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EXAMINATION QUESTION PAPER:  Reassessment, 2014
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Materials supplied: None
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Warning: Candidates are warned that possession of 
unauthorised materials in an examination is a serious 
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Instructions to 
candidates:

Candidates should answer ALL the questions in 
Section A and TWO questions from Section B.

For each question 100 marks are available.
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Section A: Seen Questions (20% of final mark)

(1) 

Two firms are in the DVD market.  Each can choose to go for the high end of the 
market (high quality) or the low end (low quality).  Resulting profits are given by the 
following payoff matrix:

Firm 2

Low High

Firm 1 Low 30, 40 900, 700

High 200, 800 60, 60

a. What outcomes, if any, are Nash equilibria?                     (40 marks)

b. If the managers of both firms are conservative and each follows a 
maximum strategy, what will be the outcome?                 (40 marks)

c. What will be the (subgame perfect) equilibrium if Network 1 makes its 
selection first? And what if Network 2 goes first? Note: you have to 
derive the extensive form (i.e., game tree) representation of the above 
simultaneous-move game.                                                (20 marks)

(2) 

a. Using a diagram to illustrate your answer, explain how a consumer solves the 
primal problem of consumer choice. That is, how does the consumer select 
the quantities of goods X and Y to consume to maximise utility, U=u(X, Y), 
subject to spending the particular level of income M*? Note that the budget 
constraint is given by M=PxX + PyY, where Px is the price of good X, Py is the 
price of good Y and M is the level of income.                               (40 marks)

b. Using a diagram to illustrate your answer explain what a corner solution is 
within the context of the problem of consumer choice referred to in (1) a.  

                                                                                                             (40 marks)

c.    Find the own price elasticity and income elasticity of the following demand for 
       good X: X=1/2 (M/Px). Briefly interpret the calculated elasticities. (20 marks)
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