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Do many Five questions out of following. Each question carry equal (18) marks.

1. (a)

(b)
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Explain the Taylor rule for setting the rate of interest by the central bank. How is

this undertaken when unemployment is above its natural rate? 9
Can deficits become a way of passing some of the burden of the war on to future
generations of the economy? (9)
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Explain the concept of Ricardian equivalence. How does it suggest that
government deficits do not affect consumption, saving and investment? lllustrate
your answer with an example of tax cut financed by future generation. (12)
Suppose that the government reduces taxes by 1 unit this year and announces
today that to repay its debt, he will increase taxes by (1+r) units next year. What
will be the effect of the initial tax cut on consumption? (6)
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3. Explain the role of inflation inertia in determining current inflation. How does past
inflation influence present inflation? Derive the Phillips curve with diagrams. (18)
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4. Analyse the effectiveness of monetary and fiscal policy under fixed exchange rates with

perfect capital mobility. (18)
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5.  (a) Explain the limits to monetary policy under a liquidity trap (12)
(b) Explain Trouble Asset Relief Program (TRAP) (6)
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6. (a) Examine the role of interest differentials and exchange rate expectations in
balance of payment. (12)

(b) Explain Purchasing power Parity. (6)
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7. (a) What are the steps that the central bank can follow to establish its credibility for
the announced policy? Why is it important for the economy? 9)
(b) Explain the factors on which the evolution of the ratio of debt to GDP depend?(9)
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