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Consider tﬁe goods market equilibrium.condition in
a closed economy, S+ TA - TR =1+ G. ( thations
have their standard meanings). Use this equation to
explain why, in the classical case a fiscal expansion
must lead to full crowding out. Explain using the same
equation, what happens to the economy when there
is less than full employment. (In both cases assume

that there is no monetary accommodation):

Discuss the role of the parameters h (interest
sensitivity of money demand), b (interest sensitivity
of investment), & (income sensitivity of money
demand) in the transmission mechanism, linking an
increase in government spending to the resulting

change in income, using the expression of the fiscal

policy multiplier in the IS-LM model. 3+4Ys

Consider two alternative contractionary economic
policies. One is the removal of an investment
subsidy : the other is a rise in income tax rates. Use

the normal IS-LM schedules to discuss the impact

- of these alternative policies on income, interest rates

“and investment.

(b)

©

7496

(15) 7496

ST S THAT (uncovered interest parity) 1
w3 o F Rl gm W vl -t
(appreciation) 1 YA A TL WHARY fF 1 1
amyfd # sty gfe & aRomeEsy fafa <t
YA SeHTeA FrEE T B UR (overshoot) FAT
FT - B

@

@) ‘

waw # wagmse fe faceit fafma sifew &
ftomEEEy o WhR RS (hedging) 3 TZ2aTST
(speculation) H TEE I B Tl

At AR 9 WA | ik STt & HH: 8%
a 6% T @ AremIfgd =S ST=AUIA
@I (Covered Interest Arbitrage Margin,
CIAM) T Fifoe | afs adam aem § =
(spot rate) Re. 1/$1 Fem TH TG IS SR A
T (forward rate) Rs. 0.96/$1 € A CIAM & fag &
oy = =t yrEfea S9EET (YR ;TR
3, Wﬁﬁ?ﬂ : foden)
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() Explain the difference between absolute and

relative PPP. Discuss why relative PPP tends to :

_ predict undervalued exchange rate for developing
countries.

(i) Discuss the J curve. 4+3%

Assuming uncovered interest parity condition and expected

appreciation of foreign currency to be zero initially, explain

why the exchange rate overshoots its long run equilibrium
in response to an unexpected increase in domestic money

supply. ' ; 7%

(i)  Briefly explain how foreign exchange risk leads to an
opportunity of hedging and speculation.

(7)) Find the Covered Interest Arbitrage Margin (CIAM)
when the annual rate of interest in the US and
India are 8% and 6% respectively. The spot
rate is Re. 1/$1 and the one year forward rate is
Rs. 0.96/ $1. Explain the relevance of the sign and
the absolute value of CIAM. (India : home country,
US : foreign country) 4+3Y%

() TUa o Ge ppp F HHA SRR F FHARY
Tre ppp § fasraeiiar Ae &g FW qoF Al
(undervalued) fafraa g1 'ﬁiﬁﬁﬁ‘l FE F Qﬁﬁl

F ekt §, zHenr faeem wifs)

Gy 1 F faae wife)

()
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(if) Distinguish between strict quantity theory of money ;
and monetarism. What type of statistical evidence
would you need to collect in order to support or refute

the major argument of monetarism. 4+3';
Suppose the government undertakes a balanced budget

increase in spending. Government spending rises from G

to G, and there is an accompanying increase in tax rates

© so that at the initial level of output the budget remains

balanced.

() Show the effect on the AD schedule.

‘ (i) Discuss the effect of the balanced budget policy on

output and prices in the Keynesian case.

(}‘ii) Discuss the effect on output and prices in the
classical case.

(/) Answer part (/) when .there is only an increase ‘in the
tax rate with unchanged G. 2+2+2+1%

() TH 9% Adomaeq § 9% a9R § grmEwn
(equilibrium) T ¥, S+ TA ~ TR =1 + G W f&=R
RV | 59 FHIAT HY Herra § ey fh
FAFHIE HH H ToRhIEE TR0 3 TRomrEsy

P.T.O.
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fifrera w9 & qoi shrsfen smse @it | 5t Wi

F e ¥ g8 of 9ugmu & w9 9
F TR Q0 TSR | F9 T & a9 srefeaedn
W yuE gEa &, (SF @ el § ue
dife fF dfw At § FE Terw TRed
(accormodation) &I fan Smar #1)

1s-LM Hiea # Tsnra fifa qoes @ oo
FI WEEW ¥ W =E H gfs F e

ftomrEEY 3TF | B arelt gfe |/ Shed aweft
FEXO YUNEH (transmission mechanism) ® WT=@i
h(gﬂﬁﬁnﬁm%uﬁﬁﬁwﬁw),
b (e #1 == & wfa Sagaeferan) o &

(R F Wi R s F W)

ofie w1 fade wifw
Q' Jehfeas W’iﬂﬂﬂ (contractionary) anfes

et w frer #ifve) & & AW sTeA
1 T WA A9 qEd ¥ mEe @ ol H
Jfig | T 1S-LM 501 ot e | 57 Sehfedeh
Hferd & wfomEey oM, =W &4 9 faw

W Yed g yuEl @1 faaem wifsw)

O

®)

()

(13) 7496
W 3= Bd 81 AD-AS T H HEEd 9

gy & 3 oo e yeR wa: @
. (automatically) B<T B HFA ¥
Gy 39 9fEA T oFm FH R O?

