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Instructions: 1. Answer any five questions. All questions carry equal marks. 
2. Ordinary graph paper is required. 

1. a) In the context of the kinked demand curve model of oligopoly, how would you 
distinguish between an outward and inward kink and explain them with the help of the 
underlying behavioural assumptions? 
b) The inverse demand functions for price increases and price decreases for an oligopolist 
are, respectively, 

~ = 7 -0.025Ql 

P2 = 10-0.1Q2 

and 

The firm's total cost function is 

c = 2Q + 0.025Q2 

Notations always have their usual meanings. 
(i) Derive MR1, MR2 and MC functions facing the oligopolist. 
(ii) Determine the price and output at the kink on the demand curve. 
(iii) Determine the upper and lower limits of the MR gap and comment on the stability 

of the price charged by the oligopolist in this case. Verify your solutions on a 
graph paper. 

(iv) Find the value of the total profits of the firm. 

2. a) Indicate the role of conjectural variation in output in the context of market sharing 
model and compare it with the leadership-followership model of duopoly. 
b) Let duopolists I and II producing a differentiated product face the following inverse 
demand functions: p1 = 100- 2q1 - q2 and p2 = 95- q1 - 3q2 

The corresponding cost functions are: C1 = 2.5q1
2 . and C2 = 25q~ 

Assume that the duopolist II wishes to maintain a market share of one-third. Find the 
optimal price, output and profit of the duopolist I. What would be the price-output-profit 
combination of the other duopolist? 

3. a) Compare and contrast the price reaction functions of differentiated duopoly with the 
input reaction functions of a simple duopsony market. 
b) Consider a duopoly with product differentiation in which the demand and cost 

functions for firms I and II are as follows: 

q1 = 88-;- 4 p1 + 2 p 2 , C1 = 10q1 

q2 =56+ 2p1 -4p2 , C2 = 8q2 

Derive a pair of price reaction functions and hence obtain the equilibrium values of 
price, quantity and profit for each firm. 
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4. Suppose the buyer and the seller for a bilateral monopoly market for q2 have the 
production function 

q1 = 270q2 - 2q~ 
and the inverse production function 
x = 0.25q~ respectively. -

Note that x is the primary resource purchased by the seller in a competitive market at a 
fixed price r = 6. 
He uses it to produce an intermediate good, which he sells to the buyer. Its output q2 and 

price p2 are yet to be determined. The buyer uses q2 to produce the final product q1 , 

which is sold at a fixed price p1 in a competitive market. Determine the values of 

q2 ,p2 and profits of the buyer and the seller for the monopoly, monopsony and quasi

competitive solutions. 
5. a) Examine how an individual maximizes her joint satisfaction from spending her present. 

and future incomes by lending an.d borrowing. Also state how equilibrium market rate of 
interest is determined under the conditions of lending and borrowing: 
b) Given the following information on two firms, A and B, determine the·cost of debt 

and the cost of equity capital for each firm using three methods namely the risk-free 
rate plus risk premium, dividend valuation method and capital asset pricing method. 

Firm Tax Rate Rate on Price of Beta Annual Dividend 
long~ term common Dividend Growth 
bonds stock Rate 

A 36% 8.9% 21 1.30 0.60 10% 
B 30% 7.9% 44 1.05 0.92 14% 
Assume that the risk-free interest rate is 5% and that the average return in the stock 
market is 12%.-

6. a) Suppose that (i) individuals A and B have equal endowments of a product of Yo = 8 
this years and Y 1 = 1 0 next year, and that (ii) the optimal choice for individual B. is to 
borrow 3 this year and repay 4.5 next year, while the optimal choice for individual A is to 
lend 3 this year and receive 4.5 next year. What is the equilibrium rate of interest if A and 
Bare the only individuals in the market? 
b) How is optimal choice of a consumer reached under the condition that there is saving 

and investment with borrowing and lending? How is equilibrium rate of interest 
determined under this condition? 

7. a) 'Rent is a payment to a factor of production in excess of its transfer earnings'. 
Substantiate this statement. In this context, argue how rent depends on the elasticity of 
supply of land and alternative uses. 
b) How does elasticity of substitution determine the relative factor shares? In this- -

context, examine the distributive roles of different values of elasticities. 
8 .. Distinguish between the following: 
(i) Scarcity rent and Differential rent 
(ii) Euler's theorem and the Clark-Wicksteed-Walras theorem on 'product exhaustion' 
(iii) Rent, Quasi rent and Price -




