
5167 24

12. According to the model introduced by Dornbusch,

describe the time path to a new equilibrium exchange

rate when the country unexpectedly expands its money

supply. (10)

ddgu aa cqr frs w {frd + s-dm, tr{ *r qrflIFrd

sc t ssft q-{ ar{tr 6r EtrR o,c<r * * {fi {fl-{Fga-t

frfraq q( d qqq qq qr qdn dfrsr

13. Assume that the economy is hit by a permanent

negaiive aggregate demand shock. Use the 3 equation

model to give a detailed period by period explanation

of the adjustment process. (10)

qmfr fr 1qrfr ;{6RFc6,Eilcr.rrf6,+ eqrR-d

ir vqr*s-t ctrqr d wsB-Er-ir<fu ftq< qrsr t* *
ftq g (46{sr frso q,r sq+.r d&qr
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e. tyqqa{aqdt{furyfrn* I

s. nunur*a-grasciqA rtqft* r

4. Etrnrr-.t; rrry<t qilfi qrEARifr \o. qqr{afrq,AR-{
q{tvflt sr clq{ qq, fi AqT qtq r

SECTION A

laloig i5-

Question I is compulsory.

nftr qHsI{tr

(i) The bilateral spot exchange rates between the

Bahraini Dinar (BHD) the Canadian dollar (Can$)

. and the Russian Ruble(P) are quoted as follows:

CanS/P = 1.5

BHD/Can$ : 5

BHD/P = 7

If an arbitrageur starts with 50 Rubles, then how

much will he gain in a single round of arbitrage?

(a) 8.33

(b) 6.66

5167 23

fiqRRil ct stu.( eqff fr&s:

(o,) tm sr€ +ii ffR

(€) irfufq{ qr B€Rfts nqn

(rr) ft-ffq vo'e $ qnur

11. (a) Examine the role of portfolio adjustments in

exchange rate determination according to the

portfolio balance approach.

(b) Discuss the implications of an increase in the

expecled appreciation of the foreign currency and

an increase in the risk premium on foreign bonds

in the extended portfolio balance model. (6+4)

(c,) *€dfrd E-g-dq5ffiur * oX<n, frftqq q{ ffriftur

n frSfr* qqrqtw+ * IFsr d qrq dftqr

(q) ffid *CdM +& itua { fr+ff Tcr d ntkd

Te1E *{ E+S crB rR *k{ fiRc{ + yk +
fiM vr q-{t dfrqr

2
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9. What are the limitations of conventional monetary

policy during a liquidity trap situation, and why? Derive

the LM curve in the presence of a liquidity trap.

(2+3)

EcoHI {uro ftrR a +tr< cRcR6 *eq' ffR S ffi )

wr I gtr d? rcor<r Ffla d sqffi + RarFI q6 nlql

nfrfrql

SECTION C

tFtvg ?t

Attempt any 3 out of the following 4 questions. Each

question carries 10 marks. (3x10=30)

ffiFr . vE) + * ffrd r cr] 6] Ed frfrqt r-4o,

eaapgdmil

10. Write short notes on the following : ( l0)

(a) Beggar-thy neighbour policy

(b) Hysteresis effect of overvaluation

3

(c) 3.57

(d) s.43

<rtff A-{R (M) sqrsr{ did( (+{s) ft Fft

Efl (P) + fr ffic de Gfrcc A ffikc w
t uge d zrt l:

Can$/P = 1.5

BHD/Can$ = 5

BHD/P = 7

qP dE rm-qsro, 50 Err t sRq .6-Gr *, * 3+

rct-qq< * s6' Ek + fr-<cr EIq ftII?

(6) 8.33

(€) 6.66

(q) 3.s7

(q) 5.43

(ii) What is the purpose of a crawling peg exchange

rate policy?
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(a) To maintain a fixed exchange rate with
minimal adjustments.

(b) To depreciate the exchange rate at a rate
equal to the inflation differential.

(c) To allow the exchange rate to fluctuate
freely based on market forces.

(d) To stabilize the exchange rate through

government intervention.

dfrq trr Rfr{q q( fiR qr s?rq wr *t

(q,) a+tr {qr+q-{ + qnr v6 ffkd frft{q {r
il;ng Tfffi

(ta) g*rdR + *+t t mIIil E{ qr ftftqq E{ 6T

r8[s{ s'fir

(T) qrff fr nfuil * srqn w frftqq E( i Frd
w t wrn-qars * s-{qR ?iT

(u) vcort EKAc + qnrq t trfr{q E( 6} fu{
r6-Gfl

(iii) A depreciation causes the trade balance to look
likeaJbecause:

2t

qqdhq fttrfits*t qffi{y(scQmr frcRhcr
B ron d qfr t fta,rEq-{ Eeir y$n?r inrr ssrldr *r ffi
+ tff R-qc rR irar <rfit :rtr + rqrs d qrsr d&sr

Consider'the change in the debt-GDP ratio equation.