- (i) TR FER H STTH-T3 (bonds) FHI BE I

ww@mmfmwumam-? |

‘gsit @t qot foefteran & we feer fafwra g gomedt
(foor i W) & srla OF T G A SR

mﬁaam@ém%,aﬂtwmﬁr&mﬂﬁm

% yftafda #3 & qoia: swure & St ¥ wg ™
i@rﬁﬁu@ﬁqﬁﬁW:wﬁréﬁ’r%i'ﬁm
T 9@ } "o ¥ 2 wuEEn)

o fafma @ fulon @ A gfesm 3 sEar
fre v faoelt g1+t omgfd wt g H
R g W e fafe @ fsifa
wT R O?

iy 3 gl B srEn fer fafva ot o
P STATA PTH TEA | T RS TR S
¥ ?

P.T.O.



®)

(©)

(@)

R 7496

(if)  What is the shortcoming of this process ?

(7if) What is the impact of an open market purchase of ;

bonds on the adjustment process ? 4+1%+2
‘A nation loses control over money supply under
fixed exchange rate regime with perfect capital mobility

(at constant prices), thus making monetary policy

completely ineffective in changing output. However .

fiscal policy is fully effective in this case’. Do you agree ?

Explain. ' 7.5

()  How does domestic money supply vis-a-vis the foreign
: . T

~money supply determine the exchange rate in the

monetary approach to exchange rate determination ?

(i) H‘ow does a BOP deficit arise according to the
Monetary Approach under a fixed exchange rate
regime ? ' 4143

() fer fafma w2, o=d w9 Fme =) o
fer facelt wima wR ot © srdemaeen w
fomm =ifsw| 7 elifsu ff srderarar groy

# qoi YS9 SAIR Fqert 1 oo § ot |

T Fradi # iR & HRor AT 3 =R

(c)

(@)

(5) - 749
(i) HE ® W& qRAT faEI (strict quantity theory
of money) & ISR (monetarism) B T S
mﬁﬁqlﬁm%maﬁmﬁwﬂ
T U 7 39 fFY W 1 Hifersg oo
THA H ?
HA T R WER a5 F gfen W g e
H 9fg (balanced budget increase in spending) FT |
TR =78 G |/ 9gF ¢/ B o1 § a9 9 91y
T F T F R W R gfs A e ¥
IR F URfNE R W AW T wa b
() AD TH T YW F TIMEU|
(ii) =i S H egfer st Hifa & gfiomgersy
Wammmmuwmﬁéﬁ
FHify |
(iﬁ)m‘é‘q’ﬁqﬁtﬂ'wﬁaﬂqm@ﬁq@aﬁ
wrawfaéaqaﬁﬁrqr
(iv) ﬂﬁ%‘q"ﬁaﬁ‘{aﬁﬂﬁq@ﬁlﬁmcmﬁﬁﬁﬁ
W@ 9T () B IR A

Assume that the economy starts at the natural level
of output and there is a decline in government

expenditure.,

P.T.O.



(b)

(©

(@)

)

(i)

(i)

()

(i)

Go)y & ' 7496

Using the AD - AS and IS - LM diagram, show what

happens to output, price level, interest rate and

investment in the short run and medium run.

What happens to the unemployment rate in the short

run and in the medium run ? 6+1%

How does an individual get rid of the ‘signal

extraction’ problem ? What is the effect of this :

problem on the labor supply curve ?

What are the properties of rational expectations ?
3at4

Under what ci.rcumstlances, according to the Keynesian

IS-LM model, changes in goverment expenditure

would not be necessary to offset fluctuations

private spending. Why, according to the Keynesians,

this is an unlikely scenario ?

Explain why the ﬁodel inconsistency problem exists

in adaptive expectations. A3l

H ifu fF aedoraEe SOR ® TEHE WOE
Wmm%mmmﬁﬁm@?ﬁ%

U}

AD - AS A 1S - LM T@fas ®1 Ferad | S
fp TEFEE q BEHE § IR, BT RN,
=TS @ 9 faw W #® A9E TeW ¥ ?

