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(E) 4D Consider two policy options, one of an investment
subsidy and another of a rise in income tax rates.
Using the IS-LM model, discuss the impact of these

policies on income, interest rates and investment. 5

(i) How is the effect of monetary policy different from
the effect of a fiscal policy as a tool of

stabilization ? Explain using suitable diagram. 5
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Do you agree with the statement that CPI inflation
overstates increases in costs of living ? Give

reasons for your answer. 3

With the help of data given below, calculate the

rate of inflation for each year from 2014 to 2017

considering 2013 as base : 2
Year CPI
2013 600
2014 615
2015 650
2016 64.5
2017 66.0
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Given that in an economy
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'(a) Derive the equation for the IS curve.

(b) Derive the equation for the LM curve.

(¢) What are the equilibrium levels of income and
the interest rate ? 2.2

Explain policy mix. What is its significance ? Explain

using suitable diagram. 4

Explain the following using suitable diagrams :

(O]

(i)

(iid)

Show that both government spending and the tax
rate affect the IS schedule. 3
How will an increase in real money stock affect
equilibrium income and equilibrium interest rate ?
Explain using IS-LM analysis. 3
In the context of fiscal policy what is crowding
out ? How does the liquidity trap affect crowding
out ? 4
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(A) () Do you agree with the statement that ‘bond prices

(a) Calculate the equilibrium level of income and
and rate of interest are negatively related” ? Give

multiplier in this model.

reasons for your answer. 2
(b) Calculate the budget surplus.

(i) Calculate real interest rate given that rate of growth

(¢) What will be the new equilibrium income and
of real GDP is 7%, nominal interest rate is 14%

the new multiplier if ¢ increases to 0.25 ? 2,2,1
and money supply increases at 16% per year.2
(if) . Derive the balanced budget multiplier. 3
: (B) Explain the concept and causes of Hyperinflation ?

(iif) Under what circumstances can the LM curve be - it
; Suggest policies that the government can use to control

horizontal' ? Use suitable diagram to explain. 2
Hyperinflation. 7
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What is High Powered Money ? To what extent does

'High Powered Money affect the Money Supply in an

economy ? 7

() Given the Quantity Theory of Money, assume that
income is 1000 units and money supply is 400
units. Also assume that velocity of circulation of
money is 5. Calculate the aggregate price level.
What will happen to the price level if money

supply rises to 600 units ? Explain. 4

(i) How are the costs of expected inflation different

from the costs of unexpected inflation ? 3

()  Explain the statement that ‘financing a large deficit

with seigniorage can only lead to high inflation’. 5

(i) With constant levels of velocity of money and
GDP, the government raises money supply by 5%.
Assuming a real rate of interest of 8%, calculate

the nominal rate of interest. 2
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