Under what conditions do you think the country would
resort debt rescheduling/haircut/debt repudiation?
Explain the rationale behind why the countries would
opt for such mechanisms even when they are aware

about their consequences. (3+2)

aq-ff&ft rtq( {fr6lq i qrars q{ E-qn dRsr ilcA
q<n fr-<vfiffiit-i trr aor gaftrtrurzq-etfrzaq eryfr

6r rurrr +fl? E{+ fr& qr rd ?cq dfrs tu t{r ti d+
+1 s.it- C+t ucB' s+ E{+ cRurri * qt i qdr ir

"The commitment to maintain a fixed exchange rate

makes the money stock endogenous". Explain this
statement in light of the Mundell Fleming model.

(s)

"cfi ffR{d AR{c E( q{q rq+ 6 rfuc-{dr T{r ,rgR *
ffilft firft *'r ilc QEq dfcd + qr+6 { sq Err{
6 qrgt dfrqr
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4. Write short notes on :

(i) Taylor's rule in monetary policy.

(ii) Monetary Rule in the three equation IS PC MR

framework (2+3)

frqfrfr( c{ RfuR Fqrft frRss:

(i) {F6 fffr t ttr{ cr ffqqr

(ii) fr{ Tftolot* qr€S€ ftS vffiE arqr } clpo' frcc

Describe the concept of cyclically adjusted deficit and

its significance in fiscal policy evaluation. Briefly
mention the steps in the construction of the cyclically
adjusted deficit. (3+2)

qffq w n {qrAfud sA fr dsurtw ft rrqo}frc ffR

Tqt6-r t vct qrs 6r qfr d&qr qffq w + <rdfud
qA + ffiq * qqfr 6r <&q + vR€ dfrqr

Explain how the Ricardian equivalence proposition

suggests about how the consumers respond to changes

in government deficits. Explain the impact of high
government debt on capital accumulation in the long

run. (3+2)

5167 5

)

(a) The short term and long term volume effects

of trade adjustments run in the same

direction.

(b) The short term volume effects of trade

adjustments are quite substantial and thus

outweigh the price effect,

(c) The short term volume effects of trade

adjustments are quite small and thus do

not outweigh the price effect.

(d) The long term price effects of trade

adjustments offsets the volume effects.

Tcam + t[RUr ErFrR nga-r I (-go P€Rr t @h.:

(t') qqnvqr*q-+* uiq6rft6 *tffffioqrn
vqrs v.[. 4 frm + rrq+ qrt fr

(u) qqt T{r+s-{ + irf,clfrm' qrdT qqrq qi6
rr€$ *e t *i w ron qa rqrq t sfro,

*til
(.r) qqn r{r+m{ + qiqflft-*. qrdr yinq 6rfr

Ae *+ t d( rs rsR frre yqre t ses'
<& g]+ *r

5
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SECTION B

EIOJg Gt

(s) qrqr <tr+s{ * ffffim Ts cqs, qat nqrr

q] qqm m i:il tr

(iv) Assume that the current spot exchange rate

between the US dollar (USD) and the Euro

(EUR) is $1 : €0.90. Now, consider a three- )
month forward exchange rate to be $l = €0.88.

The € is available at a _ against the

US dollar :

(a) Forward premium of 8.88%

(b) Forward discount of 8.88%

(c) Forward discount of 6.88%

(d) Forward premium of 6.88%

crr dfrq fr siftd jf-dr (W€) *r 1t (Eux.) )

+ Aq d{rr de Gfrqq q( $l = €0.90 tr rs, fl-{

{A} fr fiff{ Efrqq et q} st = €0.88 qlHsr

slRft1 ifdr + !o,r+e € 

- 

.n 3ttaaq *:

Attempt any 6 out of the following 8 questions. Each

question carries 5 marks. (6x5:30)

ffifuc s nl* i t ffi e vri c] ro +ltuqr vA6

rr< o srd 6'r *r

How does a devaluation of a country's currency affect

its trade balance and aggregate demand? Use the AD-

AS framework to explain your answer. (5)

ffitsr d 1qrtl irsts{, w*ermwger< sfu Wqm
d ++ eqF-d q'cm t? qc+ sm d qrer o<+ + frs
AD-AS *ffid qir sq+{ frfrsl

Briefly explain the difference between absolute and

relative purchasing power parity theories. In the light

of above, explain the Balassa and Samuelson effect.

