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INSTRUCTIONS:

Answer ALL the FOUR questions.

1. All the firms operating in a perfectly competitive industry have the following cost function:

c(w, y) = I- (w+r) 2w +r where y is ach firms output while w and r are the prices of labour

and capital respectively.

a. Find the supply function for a representative firm in this industry.

b. Demonstrate that each firm operating in this industry will supply an output that will be greater

than 1 unit.

2. Write short I?-oteson each of the following:

a. Bemoulis solution to the St. Petersburg paradox.

b. The Dupuit triangle as a true measure of surplus.

c. Market power as one of the causes of market failure.

d. The effects of price elasticity of demand on the profit maximizing monopolist's make-up.

3. A consumer's utility function is given as

U(XlY)= (xy)O.5where x and y are two commodities consumed.

Assume py=sh8 and the initial utility level UO= 100

a. Find the Equivalent variation (EV), the compensating variation (CV) and the change in

consumer surprise (L'lCS)when the price of X falls from sh.16 to sh l O,

b. Show that for the price change given in part (a) above, EV>L'lCS>CV.
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4a. Agnes and Beatrice are small scale traders in Nairobi. Both of them are risk averse and

therefore have concave utility of wealth functions given below.

UA(w)= Wo.s

UB(W)=lnW

Both traders are considering investing in a risky project which has 200,000 shares that are

being sold at sh.5 each. If Beatrice decides to buy 40,000 shares, what if anything, can be

said about Agnes's investment in the project?

b. A monopolist who is able to price discriminate faces the following two demand functions

2q, = 64-0.8P1

4q2=72-0.4P2

If the monopolists cost function is given as

C(q)=50+40q,

Find the optimal price and quantity in each market. what is the relationship between the price

charged and the price elasticity of demand in each market?
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