between buyer and seller prices is the tax wedge.
Government revenue equals tax per unit multiplied by the post-tax quantity. Deadweight loss reflects mutually
beneficial trades prevented by the wedge.

Tax incidence

Statutory incidence identifies who remits the tax; economic incidence identifies who bears the loss of real income. If
demand is relatively inelastic, buyers bear more through a higher price. If supply is relatively inelastic, sellers bear
more through a lower net receipt. Incidence does not depend on which side is legally required to remit the tax.

Subsidy

A per-unit subsidy shifts supply downward/right. Buyer price falls, seller receipt rises and quantity expands.
Government expenditure equals subsidy per unit times subsidised quantity. A subsidy can correct positive externalities
or support access, but it may create fiscal cost, overproduction or capture if poorly targeted.

Evaluation checklist

Effectiveness Does the instrument change the targeted behaviour?

Efficiency What trades, production choices or external costs change?

Equity Which income groups, consumers, workers and firms gain or lose?
Administration Can the base, eligibility and compliance be measured?

Dynamic effect Will innovation, entry, avoidance or substitution change over time?
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10. Price controls

A price ceiling is a legal maximum. It is binding only when set below equilibrium. A price floor is a legal minimum. It is
binding only when set above equilibrium. A control placed on the non-binding side of equilibrium has no immediate
quantity effect.

Binding price ceiling

A

*
Price P

ceiling

Q*
Quantity

A binding ceiling creates excess demand. Possible consequences include queues, rationing, black markets, quality
deterioration, search costs and allocation by connections rather than willingness to pay. It may improve affordability for
consumers who obtain the product, but not for those excluded by shortage.

Binding price floor

A

Price floos

*
Price P

Q*
Quantity

A binding floor creates excess supply. Examples include some minimum-price schemes and minimum wages in a
simplified competitive labour market. Outcomes depend on enforcement, government purchasing, storage, evasion,
coverage and elasticities.
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Evaluation rule: Compare the control with the market failure or equity objective it is intended to address.
Then assess shortages/surpluses, non-price rationing, fiscal or enforcement costs and alternative
targeted instruments.

11. Integrated examination case

Case. The market for a staple food is described by Qd = 500 - 5P and Qs = 100 + 3P. Government considers a price
ceiling of KES 40 and a producer subsidy.

Equilibrium 500 - 5P = 100 + 3P; P* = 50 and Q* = 250.

Ceiling status KES 40 is below equilibrium and therefore binding.

Shortage At P=40, Qd=300 and Qs=220; shortage=80 units.

Likely non-price effects Queues, rationing, informal resale, lower quality or reduced service.

Subsidy comparison A subsidy can expand supply and reduce buyer price but creates fiscal cost and may be poorly
targeted.

Elasticity relevance Demand and supply elasticities determine quantity response, fiscal cost and distribution of benefit.

12. Original assessment items

Question 1 - Concept

A fall in the own price of a normal good causes: A. demand to shift right; B. quantity demanded to rise; C. supply to
shift left; D. quantity supplied to fall.

Answer: B. Own-price change causes movement along the demand curve. Demand itself shifts only when a non-price
determinant changes.

Question 2 - Equilibrium
Given Qd=180-4P and Qs=20+4P, calculate equilibrium price and quantity.
Model answer: 180-4P=20+4P; 160=8P; P*=20. Q*=100. Verify in both equations.
Question 3 - PED
Price rises from 200 to 220 and quantity falls from 500 to 450. Use original values to calculate PED and interpret it.

Model answer: % change Q=-50/500=-10%; % change P=20/200=10%; PED=-1. Demand is unit elastic over the
interval; total revenue remains KES 100,000 in both observations.

Question 4 - Tax incidence
Explain why consumers bear most of a tax where demand is highly inelastic and supply is elastic.

Model answer: Consumers change quantity little when price rises, while producers can redirect resources readily. The
buyer price therefore rises by a larger share of the wedge; the conclusion concerns economic, not statutory, incidence.

Question 5 - Evaluation
Evaluate a price ceiling imposed on essential housing.

Model-answer guide: Define and show a binding ceiling; explain intended affordability; analyse shortage, queues,
quality, informal payments and reduced future supply; distinguish incumbent beneficiaries from excluded applicants;
compare targeted housing support or supply-side measures; conclude conditionally.
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13. Evidence and mastery requirements

E2.1 Demand and supply schedules plus two labelled Market totals correct; movement and shift terminology
graphs accurate.
E2.2 Equilibrium worksheet with three algebraic markets Price, quantity, shortage/surplus and adjustment direction
shown.
E2.3 Elasticity calculation set PED, YED, XED and PES include formula, sign,

magnitude and interpretation.

E2.4 Tax/subsidy policy diagram Prices, quantities, wedge, revenue/expenditure and
welfare narrative labelled.

E2.5 Price-control evaluation Binding condition, intended objective, unintended effects
and alternative policy addressed.

Mastery checklist
| |

distinguish a movement along a curve from a shift of the curve.

solve equilibrium and quantify shortage or surplus.

calculate and interpret PED, YED, XED and PES.

link PED to total revenue without reversing the relationship.

explain tax incidence using relative elasticity.

evaluate a binding ceiling or floor with a labelled diagram.

Progression rule: Complete E2.1-E2.5 before the section quiz. A score below 70% triggers remediation
against the failed DEM reference IDs before another attempt.

References and provenance

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. This pack is
original DatalytlQs instructional content prepared for syllabus traceability and learner assessment; it is not an official
KASNEB publication.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 3: CONSUMER THEORY

Cardinal utility, indifference curves, budget constraints, equilibrium, income and substitution effects, and
consumer surplus

Purpose. This original DatalytlQs pack develops CON-01 to CON-05 from the KASNEB Revised Syllabus
(June 2024) into examinable theory, calculations, diagrams and evidence tasks. It does not reproduce
proprietary past-paper wording.

Suggested study time: 8-10 hours | Assessment threshold: 70% | Prerequisite: Demand and supply

Learning outcomes

After this section, the learner should be able to apply diminishing marginal utility; calculate utility-maximising bundles
using marginal utility per shilling; explain indifference-curve properties and marginal rate of substitution; derive and
shift a budget line; identify tangency equilibrium; distinguish income and substitution effects; and calculate consumer
surplus.

Exam approach

Utility calculation Correct marginal utility, MU/price comparison and reallocation logic.

Indifference diagram Convex, downward-sloping curves; higher curve; no intersection; labelled bundle and MRS.
Budget problem Intercepts, slope, affordability and effect of income/price changes.

Equilibrium Tangency plus budget exhaustion; explain why a non-tangent bundle is not optimal.
Evaluation State assumptions and distinguish analytical prediction from observed behaviour.
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1. Consumer choice and utility

Consumer theory explains how a household allocates limited income among goods and services. Preferences
describe rankings of alternatives; the budget constraint describes affordability. Equilibrium combines the most
preferred attainable bundle with the financial constraint.

1.1 Cardinal utility

Cardinal analysis treats satisfaction as measurable in hypothetical utility units. Total utility (TU) is satisfaction from all
units consumed. Marginal utility (MU) is the addition to total utility from one more unit: MU = change in TU / change in
quantity.

Total and marginal utility
MU falls as consumption rises; TU rises at a diminishing rate.

A

—__

Utility

Units consumed

0 0 -
1 20 20
2 36 16
3 48 12
4 56 8
5 60 4
6 60 0
7 56 4

Law of diminishing marginal utility

As successive units of a good are consumed within a period, marginal utility eventually declines, other factors held
constant. TU rises while MU is positive, reaches a maximum when MU is zero and falls if MU becomes negative. The
law concerns additional satisfaction, not necessarily total enjoyment.

Exam distinction: Diminishing marginal utility is not the same as negative marginal utility. MU can decline
from 20 to 16 to 12 while remaining positive; total utility still rises, but at a diminishing rate.
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2. Cardinal consumer equilibrium

With one good and money, a consumer buys units until the marginal utility of the last unit relative to price equals the
marginal utility of money. With several goods, utility is maximised when the marginal utility per shilling is equalised
across goods and the budget is exhausted: MUx/Px = MUy/Py = ... = marginal utility of money.

Worked example 1: marginal utility per shilling

1 100 5.0 60 6.0

2 80 4.0 50 5.0
3 60 3.0 40 4.0
4 40 2.0 30 3.0
5 20 1.0 20 2.0

Suppose income is KES 80. Rank available units by MU per shilling: Y1=6, X1=5, Y2=5, Y3=4, X2=4, X3=3, Y4=3, and
so forth. Select affordable units in descending order while respecting sequential consumption. One optimal bundle is
X=2 units (KES 40) and Y=4 units (KES 40). The last purchased units each yield MU/P=3. The budget is exhausted
and no feasible reallocation raises utility.

Why equalisation works

If MUx/Px exceeds MUy/Py, moving one shilling from Y toward X increases utility. Reallocation continues until the
ratios are equal or indivisibility/budget constraints prevent exact equality.

Assumptions and limitations

Utility is cardinally measurable Satisfaction has no observable common unit.

Marginal utility of money is constant A purchase can change the value of remaining income.
Consumers calculate consistently Information, cognition, habits and framing can alter choice.
Goods are divisible and available Discrete purchases and stock-outs may prevent exact equality.
Preferences are stable during analysis Tastes and social context may change.
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3. Ordinal utility and indifference curves

Ordinal analysis requires only that consumers can rank bundles. It does not assign numerical satisfaction. An
indifference curve shows combinations of two goods that yield the same satisfaction, so the consumer is indifferent
among points on the same curve.

