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Attempt any FOUR (04) questions
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Question ONE (25points)

(a) Explain the Various instances that lead to market failure in an economy.
(08points)

(b) As an economist formulate the strategies you are to use when interfering with price

mechanism in an economy. (07points)

(c) Account for an outward shift of the demand curve at a constant price. (10points)

Question TWO (25points)
(a) Explain the need and meaning of the Slutsky Equation in micro economic analysis.
(05points)
(b) Consider the indirect utility function U(M, Py, Py) = 17—?:—{%. Use Roy’s identity to obtain
Y
the Marshallian demand functions X(M, Py, Py)and Y (M, Py, Py) associated with this §
indirect utility function. (10points)

(c) Assume that the consumer’s indirect expenditure function is given by E(U, Px, Py) =

7UPEP3. Use Hoteling’s lemma to obtain the consumers demand functions.
(10points)

Question THREE (25points)

Jacob consumes only music (x) and movies (y). His preferences can be represented by the
following utility function: U = x?y. The price of music is px the price of movies is py, and

Jacob has an income of m dollars.

(a) Write down Jacob’s budget constraint, calculate the Marginal Rate of Substitution (at
an arbitrary bundle (x, y)) and compute his demand for music and movies (as a function
of px, pyand m). (05points)

(b) Compute the price elasticity of the demand for music. Compute the cross-price
elasticity of the demand for music with respect to the price of movies.

(05points)
(c) Draw the Engel curve for movies. Are movies an inferior or a normal good? Explain.
(05points)

(d) Suppose that initially the prices are px= py=1 and income is m = 80. How much music
does Jacob buy? Now suppose that the price of music increases to px= 2, how much
music will he buy now? How much of the drop in demand for music is due to the
substitution effect and how much is due to the income effect? Calculate this numerically

and show itin a graph. (10points)
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Question FOUR (25points)
(a) How useful are economic models is informing economic policy formulation? (0émarks)
(b) How important is mathematics in the analysis of economic theory? (06marks)
(©) If a model comprising demand function given by Qd = a — bP where parameters a, I =l
supply function given by Qs = c +dP where parameters ¢, d >0 and Qd =Qs.
(i) Find the equilibrium price and quantity. (07marks)
(ii) What is the impact of changes, and interpretation thereof, in each parameter in the

model on the equilibrium quantity and price? (06marks)

Question FIVE (25points)
Firm Y has the following production function f(K, L) = (L + K*).

(@) Find the marginal product of labor and capital and the marginal rate of technical
substitution (MRTS) and state if the returns to capital and labor are increasing,
decreasing or constant. Explain what is “weird” about this MRTS. (08points)

() Graph the isoquants of the production function and state whether the production

function exhibits constant, increasing or decreasing returns to scale. (08points)

) Now suppose that the production function is f(K, L) = exp(2t)(L + K*?) where t measures
years. How does this affect the marginal products of labor and capital, the returns to
scale and the MRTS? What is the rate of productivity increase over time? Graph the

isoquants for q =110 for t =1, 2. Explain. (09points)

- Question SIX (25 points)
A producer has the possibility of discriminating between the domestic and foreign markets

for a product where the demands, respectively, are

Q1=30-0.2P

(Q2=45-0.5P:
Total cost = 2800 + 14Q where Q = Q1 + 2. What price will the producer charge in order to
maximize profits ' '

() with price discrimination between markets? (10points)

(b) without price discrimination? (10points)

(c compare the profit differential between discrimination and nondiscrimination.
(05points)
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