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QUESTION ONE (COMPULSORY) 30 MARKS
(a) In welfare economics the concepts of Pareto efficiency and equity are frequently used.  Distinguish between these two concepts and explain whether a policy of consumer price control would promote the attainment of these two goals simultaneously.			[4 marks]

(b) Define the concept of externalities and explain three ways of dealing with them to maximize benefits and minimize costs to society.			[4 marks]										
(c) Economics frequently makes use of static analysis.  Using demand and supply analysis, explain the meaning of comparative statics and indicate its main criticisms.	[4 marks]
(d) You are given the following functions;
    Q = 3p2 – 4p  and Q = 12 – p2 + y

     Where Q = output, P = Price and Y = Income
(i) Which function could represent demand?  Supply? Why?	[2 marks]

(ii) Find the equilibrium values for P and Q assuming Y = 12.	[12 marks]

(iii) Compute the price elasticity of demand at equilibrium values and comment on your result.							[2 marks]

(iv) Suppose income is tripled to 36.  Compute equilibrium P and Q and explain the kind of change that has occurred.					[2 marks]

(v) Is this a normal, inferior or Giffen good and why?	[1 mark]

(e) (i) Define indifference curves and explain the main properties of indifference curves for 
     goods which are not perfect substitutes.			[4 marks]

(ii)  Using indifference curve analysis explain consumer equilibrium indicating clearly the 
       condition necessary for such equilibrium to occur.	[5 marks]





QUESTION TWO (20 MARKS)
(a) Define the law of diminishing marginal utility and indicate its main criticisms.	[5 marks]

(b) Explain the main assumptions on which the concept of consumer preferences is based.										[5 marks]

(c) With the aid of an indifference curve derive the law of equi-marginal utility and indicate its meaning.										[3 marks]

(d) A consumer’s utility function for goods X and Y is given by U=xy + 2y.  Suppose Px = $2, Py = $4 and income = $60.  Using the LaGrange multiplier method find the utility maximizing quantities of X and Y and the total utility obtained.			[7 marks]

QUESTION THREE (20 MARKS)
(a) You are given the following function in respect of a farmer producing beans: 
    Q = 30L + 20L2 – L3 where Q is quantity of beans in bags per period and L is labour hours used.

Required:
(i) Explain the meaning of the above function.	[2 marks]

(ii) Give algebraic expressions for the average product and marginal product of labour.							[2 marks]

(iii) Explain the law of diminishing returns and indicate when it begins to operate using the above function.				[6 marks]

(iv) Given that the price of beans is $20 per bag and the cost of labour is $40 per hour, determine the profit function.			[2 marks]

(b) Define isoquant and isocost lines and with the aid of a diagram, explain how a profit-maximizing firm selects the cost minimizing combination of the factors to employ to produce output, given the cost outlay and factor prices.	[5 marks]

(c) Consider a firm whose production function is given by Q = 2 x  where Q = quantity, L = Labour and K = Capital.

Explain whether this function represents increasing, decreasing or constant returns to scale, giving reasons.					[3 marks]

QUESTION FOUR (20 MARKS)
(a) Explain the conditions necessary for perfect competition and with the aid of diagrams, explain how the firm determines its profit maximizing output and price.	[8 marks]

(b) Explain what would happen if a perfectly competitive industry were to be monopolized and operated by one firm.						[4 marks]








(c) The total fixed cost of a firm operating in a perfectly competitive market is 600 and the average variable cost is estimated as AVC = 10 – 0.03Q + 0.00005Q2.

Required:
(i) Determine the firm’s total cost and marginal cost functions.	[2 marks]

(ii) If the market price is $10 per unit, determine the output that the firm will produce to maximize profit in the short run.	[3 marks]

(iii) Determine the profit that the firm earns and comment on your result indicating what will happen in the longrun.	[3 marks]


QUESTION FIVE (20 MARKS)
(a) A monopolistic firm has a short run marginal cost (MC) function give by MC = Q2 – 6Q + 9 where Q is output.  Fixed costs amount to 16 and the average revenue is given by P = 21 – Q where P is price and Q is output.

Required:
(i) Find the firm’s total cost function.	[2 marks]

(ii) Find the quantity and price that maximizes the firm’s total revenue and the profit or loss earned.				[3 marks]

(iii) Find the profit maximizing quantity and price and the maximum profit earned.							[3 marks]

(iv) Comment on the above results.		[2 marks]

(b) Kenya Power Company charges different tarrifs to industrial and domestic users of electricity.  Explain the pricing policy used by the company and the conditions necessary for its effectiveness.				[5 marks]

(c) You are given the demand function Q = 120 – 12P where Q is quantity and P is Price.
(i) Calculate the price elasticity of demand at the mid-point of the curve and indicate what happens to elasticity when the price changes from that level.	[3 marks]

(ii) At what values of P and Q is total expenditure maximum and what is the elasticity of demand at that point?						[2 marks]
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