Indifference curves and consumer equilibrium

A

E: tangency 3
Good Y
|C2
IC1
>
Good X
Properties of well-behaved indifference curves
Downward sloping With both goods desirable, more of one compensates for less of the other.
Higher curves preferred A bundle with more of at least one good and no less of the other is preferred.
Do not intersect Intersection would imply inconsistent preference rankings under transitivity.
Convex to the origin The consumer usually has diminishing willingness to substitute one good for the other.
Thin curves A bundle belongs to one satisfaction level, not a band of levels.

Marginal rate of substitution

The MRS of X for Y is the amount of Y the consumer is willing to give up for one more unit of X while remaining
equally satisfied. In absolute terms, MRSxy = MUx/MUy and equals the slope magnitude of the indifference curve.
Convexity reflects diminishing MRS: as X becomes abundant relative to Y, the consumer sacrifices progressively less
Y for another X.

Exam trap: A higher indifference curve represents greater satisfaction only if “more is preferred to less.”
Do not attach cardinal utility numbers unless the question explicitly adopts a utility function.
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4. The budget constraint

For income M, prices Px and Py, the budget line is M = PxX + PyY. The X-intercept is M/Px, the Y-intercept is M/Py
and the slope is -Px/Py. Points on the line exhaust income; points inside are affordable but leave income unspent;
points outside are unaffordable.

Worked example 2

Income M = KES 1,200, Px = KES 100 and Py = KES 200. The budget equation is 1,200 = 100X + 200Y. X-intercept =
12 units; Y-intercept = 6 units; slope = -100/200 = -0.5. Bundle (4,4) costs 400 + 800 = 1,200 and lies on the line.
Bundle (6,4) costs 1,400 and is unaffordable.

Budget-line changes

A

Good Y
ome increase: llel outward shift
Good X
Income rises; prices unchanged Parallel outward shift; slope unchanged.
Income falls; prices unchanged Parallel inward shift; slope unchanged.
Price of X falls X-intercept increases; line rotates outward around Y-intercept.
Price of Y rises Y-intercept decreases; line rotates inward around X-intercept.
Both prices and income double Real opportunity set unchanged; same line.

Opportunity cost in the budget slope

The absolute slope Px/Py is the market opportunity cost of X in units of Y. In the example, one additional X costs half a
unit of Y. This market trade-off is compared with the consumer’s subjective trade-off, MRS, at equilibrium.
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5. Ordinal consumer equilibrium

The consumer selects the highest attainable indifference curve. For a smooth interior solution, equilibrium occurs
where the budget line is tangent to an indifference curve: MRSxy = Px/Py, and the budget is exhausted. Equivalently,
MUXx/Px = MUy/Py.

Indifference curves and consumer equilibrium

A

E: tangency
Good Y

Good X

Why tangency matters

If MRSxy exceeds Px/Py, the consumer values X relative to Y more highly than the market does and can gain by
buying more X and less Y. If MRSxy is below Px/Py, the consumer can gain by buying more Y. At equality, no marginal
reallocation raises satisfaction.

Corner solutions

Tangency is not universal. If preferences or relative prices make one good consistently more attractive, the optimum
may occur at an intercept, with only one good purchased. A complete answer therefore states that tangency describes
an interior solution under differentiable, convex preferences.

Worked example 3: Cobb-Douglas utility

Let utility U = XO‘SYO‘S, income M=400, Px=20 and Py=10. For equal exponents, the consumer spends half of income
on each good. Expenditure on X=200, so X=10; expenditure on Y=200, so Y=20. Check: total spending =
20(10)+10(20)=400. At this bundle, MRS = Y/X = 2 and Px/Py = 2.

Full-credit equilibrium answer: State both conditions: the marginal trade-off equals the price ratio, and the
chosen bundle is affordable with the budget exhausted.
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6. Price, substitution and income effects

When the price of X falls, X becomes cheaper relative to Y and the consumer’s real purchasing power rises. The total
change in X demanded - the price effect - can be separated into a substitution effect and an income effect.

Price effect: substitution and income effects

Good Y
A to B: substitution effect
B to C: income effect
Good X
Substitution effect Change caused by the new relative price while holding utility or Toward X; X is relatively cheaper.
purchasing power appropriately compensated
Income effect Change caused by increased real purchasing power after the Toward X if X is normal; away from X
compensated response if X is inferior.
Price effect Combined observed movement from initial to final optimum Normally increases X; may fall only in

the exceptional Giffen case.

Normal, inferior and Giffen cases

For a normal good, substitution and income effects reinforce each other after a price fall. For an inferior good, the
income effect opposes the substitution effect, but the substitution effect is normally stronger, so demand still slopes
downward. A Giffen good is an inferior good for which the opposing income effect exceeds the substitution effect,
producing an upward-sloping demand response over the relevant range. Inferior does not automatically mean Giffen.

Hicks and Slutsky compensation

Hicksian analysis adjusts income to keep the consumer on the original indifference curve. Slutsky compensation
adjusts income so the original bundle remains just affordable. They use different compensation rules but both isolate
the substitution response from the real-income response.
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7. Consumer surplus

Consumer surplus is the difference between the maximum amount consumers are willing to pay and the amount
actually paid. It measures net private benefit from exchange under standard assumptions.

Consumer surplus

A

Consumer surplus
Price

Q*
Quantity
Calculation

For a linear demand curve with choke price KES 500, market price KES 200 and quantity 60 units, consumer surplus is
the triangular area above price and below demand: 0.5 x (500 - 200) x 60 = KES 9,000. State the currency and explain
that this is an approximate monetary measure of benefit.

Applications and limitations

Welfare effect of a price change Change in surplus is informative but may not capture income distribution.

Project or policy appraisal Benefit estimates depend on demand quality and counterfactual assumptions.

Tax analysis Loss of surplus combines transfers and deadweight loss; not every loss is a net
social loss.

Market comparison Interpersonal utility comparisons and income effects complicate interpretation.

Area discipline: Identify the geometric shape before applying a formula. A linear triangular area uses 0.5 x
base x height; a rectangle uses base x height. Do not add currency values to quantities without
interpreting axes.

8. Integrated worked case

Case. A learner has KES 600 for data bundles (X) priced at KES 100 and textbooks (Y) priced at KES 200.
Preferences are convex and both goods are desirable.

Budget equation 600 = 100X + 200Y.

Intercepts and slope X-intercept 6; Y-intercept 3; slope -0.5.

Affordable bundle test (2,2) costs 600 and lies on the line; (3,2) costs 700 and is outside.
Equilibrium condition At an interior optimum MRSxy = Px/Py = 0.5 and spending equals 600.
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Income rise to 800 Parallel outward shift; intercepts become 8 and 4.

Price of X falls to 75 Line rotates outward on X-axis; X-intercept becomes 8 while Y-intercept remains 3.

9. Original assessment items
Question 1 - Utility
Total utility from the fourth unit is 70 and from the third is 60. Calculate marginal utility of the fourth unit.
Answer: MU4 =70 - 60 = 10 utility units.
Question 2 - Allocation
MUx/Px = 6 while MUy/Py = 4. What reallocation raises utility?
Answer: Shift expenditure from Y toward X, subject to divisibility and the budget, until the ratios equalise.
Question 3 - Budget line
M=900, Px=150, Py=100. Derive the equation, intercepts and slope.
Model answer: 900=150X+100Y; X-intercept=6; Y-intercept=9; slope=-1.5. One X costs 1.5 units of Y.
Question 4 - Indifference curves
Explain why two indifference curves cannot intersect.

Model answer: Intersection would make the common bundle indifferent to bundles on both curves. Transitivity would
then imply those bundles are indifferent to each other, contradicting the claim that one lies on a higher satisfaction curve.

Question 5 - Evaluation
Distinguish an inferior good from a Giffen good.

Model answer: An inferior good has a negative income effect: demand falls as real income rises. A Giffen good is a
special inferior good whose opposing income effect exceeds the substitution effect, so quantity demanded rises when its
price rises. Most inferior goods are not Giffen.

Question 6 - Surplus
Choke price is 120, market price 60 and quantity 40. Calculate consumer surplus.

Answer: 0.5 x (120-60) x 40 = 1,200 monetary units.

10. Evidence and mastery requirements

E3.1 Utility schedule and graph TU/MU correct; satiation and negative MU identified.

E3.2 Two-good MU-per-shilling allocation Sequential units ranked; budget exhausted; equilibrium
explained.

E3.3 Indifference map and budget line Curve properties, intercepts, slope and tangency

accurately labelled.

E3.4 Income/substitution decomposition Initial, compensated and final equilibria plus effect
directions shown.

E3.5 Consumer-surplus calculation Shape, formula, units and welfare interpretation correct.

Mastery checklist

calculate marginal utility and identify diminishing MU.

allocate income using MU per shilling.
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explain indifference-curve properties and MRS.

derive a budget line and analyse income or price changes.
state both conditions for consumer equilibrium.

separate substitution and income effects.

calculate and interpret consumer surplus.

Progression rule: Complete E3.1-E3.5 before the section quiz. A score below 70% triggers remediation
against failed CON reference IDs before another attempt.

