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5.      (a)  Comment,   how   expectations   of  inflation   are

formed.  How  will  this  influence  the  adjustment

path of interest rates to a change in money growth.

(12)

(b)  How   does   co-ordination  problem   explain  wage

stickiness?                                                                               (6)

6.      Determine the  level  of income  and the  exchange rate

which  satisfy  equilibrium  conditions  both  in  goods

market  and  in  money  market.                                        (18)

(1500)
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1.       State true or False (any six).  Also give explanation in

support  of your  answer.                                                (3x6)

(i)   In  the  medium  run,  output  and  tlie  price  level

always  return  to  the  same  value.

(ii)    In the late  1960s, the economists Milton Friedman

and  Edmund  Phelps   said  that  policy  makers

cannot reduce the rate of unemployment beyond

a  certain  level.

(iii)   The  unemployment  rate   tends   to   be   liigh   in
recessions  and  low  in  expansions.

(iv)   Absolute PPP states that the domestic price level

should.  equal  the  foreign  price  level  times  the

spot   exchange  rates.

(v)   An increase  in  the  expected  price  level  leads  to

an  increase  in  the  nominal  wage,  in  the  same

proporii'On.

(vi)    A reduction in the budget deficit initially causes

a  decline  in  output.  However,  with  time,  output

eventually  returns  to  its  natural  level.
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(vii)   According   to   Keynes   APC   and   income   are
directly  related.

(viii)    MPK determines  the real rental price of capital.

2. (a)  Describe Franco Modigliani's life cycle hypothesis,
o.utlining how individuals adjust their savings over

their  lifetime  to  manage  consumption  needs.

(12)

(b)  What  are  the justifications  for  a  firm  to  liold  its
inventories?                                                                           (6)

3.       `The  aggi.egate  demand  relation  captures  the  effects

of the price level on output while the aggregate supply

relation  captures  the  effects  of  output  on  the  price

level.'  Explain the derivation of AS  and AD relations

in  the  medium  run  macroeconomic  model.              (18)

4.      (a)  Discuss the relation between inflation, anticipated

inflation,  and the rate-of unemployment.            (6)

(b)  When  inflation  is  not  very  persistent  expected
inflation   does   not   depend   too   much   on  past

inflation.  Discuss  this  statement with reference to

Phillips  curve.                                                                       (12)
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