(3+2)

ftta uk wlq 6q uk qr<r R-aflt^ + A=q q-fi d qec

t mar<gr sqtffi + flAq +, crdmr st tggfim vm
A qrqr Sfrqi

2

)3

(m) e.eex tt sfu{ fffrq{

(ie) s.ss% d utu q1

P.T.O.
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(a) I-C,II-D, III-A, IV-B

(b) I-B,II.A, III.D, IV-C

(c) I-B,II-D, III-A, IV-C

(d) I.C,II-A, III.D, IV.B

ffifu+ qir fi'drr dRs:

1. ff gw<

tt. d{ ff tnr

tll tt- ftmr$ clrre

IV. atf, d( d-{s{

(6') r-c,rr-D, rrr-A, rv-B

(€) r-B,rr-A, rrr-D, rv-c

(rT) r-B,rr-D, rrr-A, rv-C

5167 7

)

(T) 6.ss% 6 qtu{ q{

(s) 6.ss% ff stuq flfrqq

(v) An investor in Tokyo is considering covered

interest arbitrage between Tokyo and New York.

The investor observes the following:

Interest rate on three-month Treasury bills in

Tokyo: 2o/o per annum

Interest rate on three-month Treasury bills in
New York: 3olo per annum

Spot exchange rate: + I l0/$

Three-month forward exchange rate: *l ll/$

What is the covered interest arbitrage margin

(CIAM) in percentage per annum?

(a). -t.0%

(b) -0.5%

(c) -0.8%

(d) -1.9%

A. srd ak aur

B. E{rEisr (qr{ cff{"

C. Erdratgfl{tg c1A6'

Effiq
n. {Eq.ffm

)

(q) r-c,rr-A, rrr-D, rv-B

P.T.O.
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M t co, Bt{r+' ffi ft Wd + q-q q''"{€ qrw

ro-t-qqq q( A-qR q( ru *r Rt{r6 ffifuc q+
q( tel" ?dr i.

M X 6O{ff}+ int Ro tn qe q(: 2% rfr
sS

qfit I ftrcff+ * ?gt frd rR ercr s(: 3% rft
sq

de Afr{q q(: Yl lo/$

fi-{ {ff+ fr sfu{ Ffr{q r<: +l I l/s

cR q{ cRffi + q'c€ qrm urE-d {ffi{ (frsr{sc{)

wr ti

(6) -1.0%

(e) -o.sz

(T) -0.8%

(q) -l.e%

(vi) Which of the following is NOT a limitation of
the absolute purchasing-power parity theory?

t7

im a qt coo fr ffi *t rooo + cR'sqft *
ftfusqteoofrffiftrooofrirslfu
*r n *r B 6r tfr sqlqm in"tl:r: 

- 

*r

- 

t st 3{+ B-iit-{ {flrd irT I{t:

*t-il

(u') 10% stq zo%; lo *r s

(€) lr.ll%, 25olo; 9 *< 8

(?T) lo% *< zoz; q *r s

(v) tt.t t%,25%;10 ntr 5

(xv) Match the tbllowing :

I. Robert Lucas A. Deficits and debts

II. John B Taylor B. Surprise Supply function

8 5167

))

)

III. Barro- fucardo

proposition

C. Monetary Approach to

Balance of Payments

IV. Mundell and Johnson D. Monetary rule

P.T.O.
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q:refr w ffiTtr(tl, affiqd'qrtverq6-dr

i qk o vrnqr zrqr.rfih l, clT t ft ffifa s qq6

&n * tq H{ t HI qMr *Irr

(t,) AP/P : AW/w - Aola

(€) AP/P = 
^w/w - 

A6/6

(q) 
^P/P 

: A6is Aw/w

(q) 
^PiP 

- A6/6 
^w/w

(xiv) Bank A has liabilities of900 and assets of 1000

and Bank B has liabilities of 800 and Iiabilities

of 1000. The capital ratio of A and B are _
and _ respectively; and their leverage

ratios are and _ respectively.

(a) l0% and 2O%o; l0 and 5

(b) 1 1 .1 1%, 25o/o; 9 arn.d S

(c) 10% and 20o/o;9 and 8

9

(a) It ignores the capital account

(b) It does not consider non-traded goods and

servlces

(c) It fails to account for transportation costs

(d) It accurately predicts exchange rates in all

situations

frqRfur n t *c {d r,q-lrEil tr-dr M{ fr ffct
q& *?

(a) qs tff qR d sin 6cdr t
(q) qa ft-qrqrno Eqiit iltr *cta} y( frsR q&

6Tff }

(u) w vR<r< aFFT ifir frn{ }+ t frqE {rdr I
(u) w <Q RM + frR{q qil fr t0-+, qliw<roft

16.((II *

(vii) What is the primary effect of open market sales

of government securities by the home nation's

moiretary authorities in the portfolio balance

approach?