References and provenance

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. This pack is
original DatalytlQs instructional content prepared for syllabus traceability and learner assessment; it is not an official
KASNEB publication.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 4: THEORY OF THE FIRM AND PRODUCTION

Firm objectives, factors of production, short- and long-run production, labour markets, transfer earnings
and economic rent

Purpose. This original DatalytlQs pack develops PRD-01 to PRD-07 from the KASNEB Revised Syllabus
(June 2024) into examinable theory, calculations, diagrams and evidence tasks.

Suggested study time: 10-12 hours | Assessment threshold: 70% | Prerequisite: Consumer theory and market
equilibrium
Learning outcomes

The learner should be able to distinguish firms from industries; assess firm objectives; classify factors, rewards and
mobility; calculate TP, AP and MP; explain production stages; apply isoquant-isocost analysis; evaluate specialisation;
analyse labour demand and supply; and distinguish transfer earnings, economic rent and quasi-rent.

Exam command discipline

Calculate Formula, workings, units and interpretation.

lllustrate Correct axes, curves, stages/equilibrium and explanatory narrative.
Distinguish Define both concepts and state the decisive difference.

Evaluate Benefits, limitations, assumptions and a reasoned contextual conclusion.
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1. Firm, plant and industry

A firm is a decision-making business unit that organises resources to produce goods or services. A plant is a physical
production establishment. An industry comprises firms producing the same or closely related products. One firm may

operate several plants and may participate in more than one industry.

1.1 Objectives of firms

Profit maximisation

Sales-revenue

maximisation

Growth maximisation

Managerial utility

Satisficing

Social/mission objectives

Choose output where marginal revenue equals
marginal cost, subject to feasibility.

Pursue market share or scale while meeting a
minimum profit.

Retain earnings, acquire capacity or enter
markets.

Managers may value pay, staff, prestige or
discretion.

Accept an adequate result rather than optimise
every variable.

Prioritise access, employment, sustainability or
public value.

Principal-agent problem

Ownership, regulation and uncertainty may
constrain.

High sales do not guarantee cash flow or value.
Rapid growth can weaken control or raise debt risk.
Governance aligns managers with owners.
Common under limited information and multiple

stakeholders.

Financial viability remains a constraint.

Where owners delegate control to managers, information asymmetry can permit decisions that benefit managers
rather than owners. Monitoring, incentive contracts, boards, audits and market discipline can reduce but not eliminate

agency costs.

Exam distinction: Profit is revenue less opportunity cost when economic profit is intended. Accounting
profit deducts explicit recorded costs; economic profit also deducts implicit costs of owner-supplied

resources.
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2. Factors of production

Land Natural resources and location Rent Geographically fixed; use can
change.

Labour Human physical and mental effort Wages/salaries Occupational/geographical mobility
depends on skills, information and
costs.

Capital Produced means of production Interest/user return Specific machinery may be immobile

between uses.

Enterprise Coordination, innovation and risk-bearing Profit Depends on finance, capability,
institutions and risk tolerance.

Fixed and variable factors

A factor is fixed when its quantity cannot be adjusted within the period under analysis; a variable factor can be
adjusted. The classification depends on time, contracts and technology. The short run has at least one fixed factor. In
the long run, all factors are variable and scale can change.

Factor mobility

Occupational mobility is movement between jobs or uses; geographical mobility is movement between locations.
Qualifications, housing, family responsibilities, licensing, information, transport and discrimination affect labour
mobility. Capital mobility depends on specificity, resale value and installation costs.

3. Short-run production

The production function shows the maximum output obtainable from specified inputs using given technology. In the
short run, capital may be fixed while labour varies. Total product (TP) is total output; average product of labour (AP)
= TP/L; marginal product of labour (MP) = change in TP/change in L.

Short-run production curves

A

Product

Variable input (labour)
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3.1 Worked production schedule

0 0 - -

1 12
2 30
3 54
4 72
5 85
6 93
7 96
8 94

Curve relationships

12

15

18

18

17

155

13.7

11.8

12

18

24

18

13

When MP exceeds AP, AP rises; when MP is below AP, AP falls; MP intersects AP at AP’s maximum. TP rises at an
increasing rate while MP rises, then at a diminishing rate while MP remains positive but falls. TP is maximised when

MP is zero and falls when MP is negative.

Law of variable proportions

With technology and at least one factor fixed, adding successive units of a variable input eventually produces
diminishing marginal returns. Initially, specialisation and fuller use of fixed capacity may raise MP. Eventually
congestion and the limited fixed factor cause MP to decline.

I: increasing returns
MP=AP

II: diminishing positive returns From maximum AP to MP=0

Ill: negative returns

Common error: Diminishing marginal returns does not mean output falls. Output continues to rise while
MP is positive; it rises more slowly. Output falls only when MP becomes negative.
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After MP becomes negative

TP rises at a diminishing rate; rational production

Fixed factor is underused; stopping here is normally

Additional input reduces TP; producer can raise output
by using less input.
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4. Long-run production: isoquants and isocosts

An isoquant shows combinations of labour and capital producing the same output. A higher isoquant represents more
output. Isoquants normally slope downward, are convex to the origin and do not intersect. Their slope magnitude is the
marginal rate of technical substitution: MRTSLK = MPL/MPK.

Isocost line

An isocost shows input combinations with the same total cost: C = wL + rK, where w is the wage and r is the user cost
of capital. The L-intercept is C/w, the K-intercept C/r and the slope is -w/r.

Least-cost factor combination

A

E: MRTS = w/r
Capital (K

1Q2

Q1

Labour (L)

For an interior least-cost combination, the isoquant is tangent to an isocost: MRTSLK = w/r, equivalently MPL/W =
MPK/r. If marginal product per shilling is higher for labour, substituting labour for capital reduces cost until equality or a
boundary is reached.

Worked example 1

A firm has an input budget of KES 120,000. The wage is KES 10,000 per worker and capital costs KES 20,000 per
unit. The isocost is 120,000 = 10,000L + 20,000K. Intercepts are L=12 and K=6; slope=-0.5. If MPL=30 and MPK=40,
MPL/w=0.003 while MPK/r=0.002. Labour yields more output per shilling, so the firm should use relatively more labour
and less capital, holding output feasible.
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5. Returns to scale

Returns to scale describe how output changes when all inputs increase proportionately in the long run. If inputs double
and output more than doubles, returns are increasing; if output exactly doubles, constant; if output less than doubles,

decreasing.

All inputs +50% Output +80% Increasing returns to scale
B All inputs +50% Output +50% Constant returns to scale
C All inputs +50% Output +30% Decreasing returns to scale

Do not confuse concepts: The law of variable proportions is a short-run result with at least one fixed
factor. Returns to scale is a long-run result in which all inputs change proportionately.

6. Division of labour and specialisation

Division of labour breaks production into specialised tasks. It can raise productivity through repetition, dexterity,
reduced switching time, specialised equipment, learning and accountability.

Higher output per worker Monotony, fatigue and reduced job satisfaction
Faster training for narrow tasks Loss of holistic skills and adaptability

Greater use of specialised machinery Interdependence and disruption risk
Consistent quality and process control Repetition can conceal systemic defects
Lower unit cost at scale Coordination and supervision costs

Policy and management evaluation

The relevant choice is rarely complete specialisation versus none. Job rotation, multiskilling, automation support,
ergonomic design, quality feedback and contingency planning can retain productivity while reducing human and
operational risks.
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7. Demand and supply of labour

A profit-maximising competitive firm demands labour up to the point where the marginal revenue product of the last
worker equals the wage: MRPL = MPPL x MR. Under perfect competition in the product market, MR equals product
price. Labour demand is derived from demand for the output workers help produce.

Competitive labour-market equilibrium

A

Wage rate

Labour services

Product demand or price rises Right

Labour productivity rises Right

Price of a complementary input falls Right

Labour-saving technology dominates Left

Price of labour rises Movement along labour-demand curve, not a shift

Labour supply

Individual labour supply reflects the choice between income and leisure. A higher wage raises the opportunity cost of
leisure (substitution effect) but also increases purchasing power (income effect). At high wages, the income effect may
dominate, producing a backward-bending individual supply curve. Market supply also depends on population,
participation, skills, migration, institutions and non-wage conditions.

Wage differentials

Wages differ because skills, training costs, risk, responsibility, location, job amenities, unions, discrimination,
monopsony and labour immobility differ. A wage gap is not automatically a productivity gap; examine institutional and
compensating factors.
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8. Transfer earnings, economic rent and quasi-rent

Transfer earnings are the minimum payment required to keep a factor in its present use - its opportunity cost.
Economic rent is payment above transfer earnings. Thus actual earnings = transfer earnings + economic rent.

Transfer earnings and economic rent

A

Actual payment

Economic rent
Payment

Transfer earnings

Units of factor

Worked example 2

A specialist earns KES 180,000 per month but would remain in the present job for KES 140,000. Transfer earnings are
KES 140,000 and economic rent is KES 40,000. If the alternative improves to KES 165,000 while actual pay is
unchanged, rent falls to KES 15,000.

Elasticity and rent

The more inelastic the supply of a factor to a particular use, the larger the potential economic-rent share. With perfectly
inelastic supply, the whole payment can be rent relative to that use. With perfectly elastic supply, payment is transfer
earnings.

Quasi-rent

Quasi-rent is a temporary return to a man-made fixed factor whose supply is fixed in the short run but adjustable in the
long run. A specialised machine may earn revenue above its short-run variable cost, but entry, replication or
depreciation can erode that return over time.

Exam distinction: Economic rent can apply to any factor; it is not limited to land. Quasi-rent specifically
concerns temporarily fixed produced factors.

