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Instructions to candidates:

s Answer only FOUR questions

s it is in your best inierest {o write legibly

¢« Graphs must be fully iabelled and explained

» Mathematical notations must be defined clearly
e Assumptions must clearly be stated
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Question One [25 marks]

1.1.  Discuss the the economic theory of value, focusing on: early economic thought:

tabour theory of exchange: marginalist revolution and Marshalilian supply-demand

synthesis. 1]
1.2. Do firms really compete in prices without facing capacity constrainis? What is

the role of capacity consiraint? Discuss. [10]
Question Two [25 marks]

2.1, Based on the Bertrand competiticn model, show that with only two firms
competing in prices we obtain the perfectly competitive outcome, where firms set
prices egual to marginal cost. (18]

Be sure to:
Make your assumptions clear
State firm j's demand outcomes
Depict the unigue Nash Equilibrium
Discuss and illustraie the best response functions for the two firms

2.2, Read carefully this case study and answer guestion 2.2

Nomsa Vumazonke buys two loavas of bread every dzy. She lives in Philippi with her
three children and four grandchildren, and after making sandwiches for fhemslé"g“ys
there is nothing left for her fo eat. "Bread is too expensive. It's very hard. | have'to buy
bread for my children,” she told GroundUp.

Over the course of 2014 the price of bread, a staple food for more than half of South
Arrica’s population, has risen nearly iwice as fast as the inflation rate. According to
Stats SA, which monitors prices at more than 100 different locations across the country
fo calculate the average bread price, the price of a standard, 700qg foaf of white bread
rose 8.9% irom R10.48 o R11.43 from January to December last year. The price of
an equivalent brown loaf rose 8.1% from R9.47 fo R10.24.

Source: GroundUp?

Let us assume that Nomsa Vumazonke faces the utility of good y and brown bread (x)

given by the function U(x, v) = x%5y%5 and that the compensated demand function for

L ) ’ vpds
brown bread is given by the functionx®(p,, py, V) = p;_s .
X

*https://www.news24.com/SouthAfrica/News/Whats-up-with-the-price-of-bread-20150401
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2.2.1 Assuming V= 2 and p, = 9. What are the welfare consequences of price
increase on brown bread [3]
2.2.2 Suppose that we use the Marshaliian demand function instead, which takes the
Torm:
x(pe vy 1) = 0.57p; !
Teaking into account brown bread prices and that income is R80. What will be

the welfare loss on brown bread? (4]

Question Three [25 marks]

Property rights are considered one of the solutions fo externalities, albeit intrusive.
Based on coarse theorem, allocation of property rights affects the final wealth of the

two agents involved. Compare the outcomes through mathematical representation

when:
3.1. properiy rights are assigned 1o the individual atfected by the externality [8]
3.2. properiy rights are assigned to the firm generating the externality i8]

3.3. Define and illustrate by way of example a Mixed-strategy Nash equilibrium (msNE)

gzme o]

Question Four [25 marks]

Understanding that Nomsa's demand for bread depends on preferences, all prices,
and income. Assuming there are only two goods involved, brown bread and all ‘other
goods’ ()

4.1.  derive the Marshallian demand curve for Nomsa Vumazonke, label fully the

graphs and expiain clearly ali assumptions and reasoning [10]
4.2.  derive the Hicksian demand curve Nomsa Vumazonke, label fully the graphs

and explain clearly all assumpiions and reasoning [10]
4.3. The government consider brown bread {0 be a basic good that all households

must access. Identify a policy or government initiative that can result in an

appropriate compensation given the increase in price of brown bread. [51



Question Five [25 marks]

Discuss and illustrate graphicaily (as far as is possible) the following properties of

production sets under consumer theory 15X 5]
5 Possibility of inaction

5.2.  lIrreversibility

5 Non-increasing returns to scale

5.4, Aaditivity(or free entry)
5

5. No free iunch



