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»o SECTION A
-, . .
Question 1 is compulsory. (15%x2=30)
}. (i) More stringent antitrust lawsfin the wage-setting/price-setting model are likely
to lead to:

4

(A) Higher mark-ups, higher prices, and lower employment. ,

-

(B) Lower mark-ups, lower prices, and higher employment.
(C) No chliange in mark-ups, prices, or employment. o

(D) Higher mark-ups, lower prices, and higher employment.

N X '
(i) A negative supply shock will lead to
. + 3 H
(A) Increase in output and lowering of the price level

PR 3 i

(B) Reduction in output, increase in price and unemployment

)

(C) Reduction in output and rise in price with no impact on unemployment

(D) Increase in output and prices with lower unemployment

A=
N

(iii) According to Tobin’s q theory, a firm is more likely to invest in new capital

when:

(A) The market value of existing capital is lower than its replacement cost.

o 18

(B) The madrket value of existing capital equals its replacement cost.

¥ ] S

(C) The market value of existing capital is higher than its replacement cost.

(D) Interest rates are at zero.
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"(iv) If policymakers attempt'to reduce unemploymént below the natural rate using
expansionary policy, rational expectations theory predicts: :

* ™ (A) A pérmarnent fall in unemployinent ', N

(B) A temporary boom without inflation

s R )
¥ F ¢ é ?

(C) Rising inflation without lasting unemployment gains

(D) A stable Phillips Curve relationship

»

(v) Which of the following can increase the short-term cost of disinflation
(A) High inflationary expectations that adjust through a learning mechanism

(B) Credible Central Bank

x

(C) Rapid decrease in grov&;th rate of Money supply
(D) Supply side policies aimed to incredse productivity .

(vi) Suppose inflation expectations are anchored due to a credible monetary

policy. The sacrifice ratio for reducing inflation will likely be:

>

(A) High
(B) Low
(C) Infinite

(D) Unrelated to expectations

s i

(vii) In the AD-AS model, a one-time permanent increase in money supply will

lead to

PTO.
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(A) Decrease in unemployment rate both in the short run and medium

mn P * '

-

" (B) Increase in unemployment rate in the short run but not in the medium

mun

: G

(C) Decrease in unemployment rate in the short run but not in the medium

un

(D) Increase in inflation rate in the short run but not in the medium

L

un

i

(vii)) In Fischer’s 2 period intertemporal model, let income of the individual in
period 1, Y, =20,000 and in period 2, Y, = 15,000. If the rate of interest

is 5%, what is the maximum possible consumption in period 2? '
(A) 20,000
(B) 35,000
(C) 30,000

(D) 25,000

(ix) How does indexation of wages to inflation impact the short-run Phillips Curve:
(A) Becomes steeper
(B) Becomes flatter
(C) Shifts to the left

(D) Becomes vertical ~
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R (x) How does Life cycle hypothesis treat wealth accumulation

(A) Wealth is irrelevant to consumption decisions

4

(B) Wealth is accumulated during working years and decumulated during

retirement '

(C) Wealth is evenly distributed throﬁghout life

L)

(D). Wealth is only accumulated in anticipation of large expenses
xi) In the IS-LM framework, an open market urchase of government securities
: P
shifts the:
(A) IS curve to the right, increasing output and interest rates
(B) LM curve to the right, lowering interest rates and raising output

(C) LM curve to the left, increasing interest rates

(D) IS curve to the left, reducing income and output

¥

= (xii) In the Permanent Income Hypothesis, a lottery win (oné-time income gain)

will:
(A) Permanently increase consumption
4

(B) Have minimal effect on long-term consumption

A A 1 v

(C) Eliminate the need for savings

(D) Shift consumption downward

PT.O.
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(xiii) Simon Kuznets’ study of consumption behaviour did not point out the

following :
(A) APC is equal to MPC in the long run
(B) C/Y was below long run average during economic boom
(C) C/Y was above average during economi¢ slump