9. Integrated worked case

Case. A data-processing firm operates five servers (fixed in the short run) and varies analysts. Output rises from 40
reports with two analysts to 58 with three, 72 with four, 82 with five and 88 with six.

Marginal products Third analyst:18; fourth:14; fifth:10; sixth:6 reports.

Law illustrated MP remains positive but declines after the third analyst: diminishing marginal returns.
Output effect TP continues rising because MP is positive.

Long-run response Firm can vary servers and analysts; isoquant-isocost analysis identifies a least-cost mix.
Labour demand Higher report price or analyst productivity raises MRP and shifts labour demand right.
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10. Original assessment items

Question 1 - Classification
Distinguish a firm, plant and industry.

Model answer: A firm is the decision unit; a plant is a physical establishment; an industry is the collection of firms
producing related output.

Question 2 - Production

TP rises from 150 to 178 when labour rises from 5 to 6. Calculate MP of the sixth worker.
Answer: MP=178-150=28 units.

Question 3 - Stages

Why is Stage |l the rational production stage?

Model answer: Fixed and variable factors both have positive marginal products; TP rises while MP is positive. Stage |
underuses the fixed factor and Stage Ill has negative MP.

Question 4 - Isocost

C=240,000, w=20,000 and r=40,000. Find intercepts and slope.
Answer: L-intercept=12; K-intercept=6; slope=-w/r=-0.5.

Question 5 - Labour

Explain why labour demand is derived demand.

Model answer: Firms hire labour for the revenue generated through output. A change in product demand, price or
worker productivity changes MRP and therefore labour demand.

Question 6 - Rent
Actual factor payment is 95,000 and transfer earnings 70,000. Calculate economic rent.

Answer: 25,000 monetary units.

11. Evidence and mastery requirements

E4.1 Firm-objective comparison At least four objectives, behavioural implications and
governance issue.

E4.2 Production schedule and graph TP, AP, MP, stages and curve relationships correct.

E4.3 Isoquant-isocost optimisation Intercepts, slope, tangency and factor reallocation
explained.

E4.4 Labour-market analysis MRP basis, equilibrium and two demand/supply shifts
labelled.

E4.5 Factor-payment calculation Transfer earnings, rent and quasi-rent distinguished and
interpreted.

Mastery checklist
distinguish a firm, plant and industry.
calculate TP, AP and MP and identify production stages.
separate short-run diminishing returns from returns to scale.

derive an isocost and explain least-cost tangency.
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evaluate division of labour.
analyse labour demand, supply and wage equilibrium.

calculate transfer earnings and economic rent.

Progression rule: Complete E4.1-E4.5 before the section quiz. A score below 70% triggers remediation
against failed PRD reference IDs before another attempt.

References and provenance

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. This pack is
original DatalytlQs instructional content prepared for syllabus traceability and learner assessment; it is not an official

KASNEB publication.
Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 5: COSTS OF PRODUCTION

Syllabus references: CST-01 to CST-03

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 7-9 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to calculate and relate fixed, variable, total, average and marginal costs;
distinguish accounting from economic cost; explain short-run and long-run cost curves; and evaluate internal/external
economies and diseconomies of scale.

Contents

1. Cost concepts

2. Short-run cost schedule
3. Cost-curve relationships
4. Long-run average cost

5. Economies and diseconomies
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1. Cost concepts

Economic cost is the opportunity cost of resources used. Explicit costs involve monetary payment; implicit costs are the
opportunity costs of owner-supplied time, capital or premises. Accounting profit deducts explicit recorded costs.
Economic profit deducts both explicit and implicit costs. Normal profit is the minimum return required to keep enterprise in
its present use and is therefore an economic cost.

Sunk cost Already incurred and unrecoverable; irrelevant to a forward-looking
marginal decision.

Private cost Cost borne by the decision maker.
External cost Cost imposed on third parties without compensation.
Social cost Private cost plus external cost.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Short-run cost schedule

In the short run, total fixed cost (TFC) does not vary with output. Total variable cost (TVC) does. Total cost
TC=TFC+TVC. AFC=TFC/Q, AVC=TVC/Q, ATC=TC/Q and MC=change TC/change Q=change TVC/change Q. MC
excludes changes in fixed cost because fixed cost is unchanged.

Short-run cost curves

A

Cost /revenue / price
TC

>

Qutput /income

0 100 0 100 - - - -

1 100 60 160 100 60 160 60
2 100 100 200 50 50 100 40
3 100 135 235 33.3 45 78.3 35
4 100 180 280 25 45 70 45
5 100 250 350 20 50 70 70

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Cost-curve relationships
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AFC falls continuously as fixed cost is spread over output. AVC and ATC are normally U-shaped because increasing then
diminishing marginal returns affect variable cost. The vertical gap between ATC and AVC equals AFC and narrows as
output rises. MC cuts AVC and ATC at their minimum points: when MC is below an average it pulls the average down;
when above it pushes the average up.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Long-run average cost

The long run permits all inputs and plant size to vary. The LRAC is an envelope of short-run average-cost curves: for
each output, it shows the lowest attainable average cost among available plant choices. The firm does not necessarily
operate at the minimum of each SRAC; it chooses the plant with the lowest cost at the intended output.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Economies and diseconomies

Internal economies arise within the firm: technical, managerial, financial, marketing, purchasing, risk-bearing and learning
economies. External economies arise from industry/location development such as specialised suppliers, infrastructure,
training and knowledge spillovers. Diseconomies include bureaucracy, communication delay, weak incentives,
coordination failure, congestion, higher input prices and infrastructure pressure.

Economies of scale LRAC falls Output rises more proportionately than
long-run cost.

Constant returns/cost LRAC flat Long-run average cost is unchanged.

Diseconomies of scale LRAC rises Coordination or external congestion
outweigh scale benefits.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

If output rises from 4 to 5 and TC rises from 280 to 350, MC of the fifth unit is 70. At Q=5, ATC=350/5=70 and
AVC=250/5=50.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

A proprietor reports revenue of 2,000, explicit expenses of 1,400, foregone salary of 400 and foregone return on own
capital of 100. Accounting profit=600; economic profit=100.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice

Question 1 - Calculate

TFC=240, TVC at Q=6 is 540 and at Q=7 is 630. Calculate TC, AVC and MC at Q=7.
DatalytlQs model answer: TC=870; AVC=630/7=90; MC=630-540=90.

Question 2 - Explain

Why does MC intersect ATC at its minimum?

DatalytlQs model answer: When MC<ATC it lowers the average; when MC>ATC it raises it. Equality occurs at the turning
point.

Question 3 - Evaluate
Explain why a very large firm may experience diseconomies.

DatalytlQs model answer: Link organisational scale to coordination, communication, incentives and control; distinguish
internal from external diseconomies and conclude conditionally.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E5.1 Complete and reconcile a short-run cost schedule. Correct method, complete interpretation, labelled
working and original learner submission.

E5.2 Draw AFC, AVC, ATC and MC with relationships Correct method, complete interpretation, labelled
labelled. working and original learner submission.
E5.3 Compare three plant sizes using the LRAC envelope. Correct method, complete interpretation, labelled

working and original learner submission.

E5.4 Diagnose internal/external economies and diseconomies  Correct method, complete interpretation, labelled
in a Kenyan firm case. working and original learner submission.

Mastery checklist
| can complete and reconcile a short-run cost schedule..
| can draw AFC, AVC, ATC and MC with relationships labelled..
| can compare three plant sizes using the LRAC envelope..
| can diagnose internal/external economies and diseconomies in a Kenyan firm case..

Progression rule: Complete E5.1-E5.4 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytlQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 6: MARKET STRUCTURES AND FIRM EQUILIBRIUM

Syllabus references: MKT-01 to MKT-04

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 10-12 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to compare perfect competition, monopoly, monopolistic competition and
oligopoly; determine profit-maximising output; distinguish short-run and long-run outcomes; evaluate efficiency, price
discrimination and strategic interdependence.

Contents

1. Analytical framework

2. Perfect competition

3. Monopoly

4. Price discrimination

5. Monopolistic competition

6. Oligopoly
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1. Analytical framework

Market structure is compared through number and size of firms, product differentiation, entry barriers, information, control
over price and strategic interdependence. The profit-maximisation rule is MR=MC with MC rising, but price and long-run
adjustment differ by structure.

Firms Many small One dominant supplier Many Few large

Product Homogeneous No close substitute Differentiated Homogeneous or
differentiated

Entry Free Blocked Relatively free Significant barriers
Strategic None Limited direct rivalry Limited Central
interdependence

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Perfect competition

A competitive firm is a price taker: P=AR=MR. It chooses output where P=MC, provided price covers the relevant
avoidable cost. In the short run it may earn abnormal profit, normal profit or loss. It continues temporarily when P covers
AVC,; it shuts down when P<minimum AVC. Free entry and exit drive long-run economic profit toward zero and output
toward minimum ATC under standard assumptions.