5167

)

)

(d) I 1 . I lo/o, 25oh; l0 and 5

P.T.O.
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(a) Decreased interest rates in the foreign

country

(b) Appreciation of the domestic currency

(c) Increased demand for foreign bonds

(d) Reduced risk premiums on domestic assets

+eFr&wgffiurn *qt{r * *Rt, stffiql
m((6rt 

"frrtfr+ 
fr!ffi crdRi ft-ff 6T vrqfi-6'

nrnq Er *?

(o) fftu d qrq qt t qff

(e) aqw { Fstr

(r) R?it cr$ 6 q.dfr cFr

(q) +qcRffi q{ fitu{ finq{ lt'ff )

(viii) How does the debt-to-GDP ratio change over

time if the primary deficit is zero?

(a) It decreases at a rate equal to the real

{*ffin, qs ifd( * qEt ao wt ffi tr rrgau}
d crts Cfffr ffia q,r qffiq qt+ srdr {Hr vrdr *t
qR ii{r + 1ar srn ?rr t rt wsE d tox 5rreffR

*fr *, u-cfr' tqi d Ust cre ?v t lardfr 20%

*S *, + <{ frR{q qt wt *lht

(6) 160

(€) 87.28

(Ir) 40

(q) 73.33

(xiii) Assume that W is the money wages, 6 is the

productivity per worker and o is the margin

charged, what would the change in price level

be assuming the margin o. to remain the same

(a) AP/P : AW/W - Act/a

(b) AP/P = AW/W - A6/6

(c) AP/P = A6/6 - Aw/w

interest rate
(d) AP/P : A6/6 - AW/W

)

10

))

P.T.O.
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(c) Crashed

(d) Teaser

q-q qrrs H {g qt * te i sDE A unr l, fr
Err6 d ifi-6r umr *

(o)fi'sr

(€) irsrarr

(q)*w

(v)flm

(a) 160

(b) 87.28

(c) 40

11

(b) It increases at a rate equal to the growth

rate of output minus the real interest rate

(c) It remains unchanged

(d) It increases at a rate equal to the real

interest rate minus the growth rate ofoutput

qE qrqRo, srer rlq * d zur-*-ff&fr rgqrd $rq
* qrc +* qR{ffi'd *dr t?

(o) w twRt, qB rt + nqm E{ q( q.dr *

(s) w vercq d gE q{ + <rRfr+, ardT at +
qere * (cr{ er t Tdil *

(rr) <r snRafik rrn *

(u) w <rwRo qrq er t g-tqr<< fr gA <r d
qcrqdrrcFrEt+{6dr*

(ix) Unless satisfied domestically, an excess demand

of money would result in an _ of reserves,

or a balance of payments under the

fixed exchange rates and a 

- 

under flexible
exchange rates.

) )

(d) 73.33

P.T.O.

(xii) At present 80 rupees exchange to a dollar. These

currencies are assumed to be following the

relative PPP theory. What would the new
exchange rate be in case the country with dollar
as currency witnesses 10% inflation in this period

as against the one with a rupee and inflation of
20o/o.

5167
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(a) inflow, surplus, appreciation

(b) outflow, deficit, appreciation

(c) outflow, surplus, depreciation

(d) outflow, deficit, depreciation

ws (6 *(Ki cr (gq { *, q* * flRRfr qr.r

* qfummlr qvsR 16r cr frr( Efr{q <lt

d erc 

- 

T.rdrr{-Sdr ifltr E*ff Rft{c <t
* erc 

- 

*mr

(o') urre, BrfiAq, Tdgtr

(ra) effia, vm, lugk

(r) effir, qeiq, TsEm

(u) <E-eir, sr.r, {sdm

(x) In year l, the debt of Y has been incurred by

Tanmania. It intends to repay the outstanding

debt fully in year 2. Given the interest rate of

w, what should the primary surplus in year 2

be?

(a) ( I +w)

(b) (l-w)Y

(c) ( l -w)

(d) ( I +w)Y

q{ r d, nqrB{ .r{ Y frr cd d rrq *r Ecor Ea{
q{ z { Tsrqr EE d ft t-ta t gtr} 6r ir w d
qrm E{ + gfur(, q{ 2 + qmR-fi s8riq fr'd-dr +{r
qBs?

(r') 1t+w;

(le) 1t-wyv

(r) 1t-w1

(u) 1t+wyv

(xi) When the value of the mortgage exceeds the

value of the house, the mortgage is said to be

(a) Ninja

5167
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(b) Underwater

P. T. O.
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