(D) Assets of an individual are also-a determinant of consumption

-

(xiv) One implication of efficiency wage theory is that
(A) The labour market always clears at equilibrium
(B) Involuntary unemployment can persist even in equilibrium
(C) Wage flexibility eliminates unemployment
(D) Firms will always pay identical wages across sectors
(xv) According to the policy ineffectiveness proposition by Sargent and Wallace,
a predictable increase in money supply:
(A) Raises output and employment permanently
(B) Has no real effect on output or employment in the long run
(C) Affects real variables only if it is unanticipated

(D) Always leads to a higher natural rate of unemployment

"
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SECTION B

Attempt any 6 out of the following 8 questions. Each question carries 5 marks.

(6%5=30)

1

Explain how increased unionization will impact real wage and unemployment rate

-in the Wage Setting-Price Setting model. 5)

Describe the mechanism of expectation adjustment in the Adaptive Expectations

Hypothesis. How does it tespond to persistent forecast errors? )

Discuss Fisher’s theory of optimal interteriporal choice in consumption. Show
that the ratio of marginal utilities of consumption in two adjacent periods is equal

to the ratio of the market rate of interest to the consumer discount rate. (5)

Using the arbitrage principle in financial markets, demonstrate how the price
of a stock equals the present value of all future dividends expected from that

stock. %)

Examine Taylor’s.and Fisher’s critique of the traditional approach to analysing
the unemployment cost of disinflation. How do their arguments differ from the

conventional view based on the expectations-augmented Phillips Curve? %)

Suppose that the markup of goods prices over marginal cost is 5%, and that the
wage-setting equation is W = P (1-u), where u is the unemployment rate, W is

the nominal wage rate and P is the Price level.

(2) What is the real wage, as determined by the price-setting equation?

~

(b) What is the natural rate of unemployment?

PTO.
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10.

11.

(c) Suppose that the markup of prices over costs increases to 10%. What
happens to the natural rate of unemployment? Explain the logic behind your

answer. (2+1+2)

Discuss the factors: that led to the breakdown of the original Phillips

Curve relationship. In this context, explain the expectations -augmented Phillips

Curve. ()

Discuss the concept of Tobin’s q and its role in linking financial markets with real
investment. Under what conditions will Tobin’s q be greater than, equal to, or

less than one? ) : (312)

SECTION C

Attempt any 3 out-of the following 4 questions. Each question carries 10 marks.

f (3%x10=30)

Using the AD-AS and IS-LM frameworks, analyse the short-run and medium-
run effects of an expansionary monetary policy on output, employment, interest
rates, and the price level. Discuss how monetary neutrality emerges in thé medium
run. " (10)
: :

Discuss Sargent and Wallace’s Policy Ineffectiveness Proposition within the
framework of rat1ona1 expectations. Explam how under certain assumptlons

systema,tlc monetary pohcy falls to 1nﬂuence output and employment in the short
run. What are the key 1mp11cat10ns of this proposition for the design of monetary

policy? , (10)
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12. Explain why cross-sectional studies show that higher-income households have

- 13.

lower average propensities to consume, while aggregate time-series data show a
: -

stable APC over time. How does the Permanentblncome Hypothesis explain this

apparent contradiction? (10)

A

What are the effects of a permanent decrease in the rate of nominal money

growth on the economy? Sﬁppose that the economy can be described by the

following three equations :

(2)

~

(c)

o= M = 045, - 3%) Okun’s law
T — 7w, = —(1, — 5%) Phillips curve
) w = O — T, . - Aggregate demands . ¢

Reduce the three equations to two by substituting 8, from the aggregate

demand equation into Okun’s law. . (3

Assume initially that u_— B, = 5%, 8= 13%, and n, ='10%

“4)

-
' N ¥
N .

Does inflation decline smoothly from 10% to 3%? Why or why not?

-

b} -

3)

PTO.
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