Market equilibrium and profit-maximising output

A

Cost /revenue / price

/ AR

Output /income

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
3. Monopoly

A monopolist faces the market demand curve, so MR lies below price for a downward-sloping linear demand. It chooses

Q where MR=MC and then charges the price consumers will pay on demand. Monopoly can sustain abnormal profit when
barriers persist. Compared with competition, output is usually lower and price higher, creating deadweight loss, although

innovation, scale and regulation may qualify the conclusion.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Price discrimination
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Price discrimination charges different prices not justified by cost differences. It requires market power, separable
customer groups and limited resale. First degree extracts each buyer willingness to pay; second degree varies price by
block/version; third degree charges groups different prices. The higher price is charged in the market with less elastic
demand, other factors constant.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Monopolistic competition

Firms sell differentiated products and face downward-sloping demand. Short-run abnormal profit attracts entry of
substitutes, shifting each incumbent demand left until it is tangent to ATC in long-run equilibrium. Firms earn normal profit
but operate with excess capacity: output is below the quantity minimising ATC.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Oligopoly

A few firms recognise mutual interdependence. Outcomes depend on expectations, repeated interaction, capacity and
regulation. The kinked-demand model explains possible price rigidity but not the initial price. Game theory represents
strategies and payoffs; a dominant-strategy or Nash outcome may be collectively inferior, creating incentives for collusion
that competition law constrains.

Low price 40,40 70,20

High price 20,70 60,60

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

Demand P=100-Q, so MR=100-2Q. If MC=20, MR=MC gives Q=40; price=60. Profit requires comparing TR=2,400 with
total cost.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

Two markets have elasticities 2 and 0.5. Under third-degree discrimination, the less elastic market normally receives the
higher mark-up.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice
Question 1 - Distinguish
Normal profit and abnormal profit.

DatalytlQs model answer: Normal profit is the opportunity cost of enterprise and is included in cost; abnormal profit is
revenue above all economic costs.

Question 2 - Calculate

For P=80-Q and MC=20, find monopoly Q and P.
DatalytlQs model answer: MR=80-2Q; Q=30 and P=50.

Question 3 - Evaluate

Assess whether monopoly is always harmful.

DatalytlQs model answer: Analyse price/output, efficiency and rent-seeking against scale, innovation, natural monopoly
and regulation; conclude by conditions.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E6.1 Four-structure comparison matrix. Correct method, complete interpretation, labelled
working and original learner submission.

E6.2 Competitive firm shutdown and long-run diagram. Correct method, complete interpretation, labelled
working and original learner submission.

E6.3 Monopoly price/output/welfare calculation. Correct method, complete interpretation, labelled
working and original learner submission.

E6.4 Oligopoly payoff matrix and strategic recommendation. Correct method, complete interpretation, labelled
working and original learner submission.

Mastery checklist
| can four-structure comparison matrix..
| can competitive firm shutdown and long-run diagram..
| can monopoly price/output/welfare calculation..
| can oligopoly payoff matrix and strategic recommendation..

Progression rule: Complete E6.1-E6.4 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytlQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 7: NATIONAL INCOME AND BUSINESS CYCLES

Syllabus references: NI-01 to NI-05

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 10-12 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to measure national income by three approaches; convert nominal and real
measures; explain consumption, saving and investment; calculate multipliers; apply accelerator reasoning; and analyse
business-cycle phases and stabilisation.

Contents

1. Core aggregates

2. Three measurement approaches

3. Measurement limitations

4. Consumption and saving

5. Investment, multiplier and accelerator

6. Business cycles
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1. Core aggregates

GDP is the market value of final goods and services produced within domestic territory during a period. GNI adjusts GDP
for net primary income from abroad. Gross measures include depreciation; net measures deduct it. Market-price and
factor-cost measures differ through indirect taxes less subsidies. Nominal output uses current prices; real output removes
price change using constant prices or a deflator.

GNI GDP + net primary income from abroad
NDP GDP - depreciation

Real GDP Nominal GDP / GDP deflator x 100
Per-capita real GDP Real GDP / population

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Three measurement approaches

The output approach sums value added to avoid double counting. The income approach sums factor incomes plus
relevant adjustments. The expenditure approach uses C+I+G+(X-M). In principle all measure the same circular flow, but
statistical discrepancies arise from timing, coverage, classification and data quality.

Keynesian expenditure-income equilibrium

A AE1

AEQ

Cost /revenue / price

Output /income

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Measurement limitations

Informal production, subsistence activity, unpaid household work, illegal activity, quality change and weak records
complicate measurement. Real GDP per capita is not a complete welfare measure because it omits distribution, leisure,
environmental damage, security and non-market outcomes. These are qualifications, not reasons to discard national
accounts.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Consumption and saving

Disposable income Yd is allocated between consumption C and saving S: Yd=C+S. APC=C/Yd, APS=S/Yd,
MPC=change C/change Yd and MPS=change S/change Yd. Therefore APC+APS=1 and MPC+MPS=1. An

DatalytlQs Academy | CA14 Economics | Section 7 Page 2



autonomous-consumption function is C=a+bYd where b=MPC.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Investment, multiplier and accelerator

Investment depends on expected demand, interest rates, technology, capacity and confidence. In a simple closed
economy without government, the expenditure multiplier k=1/(1-MPC)=1/MPS. Leakages reduce the multiplier. With
proportional taxes and imports, induced tax and import leakages also matter. The accelerator links desired capital
investment to changes in output, but excess capacity and expectations weaken it.

0 100 75

1 75 56.25
2 56.25 42.19
Long-run total 400 =

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Business cycles

Expansion features rising output, employment, investment and often credit. A peak precedes slowdown; contraction
brings falling demand/output and rising cyclical unemployment; a trough precedes recovery. Cycles differ in duration and
cause. Indicators can be leading, coincident or lagging. Stabilisation must consider diagnosis, timing lags, inflation, debt
and supply constraints.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

Nominal GDP=1,500 and deflator=125. Real GDP=1,500/125x100=1,200. If population=6 million, real GDP per
capita=200 in the stated currency units.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.
Worked example 2
C=100+0.8Yd. At Yd=1,000, C=900, S=100, APC=.9, APS=.1, MPC=.8, MPS=.2 and simple multiplier=5.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice
Question 1 - Calculate
Nominal GDP=2,400 and deflator=120. Find real GDP.
DatalytlQs model answer: 2,400/120x100=2,000.
Question 2 - Reconcile
Explain why output, income and expenditure should be equal.

DatalytlQs model answer: Production creates incomes; incomes finance expenditure on final output, subject to consistent
timing and adjustments.

Question 3 - Evaluate
Assess GDP per capita as a welfare indicator.

DatalytlQs model answer: Explain usefulness for average material capacity, then qualify distribution, prices, non-market
activity, environment and social outcomes.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E7.1 National-account reconciliation schedule. Correct method, complete interpretation, labelled
working and original learner submission.

E7.2 Nominal-to-real and per-capita calculation set. Correct method, complete interpretation, labelled
working and original learner submission.

E7.3 Consumption/saving function worksheet. Correct method, complete interpretation, labelled
working and original learner submission.

E7.4 Multiplier simulation and leakage explanation. Correct method, complete interpretation, labelled
working and original learner submission.

E7.5 Annotated business-cycle chart with policy timing. Correct method, complete interpretation, labelled
working and original learner submission.

Mastery checklist
e
| can national-account reconciliation schedule..
| can nominal-to-real and per-capita calculation set..
| can consumption/saving function worksheet..
| can multiplier simulation and leakage explanation..
| can annotated business-cycle chart with policy timing..

Progression rule: Complete E7.1-E7.5 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytiQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS

SECTION 8: ECONOMIC GROWTH, DEVELOPMENT AND
PLANNING

Syllabus references: DEV-01 to DEV-03

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 8-10 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.
Learning outcomes

After this section, the learner should be able to distinguish growth from development; interpret economic and
human-development indicators; diagnose constraints; evaluate development strategies; and explain planning rationale,
types, process and limitations.

Contents

1. Growth and development
2. Sources of growth

3. Development constraints
4. Development strategies
5. Economic planning

6. Planning failures and safeguards
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1. Growth and development

Economic growth is a sustained increase in real productive output, often measured by real GDP or real GDP per capita.
Economic development is broader structural and human progress: health, education, capabilities, inclusion, productivity,
institutional quality and reduced poverty. Growth can support development but does not guarantee equitable or
sustainable outcomes.

Real GDP growth Change in total real output Population and distribution omitted.

Real GDP per capita Average real output per person Average can conceal inequality.

HDI Income, education and longevity Limited dimensions and national averages.
Poverty headcount Share below a threshold Depth and vulnerability omitted.

Gini coefficient Income inequality Does not identify absolute living standards.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Sources of growth

Growth can arise from labour-force expansion, human capital, physical capital, technology, infrastructure, institutions,
market access and improved resource allocation. Extensive growth uses more inputs; intensive growth raises
productivity. Sustainable growth must consider environmental stocks, resilience and intergenerational effects.

Economic growth and productive capacity

A

Growth shifts capacity outward

Cost /revenue / price

Output /income

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Development constraints

Low savings and investment, infrastructure gaps, weak human capital, disease burden, informality, limited finance,
governance failures, conflict, inequality, commodity dependence, small markets, climate shocks and external debt can
interact. Diagnosis must identify binding constraints rather than listing every problem.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Development strategies
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Strategies include human-capital investment, infrastructure, agricultural productivity, industrialisation, export
diversification, regional integration, digitalisation, competition, social protection and institutional reform. Import
substitution can build capacity but risks inefficiency behind permanent protection; export orientation can exploit scale but
exposes economies to external demand and competitiveness pressure.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Economic planning

Planning coordinates public priorities, resources, sequencing and monitoring where markets alone may underprovide
infrastructure, information or long-horizon investment. Indicative planning guides private decisions through information
and incentives; directive planning uses binding allocation. Plans may be comprehensive or sectoral, centralised or
participatory, short-, medium- or long-term.

