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            TIME: 2 HOURS
INSTRUCTIONS:   
ANSWER QUESTION ONE AND ANY OTHER TWO QUESTIONS 
Question One (30 Marks)
a)
Using the following utility function,
[image: image1.wmf](

)

5

.

0

2

5

.

0

1

2

1

x

x

x

x

u

=

, prove that the parameters indicated are the elasticities with respect to the goods consumed by an individual.










(10 Marks)

b)
Mrs. Kidaha wants to exercise and has a choice of going to an aerobics class, which costs Kshs. 3.00 each time, or to the gym where she can work out with weights; the gym costs Kshs. 2.00 per visit.  She likes  to do some of each type of exercise; that is, the moves aerobics she does, the more she enjoys weightlifting and vice versa.  However, she enjoys aerobics, even if she never lifts weights, while weightlifting is fun for her only if she also does some aerobics.  The following function reflects Mrs. Kidaha�s preferences:


U = xy + 4x where x is the number of aerobics classes per semester, y is the number of visits to the gym for weightlifting per semester.  Mrs. Kidaha�s budget for exercising is Kshs. 100.00 per semester.  If the cost of gym per visit changes from Kshs. 2.00 to Kshs. 3.00.  Calculate Mrs. Kidaha�s total price effect; substitution and Income effect of the price change.







(10 Marks)

c)
With the aid of graphs, explain the consumer equilibrium point, the consumer’s optimal choice and the boundary optimum.




(10 Marks)

Question Two (20 Marks)

Consider the consumer’s objective function Max U (X1X2) and with budget constraint of 

P1X1 + P2X2 ≤ M.

Derive the demand functions for X1 and X2.





(20 Marks)

Question Three (20 Marks)

a)
With an appropriate diagram, explain the Hicks Substitution effect.

(10 Marks)

b)
Show the various states of consumer equilibrium with perfect substitutes goods giving an account of different prices, that is P1 < P2, P1 > P2, P1 = P2, where P1 and P2 are prices of goods X1 and X2 respectively.  Explain your answer as clearly as possible.









(10 Marks)
 Question Four (20 Marks)

A firm is perfectly competitive market produces and sells two goods Q1 and Q2 priced at Kshs. 50.000 and Kshs. 60.000 respectively.  The firm total cost function is given as:
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Required:

a)
Find the total revenue function of the firm.




(5 Marks)
b)
Find the profit function of the firm.





(5 Marks)
c)
Find the critical values of Q1 and Q2 for profit maximization.

(5 Marks)

d)
By applying the second order conditions, verify that the critical values present the maximum profit.







(5 Marks)
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