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EXAM CHEATING IS A CRIME
INSTRUCTIONS TO CANDIDATES
Answer Question ONE (compulsory) and ANY OTHER THREE questions
Question one carries 25 marks and the rest 15 marks each
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QUESTION ONE  
a) The objects of consumer choice are consumption bundles. Suppose there are two consumption bundles (X1X2) and (Y1Y2), use them to explain the three assumptions about consumer preference. 								       (6 marks)
b) Suppose a consumer’s utility function is given by U(X1X2) = √(X1 X2) and his income is M. The consumer’s problem is to maximize his utility.
i. Formulate the utility maximizing problem in the above case     	       (3 marks)
ii. Using the Lagrangian approach, derive the demand functions for the two goods which maximize the utility. 						       (9 marks)
c) Using the concepts of exchange/budget line and indifference curve, graphically illustrate and explain the consumer equilibrium point conditions.  			       (5 marks)
d) What do we mean by “best” and “can afford” with reference to consumer utility maximizing behaviour? 						                   (2 marks)

QUESTION TWO  
a) Consider an economy with two people (A and B) and two goods (1 and 2). Let person A’s consumption bundle be XA = (X1A X2A) and person B’s be XB = (X1B X2B).  X1A   is person A’s consumption of good 1 and   X2A is person A’s consumption of good 2. Similarly X1B is person B’s consumption of good 1 and X2B is person B’s consumption of good 2. And let W represents total availability of the goods with W1A   being total availability of good 1 for A, W2A, total availability of good 2 for A W1B is total availability of good 1 for B and W2B   be total availability of good 2 for B. 
i. Illustrate this information using the Edgeworth box and explain at what point is the first condition for social welfare maximization achieved.
                                                                                                       (8 marks)           
ii. When do we say that an allocation is feasible? 	                   (2 marks)
b) Explain TWO properties of technology 					       (2 marks)
c) Suppose a function of a budget line is given as P1 X1 + P2 X2 = M, prove that the slope of the budget line is  = -P2 /P1  						   	       (3 marks)

QUESTION THREE 
a) Identify conditions necessary to be fulfilled for the implementation of  price discrimination in a market       						       (6 marks)
b) An electricity producing firm is allowed by the government to charge different prices for its industrial and domestic customers. If P1 and Q1 denotes the price and demand for the domestic customers then the demand equation is P1 =12 - Q1 and if P2 and Q2 denotes the price and demand for the industrial market then the demand equation is P2 = 8 – Q2. The total cost function TC = 5 + 2Q where Q = Q1 + Q2. Determine the prices in shillings that the firm should charge to maximize profits:
i. With Price discrimination 						       (5 marks)
ii. Without price discrimination 					       (4 marks)
QUESTION FOUR
a) With the help of a well labeled diagram, explain conditions for profit maximization by a monopolist   								    	       (9 marks)     
b) In a perfect competitive market, a firm’s marginal revenue and average cost functions are given as follows;
MR = αQ - β
AC = α/Q – β
Where α and β are constants and Q is the output
	Required:  Determine;
i. The Total revenue function  					       (2 marks)
ii. The Total cost function						       (2 marks)
iii. The Total break even output level 				       (2 marks)

QUESTION FIVE
a) Explain using diagrams, the weak and the strong axioms of revealed preference(6 marks)
b) A firm has the following production function and the cost constraint 
Q = 20K3/4 L1/4,  
2K + 4L = 200
Required:
i. Show that when output is maximized, MPK/ MPL = PK/PL        		       (5 marks)
ii. Set up a constrained output maximization problem from the information given and solve for the optimal points  						       (4 marks)
QUESTION SIX 
a) Explain possible sources of economies of scale in a firm 			       (5 marks)
b) Explain what is meant by the term Marginal Rate of Technical Substitution (MRTS)      
       (2 marks)
c) With the help of a diagram, illustrate and explain the relationship between income effect, substitution effect  and total effect for an Giffen good which has experienced a fall in price				                   	      				       (8 marks)
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