Diagnosis Establish baseline, constraints and distributional context.
Objectives Specify measurable, prioritised outcomes.

Instruments Choose budgets, regulation, institutions and partnerships.
Implementation Assign responsibilities, resources and timelines.
Monitoring Track outputs, outcomes, risks and assumptions.
Evaluation/adaptation Assess causality/value and revise strategy.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Planning failures and safeguards

Plans fail through unrealistic targets, weak costing, fragmented mandates, political capture, poor data, implementation
gaps and failure to adapt. Safeguards include credible baselines, public participation, medium-term budgeting,
transparent procurement, independent evaluation, feedback loops and explicit risk management.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

Real GDP grows 6% while population grows 2.5%. Approximate per-capita growth is 3.5%; exact growth is
(1.06/1.025)-1=3.41%.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

A country raises average schooling but employment productivity is unchanged. Human capability may improve, but the
growth effect depends on skill quality, labour demand, complementary capital and institutions.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice
Question 1 - Distinguish
Economic growth and economic development.

DatalytlQs model answer: Growth is sustained increase in real output; development is broader structural and capability
improvement including distribution and human outcomes.

Question 2 - Calculate

GDP grows 5% and population 3%. Approximate per-capita growth.
DatalytlQs model answer: About 2%; exact=(1.05/1.03)-1=1.94%.

Question 3 - Evaluate

Assess economic planning in a mixed economy.

DatalytlQs model answer: Explain coordination and market-failure rationale; weigh information, incentives, capture and
implementation risks; propose accountable, adaptive planning.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E8.1 Growth-versus-development indicator dashboard. Correct method, complete interpretation, labelled
working and original learner submission.

E8.2 Binding-constraint diagnosis for a Kenyan sector. Correct method, complete interpretation, labelled
working and original learner submission.

E8.3 Strategy comparison with trade-offs and sequencing. Correct method, complete interpretation, labelled
working and original learner submission.

E8.4 Costed planning logic chain and monitoring indicators. Correct method, complete interpretation, labelled
working and original learner submission.

Mastery checklist
| can growth-versus-development indicator dashboard..
| can binding-constraint diagnosis for a Kenyan sector..
| can strategy comparison with trade-offs and sequencing..
| can costed planning logic chain and monitoring indicators..

Progression rule: Complete E8.1-E8.4 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytlQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 9: MONEY AND BANKING

Syllabus references: MON-01 to MON-05

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 10-12 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to explain the nature and functions of money; compare monetary standards;
analyse demand and supply of money; explain commercial-bank credit creation; distinguish central-bank functions and
instruments; and evaluate monetary policy transmission and limitations.

Contents

1. Nature and functions of money

. Monetary standards and payment evolution
. Demand for money

. Money supply and monetary aggregates

. Commercial-bank credit creation

. Central bank and monetary policy

N o o A~ wWwN

. Transmission, effectiveness and limits
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1. Nature and functions of money

Money is any generally accepted medium for settling obligations. It serves as medium of exchange, unit of account, store
of value and standard of deferred payment. Good money is durable, portable, divisible, recognisable, homogeneous,
acceptable and sufficiently scarce. Money differs from income, which is a flow, and wealth, which is a stock of assets.
Liquidity describes how readily an asset can meet obligations without material loss.

Medium of exchange Removes the double coincidence required Instability reduces acceptability.
by barter.

Unit of account Provides a common pricing and accounting  Rapid inflation weakens comparability.
measure.

Store of value Transfers purchasing power through time. Inflation erodes real balances.

Deferred payment Denominates future obligations. Unexpected inflation redistributes wealth.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Monetary standards and payment evolution

Commodity money has intrinsic use value; representative money is redeemable for a backing asset; fiat money derives
acceptance from law, institutions and confidence. Bank deposits and regulated electronic balances perform monetary
functions. Mobile payments improve convenience and inclusion but are payment arrangements, not automatically new
net money: the underlying claim and settlement asset must be identified.

Money-market equilibrium

Rate / value

Mo demand

Quantity / time

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Demand for money

Transaction demand rises with income and payment needs. Precautionary demand provides a buffer against uncertainty.
Speculative or asset demand reflects the opportunity cost of holding money relative to interest-bearing assets. In
Keynesian analysis, a higher interest rate normally lowers speculative money demand. Financial innovation can change

these relationships.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Money supply and monetary aggregates
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The monetary base consists principally of currency and commercial-bank reserves at the central bank. Broader
aggregates add transferable and less liquid deposits according to the official definition. An increase in the base does not
translate mechanically into equal broad-money growth: bank capital, liquidity, credit demand, risk, regulation and the
public currency preference matter.

Currency-deposit ratio c=C/D Public preference for currency relative to deposits.

Reserve-deposit ratio r=R/D Bank reserves relative to deposits.

Simple deposit multiplier 1/r Maximum textbook expansion when no currency drain or excess
reserves.

General multiplier (1+c)/(r+c) Allows a currency drain, still under restrictive assumptions.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Commercial-bank credit creation

A bank creates a deposit when it grants a loan, subject to balance-sheet, capital, liquidity, risk and regulatory constraints.
In the simple reserve model, an initial reserve injection supports successive deposits and loans as recipients redeposit
funds. This is a system-wide process, not one bank multiplying cash without limit. Loan repayment, cash withdrawals,
excess reserves and defaults contract or constrain deposits.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Central bank and monetary policy

Central-bank functions include currency issue, banker and adviser to government, banker to banks, settlement oversight,
reserve management, lender of last resort, financial-stability support and monetary policy. Instruments may include the
policy rate, open-market operations, reserve requirements, standing facilities, foreign-exchange operations and
communication. The exact operational framework must be checked against dated official central-bank material.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

7. Transmission, effectiveness and limits

A policy change can affect short-term market rates, bank funding, credit conditions, asset prices, exchange rates,
expectations, aggregate demand, output and inflation. Transmission has variable lags and depends on banking
competition, fiscal conditions, credibility, balance sheets and whether inflation is demand-driven or supply-driven.
Monetary tightening cannot directly create rainfall, oil supply or port capacity.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

lllustrative: with required reserve ratio r=0.10 and no cash leakage or excess reserves, the simple maximum deposit
multiplier is 1/0.10=10. An initial reserve increase of KES 20 million supports up to KES 200 million deposits, including
the initial deposit. This is a theoretical ceiling, not a forecast.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

lllustrative: if c=0.25 and r=0.10, m=(1+c)/(r+c)=1.25/0.35=3.571. A KES 50 million base increase supports a theoretical
KES 178.6 million money-supply increase. Check: currency leakage reduces the multiplier below 10.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 3

If nominal interest is 12% and expected inflation 7%, the approximate real interest rate is 5%; the exact Fisher calculation
is (1.12/1.07)-1=4.67%. Interpret this as the expected change in purchasing power before tax and risk.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice

Question 1 - Explain
Distinguish money, income and wealth, and show why liquidity matters.

DatalytlQs model answer: Money is a generally accepted settlement asset; income is a flow per period; wealth is a stock.
Liguidity determines how readily wealth can perform the payment function.

Question 2 - Calculate

The monetary base rises by KES 30 million, ¢c=.20 and r=.10. Estimate the theoretical broad-money change.
DatalytlQs model answer: m=1.20/.30=4; estimated change=KES 120 million. State restrictive assumptions.

Question 3 - Analyse

Explain how a higher policy rate may reduce inflation.

DatalytlQs model answer: Trace policy rate to market rates, borrowing and saving, credit/asset/exchange-rate
expectations, aggregate demand and price pressure; qualify using lags and supply shocks.

Question 4 - Evaluate
Should a central bank always tighten policy when inflation rises?

DatalytlQs model answer: Diagnose demand versus supply drivers, expectations and second-round effects; weigh output,
employment, exchange-rate and credibility consequences.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E9.1 Classify payment instruments by monetary function and Correct method, complete interpretation, labelled
underlying claim. working and original learner submission.

E9.2 Calculate simple and currency-leakage multipliers with Correct method, complete interpretation, labelled
assumptions. working and original learner submission.

E9.3 Construct a commercial-bank balance-sheet expansion Correct method, complete interpretation, labelled
sequence. working and original learner submission.

E9.4 Map the monetary-policy transmission mechanism. Correct method, complete interpretation, labelled

working and original learner submission.

E9.5 Evaluate a dated central-bank decision using verified Correct method, complete interpretation, labelled
official evidence. working and original learner submission.

Mastery checklist
e ]
| can classify payment instruments by monetary function and underlying claim..
| can calculate simple and currency-leakage multipliers with assumptions..
| can construct a commercial-bank balance-sheet expansion sequence..
| can map the monetary-policy transmission mechanism..
| can evaluate a dated central-bank decision using verified official evidence..

Progression rule: Complete E9.1-E9.5 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytiQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 10: INFLATION AND UNEMPLOYMENT

Syllabus references: INF-01 to INF-03

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 8-10 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to measure and interpret inflation; distinguish demand-pull, cost-push,
structural and expectations mechanisms; analyse effects and policy responses; classify unemployment; calculate
labour-market indicators; and evaluate inflation-unemployment relationships.

Contents

1. Price indices and inflation measurement
. Measurement limitations

. Causes of inflation

. Consequences and policy

. Labour-market concepts

. Types of unemployment
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. Phillips curve and policy trade-offs
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1. Price indices and inflation measurement

Inflation is a sustained rise in the general price level, not a one-off increase in one price. A consumer price index
compares the cost of a representative basket with its base-period cost. Inflation between periods is the percentage
change in the index. The GDP deflator covers domestically produced final output, whereas the CPI concerns a consumer
basket. Headline and underlying measures answer different questions.

