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Instructions for Candidates

1.

Write your Roll No. on the top immediately on receipt of this question paper.

2. All questions carry equal marks.

3. Attempt any five out of six.

4. Answers may be written either in English or Hindi; but the same medium should
be used throughout the paper.
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1. (a) The Reserve Bank of a country undertakes an open market operation and

sells government securities worth $100,000 to the banking system. This
transaction leads to a reduction in bank reserves, as the buyers pay for the
securities using funds from their bank accounts.
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In this economy:
» The required reserve ratio is 10%.

* Banks aim to maintain excess reserves equivalent to 5% of their
deposits.

* The public prefers to hold currency equal to 25% of their bank deposits
(i.e., the currency-deposit ratio is 0.25).

Assume there is no change in other monetary aggregates, and the system is
initially in equilibrium. Calculate the total changes in:

(1) Bank deposits
(i) Currency holdings by the public

(i) The overall money stock in the economy, resulting from this open

market sale.
Give a brief account of the determinants of supply of money.

Why did the Third Working Group on Money Supply (1998) recommend a
revision of the monetary aggregates in India? What were its major
recommendations, and what are the key features of the revised monetary

and liquidity aggregates? (4+5+9)

Monetary policy reforms in India post-1991 have aimed at strengthening the
monetary transmission mechanism and enhancing the overall efficiency and
resilience of financial markets. Critically examine how reforms in money
markets and capital markets have complemented the monetary policy

framework.

Futures contracts differ significantly from forward contracts in terms of trading
structure, counterparty risk, and margin requirements. Critically analyse how
the mechanisms of clearing houses, margining, and mark-to-market accounting
in futures mitigate credit and market risk. Use a payoff diagram to illustrate
the implications for long and short positions in volatile markets. (9+9)
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Suppose the yield on a 1-year government bond is 2.5%, and the yield on
a 5-year bond is 4.5%. A central bank announcement causes an increase in
short-term liquidity needs for commercial banks, making 1-year bonds highly
desirable. As a result, the yield on the 1-year bond drops to 2.0%, while the

5-year yield remains unchanged.

(1) Using the Segmented Markets Theory, explain why the 1-year bond
yield changed but the 5-year yield did not.

(i) Using the Preferred Habitat Hypothesis, explain what could make the

5-year yield change despite investors having maturity preferences.

(iii) Suppose the Fed wants to lower the 5-year yield by 0.5%. What kind
of policy action (based on Preferred Habitat Theory) should it take?

Justify numerically or logically.

An investor is considering to purchase a long-term corporate bond. Analyse
how default risk, and inflation risk could affect the investor’s expected return
and decision-making. Discuss how these risks interact and how an investor
might manage or mitigate them when making a long-term investment.

(9+9)

Despite being an essential component of the Indian money market, the
Commercial Bills Market has remained underdeveloped. Critically evaluate
the factors responsible for its stagnation and suggest how reforms in the

ecosystem could help in revitalizing this market.

Critically assess the evolution of India’s monetary policy framework in the
post-reform period. In your response, discuss the rationale behind the
transition to the Multiple Indicator Approach and the subsequent adoption of
the Flexible Inflation Targeting framework in 2016. Explain how each
framework sought to address the prevailing macroeconomic challenges of

their respective periods. (8+10)
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Compare and contrast paper-based and electronic payment systems in India,
explaining the RBI’s initiatives in each and analysing their impact on

transaction volume and value.

Critically analyse the rationale behind the need for CBDC in India despite
the country’s robust digital payment ecosystem. Include at least three distinct
arguments from the text and assess whether they justify the adoption of
CBDC. (10+8)

During a period of high economic volatility, characterized by fluctuating
consumption patterns and unpredictable money demand, the Fed faces
difficulty maintaining macroeconomic stability. It must choose between
adopting a money aggregate target or an interest rate target as an intermediate
target. The Fed also receives political pressure to avoid sharp interest rate
fluctuations, but economists within the Fed argue that a money target could
help absorb shocks from shifting consumption trends. In light of the

aforementioned situation, answer the following :

(@) Critically evaluate the advantages and disadvantages of using a money
aggregate target versus an interest rate target as an intermediate policy

tool under such conditions.

(i) In the context of political pressure to avoid sharp interest rate
movements and internal arguments favouring monetary aggregates,
which intermediate target would be more appropriate for the Fed, and

why?

(b) Differentiate between SWAP and Forward Rate Agreement (FRA) using

numerical example. (10+8)
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