(a)

(@)

(i)
(iii)

()
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3 steferaed ?q ©@m STUT (sacrifice ratio)
R 2

A e fF e e # o wrehfae
W Y AA 1= 12%. BRA % 10 FwI@
%R 129 TR o FTE S ¥ qm
[ Y U FH G SO FI G T TH
IHRT YT & A TF e fog S @,
@ @ 5 TR o FH B 2% T T A
et | ;
H‘ﬁﬁr,ﬁl,:ﬂ%ﬂl:ﬁﬁﬁ‘{ﬁmml.
F=g FF B @ w1 g H fEa T
wwmmﬁmmq@n ?
1 =Ed fafed @ S 9 () B S I
® EY T ?

afe F=<a T FE 9o Sed | wE T
TR @ oM W ¥ TEE <N 2

Consider an economy characterised by fixed exchange
rate, flexible domestic price level and fixed foreign
price level. Suppose thé economy was initially at full
employment and trade balance. However, a fall in
exports resulted in unemployment and trade deficit.
Using the AD-AS framework explain how the

problems can be overcome automatically.

PO,
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G e &9 wR € oS0 W = el -

o # A s frgel W e @ A
S #1 feg aftfe gfg gt #t smavawar
et ?

(i) W ST foR 2w B e @ e A gEw o

(second baby boom) 3Tl €1 afg = v =+
3fe W # T wfvm fagedl =t sfg ot &
@ 39 T & fram § s uftads srifem
m%?ml
A eftfse fe frfasm a% i g & .
n, = mnS +0.1-2y, & n°=6n . TF e fF oo
1 HA Y 1AM S R Sie Y e we
H STt Wik S B sUeR ¥ aw  § wifred
SIS 1 &1 1 FH Fh 3% T o 9 39 g9
%m'wwmmﬁaﬁrﬁvhaﬂﬁ%:
() SRS F owpfaw X Fm T ?

() T 4, 41, 42 B THIfG T T A HIAC
(iiiy MO = 0 W HEA THATT & ? GHARU
0=1% 4 W T F IWM W)

A efifse fF fefas o o, -1 = - (@, - 5%)

T a9 | TRfa R o =n, .

)

(©
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(i) VST & W W TYHE g THFA § 5490
guE ged ® ?

() WRT FTSHST B THE (signal extraction
problem) ¥ foFe THR geFm w=n W@ § ?
wmmwﬁqﬁﬁmmumﬁm
® 2

(i) THETd gt (rational expectations) F F

o § 2

() H=MA IS-LM Hied & FIER e uffeafad
H froft =@ # 3aR-wg@ & wuE 1 frw
(offset) T & TR =9 A g mavas
T A 2 S adeferl ® sMER TE
ww e fefa =G § 2

(i) HHFATRT IED Wﬂ?ﬁ'ﬂ maﬁ (adaptive
expectations) ¥ Hieet 3T§H"'IT‘I?IT (model inconsis-
tency)ﬁmmﬁfﬁamﬁﬁm% ?

Suppose the Okun’s law for country X is given by :

-8, = 04, - 3%)

()  What growth rate of output leads to an increase in
the unemployment rate of 1 percentage point per
year ? How can the unemployment rate increase even
though the growth rate of output is positive ? :

P
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(ify What yearly rate of growth of output do we need
if we want to decrease unemployment by two
percentage points over the next four years ? -
(iif) Suppose that the country experiences a second baby
boom. How do you expect Okun’s law to change if
the rate of growth of the labor force increases by
two.percentage points ? Explain. 3+2Vat2
Suppose the Phi;Iips curve is given by, = m,° + 0.1 -2z,
where 7° =l81t,._1. Assume 0 is ‘equal to zero. Suppose
that the rate of unemployment is initially equal to the natural
rate. In year ¢ the authorities decide to bring the unem—.
ployment rate down to 3% and hold it forever,
(9 : What is the _natural rate of ;memploymcnl 2
(if) Determine the rate of inflation in years f, t+1, t+2.
(iif) Is the assumption 6 = 0 justified ? Explain. Answer
the same for 6 = 1. 2Yrt2Vat2Vs
Suppose that the Phillips curve is given by
n, - m, =-(u, - 5%) and the expected inﬂétion is
given by n° =m _,. -
(/) What is the sacrifice ratio of the economy ?
Suppose that unemployment is initially équai to the

natural rate and @ = 12%. The central bank decides

(a)

-

(9) 749
that 12% inflation is too high and that starting iﬁ
year #, it will maima‘in the unemployment rate one
percentage point above tpe natural rate of unemploy-

ment until the inflation rate isr decreased to 2%.
(i) Com-pute the raté of inflation for years ¢, t+1, t+2.
(i) For how many years must the central bank keep
| the unemployment rate above the natural rate of
L-memployment ? Is the implied sacrifice ratid consist-
ent with your answer to (i). :
(iv) What advice should you give to a central bank if
it wants to achie.ve the same results quickly ?
1+3+2+1%

nﬁﬁﬁﬁﬁﬁ%ﬁx%gaﬂmmﬁmﬁmm

L i

u - u, = -04(g, - 3%) :

() Zar ® fFE gfs ¥ e # oS H
g 1 whe fagel w9 afs e 2 SR
#FI gfg W F Y T & qENE SR
R frw R w7 TR ¥ 2

P.TO.