Item expenditure weight Base-period expenditure on item / total basket expenditure
CPI Current basket cost / base basket cost x 100

Inflation rate (CPI't-CPIt-1)/ CPI t-1 x 100

Real value index Nominal value index / price index x 100

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Measurement limitations

A fixed basket may develop substitution bias when consumers switch toward relatively cheaper goods. Quality change,
new products, outlet shifts, informal markets, regional price differences and household-specific spending patterns create
further limitations. Rebasing updates weights; it does not mean past price increases disappear.

Demand-pull inflation: aggregate demand shifts right

SBAS

Rate / value

Quantity / time

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Causes of inflation

Demand-pull inflation arises when aggregate demand grows faster than productive capacity. Cost-push inflation follows
higher unit costs such as energy, wages not matched by productivity, imported inputs or taxes. Structural bottlenecks
restrict supply responsiveness. Expectations can produce wage-price persistence. Imported inflation depends on foreign
prices and the exchange rate.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Consequences and policy

Unexpected inflation redistributes purchasing power between fixed-rate borrowers and lenders, distorts signals, raises
menu and planning costs, may reduce competitiveness and harms fixed nominal incomes. Moderate anticipated inflation
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has different effects from volatile or accelerating inflation. Policies include monetary restraint, credible fiscal adjustment,
supply measures, competition, targeted protection and expectations management; diagnosis is essential.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Labour-market concepts

The working-age population is divided into labour force and people outside the labour force. The labour force comprises
employed and unemployed people actively available and seeking work under the stated definition. The unemployment
rate is unemployed/labour force x100; labour-force participation is labour force/working-age population x100. Definitions
and reference periods must accompany comparisons.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Types of unemployment

Frictional unemployment reflects search and matching; structural unemployment reflects skill or location mismatch;
cyclical unemployment follows deficient aggregate demand; seasonal unemployment follows recurring production
patterns; real-wage or classical unemployment may result when wages remain above market-clearing levels. Disguised
underemployment occurs when marginal contribution is very low, common in some informal or family activities.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

7. Phillips curve and policy trade-offs

The short-run Phillips relationship can show lower unemployment with higher inflation when expectations are given. Once
expected inflation adjusts, the short-run curve shifts. The long-run relationship is commonly drawn vertical at the natural
or non-accelerating unemployment rate. Supply shocks can raise inflation and unemployment together. The model is
conditional, not a permanent menu for policymakers.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

CPlI rises from 128.0 to 136.3. Inflation=(136.3-128.0)/128.0x100=6.48%. A nominal income rise of 4% therefore implies
an approximate real-income fall of 2.48%, or exactly 1.04/1.0648-1=-2.33%.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

Working-age population=12m, employed=7.5m, unemployed and actively seeking=.5m. Labour force=8m; unemployment
rate=.5/8x100=6.25%; participation=8/12x100=66.67%.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 3

An illustrative basket contains food weight .5 with price relative 1.10, housing .3 at 1.06 and transport .2 at 1.20. Index
relative=.5(1.10)+.3(1.06)+.2(1.20)=1.108; inflation=10.8%.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice

Question 1 - Calculate

CPI moves from 150 to 162. Find inflation.
DatalytlQs model answer: (162-150)/150x100=8%.

Question 2 - Distinguish

Demand-pull and cost-push inflation.

DatalytlQs model answer: Demand-pull begins with excess aggregate spending; cost-push begins with higher unit cost or
adverse supply. Show AD/SRAS changes and different output implications.

Question 3 - Calculate

Employed=9m, unemployed=.75m, working-age=15m. Find unemployment and participation.
DatalytlQs model answer: Labour force=9.75m; unemployment=7.69%; participation=65%.

Question 4 - Evaluate

Can lower unemployment always be purchased with higher inflation?

DatalytlQs model answer: No. Explain expectations, long-run vertical relationship, supply shocks and policy credibility;
distinguish short and long run.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E10.1 Reconstruct a weighted price index and inflation rate. Correct method, complete interpretation, labelled
working and original learner submission.

E10.2 Draw and explain demand-pull and cost-push diagrams. Correct method, complete interpretation, labelled
working and original learner submission.

E10.3 Calculate unemployment and participation with Correct method, complete interpretation, labelled
definitions. working and original learner submission.

E10.4 Diagnose unemployment types from original Kenyan Correct method, complete interpretation, labelled
scenarios. working and original learner submission.

E10.5 Evaluate an anti-inflation policy mix with distributional Correct method, complete interpretation, labelled
effects. working and original learner submission.

Mastery checklist
e ]
| can reconstruct a weighted price index and inflation rate..
| can draw and explain demand-pull and cost-push diagrams..
| can calculate unemployment and participation with definitions..
| can diagnose unemployment types from original Kenyan scenarios..
| can evaluate an anti-inflation policy mix with distributional effects..

Progression rule: Complete E10.1-E10.5 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytiQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 11: SECTOR ECONOMICS

Syllabus references: SEC-01 to SEC-02

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 7-9 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to explain the roles, linkages and constraints of agriculture, industry and
services; apply productivity and structural-transformation analysis; and evaluate sector policies in Kenyan and regional
contexts using dated evidence.

Contents

1. Sector classification and linkages

2. Agriculture and rural transformation
3. Industrialisation and manufacturing

4. Services, digitalisation and informality
5. Structural transformation

6. Sector-policy appraisal
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1. Sector classification and linkages

The primary sector extracts or cultivates natural resources; the secondary sector transforms inputs through
manufacturing and construction; the tertiary sector supplies services. Modern value chains blur boundaries: agricultural
output may embody logistics, finance, data and processing. Forward linkages supply downstream activities; backward
linkages create demand for inputs; consumption, fiscal, employment and knowledge linkages spread effects.

Primary Agriculture, fishing, forestry, mining Raw materials and rural incomes.

Secondary Manufacturing, processing, construction Value addition and capital deepening.

Tertiary Trade, transport, finance, ICT, education Coordination, market access and
capabilities.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Agriculture and rural transformation

Agriculture supplies food, raw materials, labour, export earnings and domestic demand. Constraints can include
fragmented holdings, climate risk, weak extension, finance, post-harvest loss, logistics, land institutions and price
volatility. Raising productivity requires technology, water, soil management, infrastructure, information, aggregation and
functioning input/output markets. Policies should distinguish smallholder welfare from commodity-market efficiency.

Illustrative structural transformation

Rate / value

Primary Secondary Tertiary

Quantity / time

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Industrialisation and manufacturing

Manufacturing may support productivity, scale, learning, export diversification and productive employment. Barriers
include unreliable infrastructure, finance cost, skills, standards, small markets, import dependence and weak supplier
networks. Protection can permit learning but may entrench inefficiency. Performance must be tested using productivity,
domestic value added, export capability and consumer cost, not factory count alone.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Services, digitalisation and informality
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Services range from low-productivity personal trade to high-productivity finance, ICT and professional activities. Tradable
digital and business services can earn foreign exchange without physical shipment, while logistics and finance raise
productivity elsewhere. Informality provides livelihoods and flexibility but may limit protection, credit, tax capacity and
scale. Formalisation works best when benefits exceed compliance costs.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Structural transformation

Structural transformation reallocates labour and capital toward more productive activities and raises productivity within
sectors. A falling employment share in agriculture can accompany rising agricultural output if productivity rises.
Premature deindustrialisation describes a shift toward services before broad manufacturing capability matures. Good
analysis separates output share, employment share, productivity and absolute output.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Sector-policy appraisal

Appraise policy through a results chain: diagnose the binding constraint, state the instrument, explain behavioural
response, estimate direct and indirect effects, identify winners/losers, assess fiscal and administrative feasibility, and
define indicators. Current claims about Kenyan sectors require dated KNBS, ministry, regulator or other authoritative
evidence; these notes deliberately avoid undated statistics.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

lllustrative: agriculture employs 40% of workers and produces 20% of output; services employ 45% and produce 60%.
Output per worker relative to the economy average is .20/.40=.50 in agriculture and .60/.45=1.33 in services.
Reallocation can raise average productivity, but transition costs and within-sector gains matter.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

A processor buys KES 80m inputs and sells KES 125m output. Its direct value added is KES 45m, not KES 125m. To
assess domestic contribution, separate imported intermediates and factor incomes.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 3

lllustrative employment grows from 200,000 to 230,000 while real output rises from 50bn to 62bn. Output per worker rises
from 250,000 to 269,565, a 7.83% productivity increase.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice

Question 1 - Explain
Distinguish backward and forward linkages.

DatalytlQs model answer: Backward linkages create demand for inputs; forward linkages supply outputs used
downstream. Apply both to a value chain.

Question 2 - Calculate

A sector produces 30% of output using 50% of employment. Find relative output per worker.
DatalytlQs model answer: 0.30/0.50=.60 of the economy-wide average.

Question 3 - Analyse

Explain how agricultural productivity can support industrialisation.

DatalytlQs model answer: Trace food prices, incomes, savings, labour release, raw materials and domestic demand;
qualify with distribution, infrastructure and environment.

Question 4 - Evaluate
Should a developing economy protect infant industries?

DatalytlQs model answer: Assess learning and coordination gains against consumer cost, capture, retaliation and
permanence; require transparent targets and sunset conditions.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E11.1 Map backward and forward linkages in one Kenyan Correct method, complete interpretation, labelled
value chain. working and original learner submission.
E11.2 Calculate sector output-per-worker comparisons. Correct method, complete interpretation, labelled

working and original learner submission.

E11.3 Diagnose a sector binding constraint using a results Correct method, complete interpretation, labelled
chain. working and original learner submission.

E11.4 Compare agriculture, manufacturing and service policy Correct method, complete interpretation, labelled
instruments. working and original learner submission.

E11.5 Prepare a dated sector brief using authoritative Correct method, complete interpretation, labelled
evidence. working and original learner submission.

Mastery checklist
e
| can map backward and forward linkages in one Kenyan value chain..
| can calculate sector output-per-worker comparisons..
| can diagnose a sector binding constraint using a results chain..
| can compare agriculture, manufacturing and service policy instruments..
| can prepare a dated sector brief using authoritative evidence..

Progression rule: Complete E11.1-E11.5 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytiQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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KASNEB CPA FOUNDATION LEVEL

CA14 ECONOMICS
SECTION 12: INTERNATIONAL ECONOMICS

Syllabus references: INT-01 to INT-07

Purpose. Original DatalytlQs Academy teaching notes aligned to the KASNEB Revised Syllabus (June 2024).
Suggested study time: 12-15 hours. Assessment threshold: 70%. No KASNEB endorsement is implied.

Learning outcomes

After this section, the learner should be able to explain trade theories and gains; calculate comparative advantage and

terms of trade; analyse tariffs, quotas and export measures; account for balance-of-payments transactions; explain
exchange-rate determination and adjustment; and evaluate integration and international institutions.

Contents

1

o N o o A~ W N

. Why economies trade

. Comparative advantage and terms of trade
. Protection and trade policy

. Balance of payments

. Exchange-rate determination

. Exchange rates and adjustment

. Regional integration

. International institutions and policy evaluation
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1. Why economies trade

Trade permits specialisation, access to variety, scale, competition, technology transfer and use of different factor
endowments. Absolute advantage means producing with fewer resources. Comparative advantage means lower
opportunity cost and can generate gains even when one country has absolute advantage in both products. Gains depend
on feasible terms of trade and adjustment costs.

Country A 12 6
Country B 8 8
Opportunity cost of 1 software: A 2 tea -
Opportunity cost of 1 software: B 1tea -

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

2. Comparative advantage and terms of trade

Country A sacrifices 2 tea for one software; B sacrifices 1 tea, so B has comparative advantage in software and A in tea.
Mutually beneficial terms for one software lie between 1 and 2 tea, ignoring transport and other frictions. Comparative
advantage is not a claim that every worker or industry benefits immediately; distribution and adjustment policy remain
relevant.

Foreign-exchange market equilibrium

Rate / value

ort demand

Quantity / time

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

3. Protection and trade policy

A tariff raises the domestic price of an import when the country is a price taker, reducing consumption, increasing
domestic production and imports falling. Government gains revenue, protected producers gain surplus, consumers lose
and deadweight losses arise. A quota restricts quantity; quota rents accrue to licence holders or exporters depending on
allocation. Other measures include standards, subsidies, procurement and export restrictions.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

4. Balance of payments
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The current account records goods, services, primary income and secondary income. The capital account records capital
transfers and non-produced non-financial assets. The financial account records cross-border acquisition of financial
assets and liabilities, with reserve assets treated consistently under the official convention. Accounting entries balance in
principle; errors and omissions reconcile measured discrepancies.

Export of services Current-account credit.

Import of machinery Current-account debit for goods.

Foreign purchase of domestic equity Financial inflow/liability increase.

Resident buys foreign bond Financial outflow/asset increase.

Debt forgiveness Capital transfer, subject to official classification.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

5. Exchange-rate determination

In a floating market, demand for foreign currency arises from imports, outward investment and transfers; supply arises
from exports, inward investment and transfers. A depreciation is a market fall under floating rates; devaluation is an
official downward change under a fixed regime. Appreciation and revaluation are the corresponding increases.
Expectations, inflation, interest differentials, risk, trade and intervention affect rates.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

6. Exchange rates and adjustment

Depreciation raises the domestic-currency price of imports and can improve export competitiveness, but the trade
balance response depends on elasticities, invoicing, capacity, imported inputs and time. The Marshall-Lerner condition
states that depreciation tends to improve the trade balance when the sum of absolute export and import demand
elasticities exceeds one. The J-curve describes an initial deterioration before quantities adjust.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

7. Regional integration

Integration can proceed through preferential trade area, free-trade area, customs union, common market, monetary union
and deeper economic union. Trade creation replaces higher-cost domestic output with lower-cost partner imports; trade
diversion replaces lower-cost rest-of-world imports with higher-cost partner imports because of preferences. Net welfare
depends on their relative size and dynamic effects.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.

8. International institutions and policy evaluation

Institutions support trade rules, finance, surveillance, development and dispute resolution, but mandates differ. Appraisal
should distinguish stabilisation from development lending and rules from financing. Evaluate conditionality, governance,
policy space, moral hazard and distribution using official institutional documents; do not infer endorsement from these
teaching notes.

Examination technique: State the proposition, explain the mechanism, apply it to the question and qualify the conclusion
where assumptions or context matter.
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Worked examples

Worked example 1

Country A can make 12 tea or 6 software; B can make 8 tea or 8 software. A opportunity cost of software=2 tea; B=1 tea.
At 1.5 tea per software, both can gain from specialisation and exchange before transport/adjustment costs.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 2

World price=100 and tariff=20%. Domestic price becomes 120 if fully passed through. If imports after tariff are 50,000
units, revenue=20x50,000=1,000,000 currency units. Welfare analysis additionally needs supply/demand responses.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Worked example 3

An exporter earns USD 25,000. At KES 145/USD receipts are KES 3,625,000; at KES 150/USD, KES 3,750,000. The
currency depreciation raises shilling receipts by KES 125,000 before cost and hedging effects.

Reasonableness check: Confirm the direction, units and economic interpretation before finalising the answer.

Common errors and corrections

Giving a definition without mechanism Explain the causal link and apply it to the facts.

Using accounting language for an economic concept Identify opportunity cost, implicit cost or real/nominal basis explicitly.
Drawing an unlabeled diagram Label axes, curves, initial position, change and result.

Treating a historical pattern as a guarantee Use it only to guide emphasis; cover the full syllabus.

Original DatalytlQs examination-style practice

Question 1 - Calculate
A produces 10 maize or 5 textiles; B produces 6 maize or 6 textiles. Identify comparative advantage.

DatalytlQs model answer: A opportunity cost of textile=2 maize; B=1 maize. B has comparative advantage in textiles; A in
maize.

Question 2 - lllustrate
Show the welfare effects of an import tariff.

DatalytlQs model answer: Draw domestic demand/supply with world price and tariff price; identify consumer loss,
producer gain, revenue and two deadweight triangles.

Question 3 - Classify
Classify an export, an import and foreign acquisition of domestic shares.

DatalytlQs model answer: Exports are current-account credits; imports current-account debits; foreign purchase of
domestic shares is a financial inflow/liability increase under the stated convention.

Question 4 - Evaluate
Will depreciation always correct a trade deficit?

DatalytlQs model answer: No. Analyse elasticities, J-curve, capacity, imported inputs, invoicing, inflation and financing;
use Marshall-Lerner condition conditionally.

Question 5 - Distinguish

Trade creation and trade diversion.
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DatalytlQs model answer: Creation replaces high-cost domestic production with lower-cost partner imports; diversion
replaces lower-cost external imports with higher-cost partner imports because of preference.
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Revision summary

Core rule: Reconstruct the model from definitions, assumptions, relationships and diagrams. Memorised
labels without mechanism do not earn strong analytical marks.

Evidence requirements

E12.1 Solve comparative-advantage and terms-of-trade Correct method, complete interpretation, labelled
exercises. working and original learner submission.
E12.2 Draw and explain tariff welfare effects. Correct method, complete interpretation, labelled

working and original learner submission.

E12.3 Complete a balance-of-payments classification ledger. Correct method, complete interpretation, labelled
working and original learner submission.

E12.4 Analyse foreign-exchange shifts and depreciation Correct method, complete interpretation, labelled
terminology. working and original learner submission.

E12.5 Evaluate a regional-integration scenario for Correct method, complete interpretation, labelled
creation/diversion. working and original learner submission.

E12.6 Prepare a cumulative trade, exchange-rate and policy Correct method, complete interpretation, labelled
response. working and original learner submission.

Mastery checklist
e

| can solve comparative-advantage and terms-of-trade exercises..

| can draw and explain tariff welfare effects..

| can complete a balance-of-payments classification ledger..

| can analyse foreign-exchange shifts and depreciation terminology..

| can evaluate a regional-integration scenario for creation/diversion..

| can prepare a cumulative trade, exchange-rate and policy response..

Progression rule: Complete E12.1-E12.6 before the section quiz. A score below 70% triggers targeted
remediation.

References and version

KASNEB. Certified Public Accountants (CPA) Revised Syllabus, June 2024, Paper No. 4: Economics. Version 1.0,
revised 18 October 2026. This is original DatalytlQs Academy instructional content.

Source links: https://www.kasneb.or.ke/cpa/ | https://sgb.ac.ke/wp-content/uploads/2024/12/CPA-Syllabus-Reviewed-June-2024.pdf
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