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E**Raffu
t tt cFr-rrr + ft{+ ff scr ts {s ffi6 s6 q1 sq{

rgorroRfrV r

2. zt6 Ir;r q?r *;r q* { ftnfud * r

3, ilqRq+il€+Etqriq+{r6*fr r{qRt r

4. wcFr-q?r yat lftff qrEff ffi s6,qrcl+aftq,Afr-{
rfr stn) m qrqq ss fr acr qtBs r

Section A

Question I is compulsory. ( I 5 x2:30)

(i) Rise in market power of firms through mergers

and acquisitions will lead to

(a) Rise in unemployment rate and fall in real

wages

(b) Fall in unemployment rate and fall in real

wages

(c) Rise in unemployment rate and no change

in real wages

t7 t7 23

13. Given the Phillips Curve

\ = nl +0'2-2rtt

Where n, is the inflation rate in period t; ,r; is the

expected inflation for period t and u, is the
unemployment rate in period t

(a) Determine the natural rate of unemployment? ( I )

(b) Assume that ,rf : orrr 
r

If initially unemployment rate is at the natural rate

of unemployment and o = 0, the government
decides in year t to reduce unemployment to 57o

and keep it there permanently, calculate the

inflation rate for year t, t+1, t+2 and t+6. (2)

(c) Do you believe the answer given in (b)? Give
reasons. (2)

(d) Now suppose in year t+7, cr increases from 0 to
l, with the government still aimiirg to keep the

unemployment rate of 5o/o indefinitely. What will
be the inflation rate in years t+7, t+8 and t+9?

(3)

(e) Do you believe the answer given in part (d)? Give

reasons. (2)

7
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ll. Explain the polioy ineffectiveness proposition by

discussing the statement, "The behaviour of output is

unaffected by any predictable countercyclical policy

implemented by monetary authorities. "

6-q< q( Td 6-{+ fiR $lrrrftdr cRrs 6 qrqr 6Rq,

-Yf,MFT ? EFT6R qIIFS SIIFFIRqI ERI ?6TqTT<d Ii6-qI qI

{sfIclfrd cffiq {fr Q actrlR-d *r'

12. Using Friedman's Permanent Income Hypothesis,

. explain how this model of consumption behaviour

accounts for findings from cross-sectional budget

studies, which indicatg that the marginal propensity to

consume (MPC) is lower than the average propensity

to consume (APC).

s'r{s+{ fr srfr flrq qR6ffiqr q,r sq+{ o'ti gq, c[ TdEi

fr scqt r Ent6T( rfl q6 drd *i(-+firq.d {tr sErqc}

+ rr< fiqfi d 4t qn t ten *, d] s{'filr * fr
ffid scqlr ryR (qqftfr) irt{-d i$fur rEft $frfr) t
6'q lr

(d) Rise in unemployment rate and rise in real

wages

(ii) Under the Permanent Income Hypothesis, how

does the ratio of consumption to income (C/Y)

during an economic boom compare to the ratio

of permanent consumption to permanent income

(a) C/Y is Higher

(b) C/Y is Lower

(c) Both are Equal

(d) They are Incomparable

(iii) Given a I5oZ markup by firms over costs and a

wage-setting equation W:P( I -2u), where u

represents the unemployment rate. What is the

natural rate of unemployment?

(a) 0.045

(b) 0.052

(c) 0.06s

1717 3

)

(d) 0.055
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(iv) According to the Phillips Curve (assuming cr:1),

if the natural rate of unemployment is 5olo and

'the expected inflation rale is 3%o an actual

unemployment rale of 4o/o would be associated

with an inflation rate of

(a) 3o/o

(b) 4%

(c) s%

\d) 6%

(v) The proposition that in the medium run, changes

in inflation are reflected one for one in changes

in nominal interest rate is known as

(a) Consumptiot puzzle

(b) Policy ineffectiveness proposition

(c) Fischer effect

(d) Lucas critique

(vi) In the AD-AS model, if the investment is more

responsive to changes in interest rate, then the

.short-run impact of expansionary monetary policy

is

t717 2t

Section C

Attempt any 3 out of the following 4 questions. Each

question carries l0 marks. (3x10:30)

ffikc 1 nr* i t ctt r *a 6q d&sr r*o vr<

ro ta 6r ir

10. .Assuming flexible prices and that the economy is in

medium-run equilibrium, evaluate the effects of a

decline in consirmer confidence (resulting in reduced

consumption at any given level of disposable income)

on the positions of the AS, AD, IS, and LM curves in

both the short run and the medium run. Additionally,

explain the impact on output, interest rates. and the

price level in the medium run.

ffifr ffi d qq+ gv *r w rnt gr fr a{qq{qr qqq

qstu * {-Ed-{ n *, scqtftr Gr-{rt + ffr<Tc (ftrt*
qfunrrcqsq c+q srq + ffi fr RR yt €qlt q'{ A qrft

*) + eqrd ,5r Tsr6-{ dfds, * qiatqB Bft{ at:r{ wfu

ffi i es, AD, IS qk LM {6} d ffi ct.r.s:dr lr {ff+
sRftffi, qum sqfr i yflrdl'{, qrs Et tk {FI RR rR

grlrq z6I qt{q[ ?6[Ggl

4
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ffifur (ftfisr vs strq-+*qr qr qot{ q''A *

mgt 6r ff4t: u, - ur I = -0.3(gr,-3%)

ftRra rft-: ft, - ftr. t : -e, - 4%)

IFr{ :llftl : Byr = g,n, -tr1

qET' gmi, t rFrq i !r;r d gk q( I g",, t rr+ { ursege

d gfr E{ l, r,, t yre + T{rRfifr d e{ * st{ u,, t rFr.r

+AMfrs{*r

(m) utuew * ftq qtuclT olcn ut ttw.rrfr d errR-6

E( HI I?

(tr) qA tM Et YrfRF Et * q.<rm i, ft T(IfffR
c( s% tt rsrrq * EA <t qlr T{r flr$ d Etr
q( scT t?

(u) ffi dfts tu tuRd (€) * qrrT *c we s{ v }, )

sffi T*Sfr Et d ax 6qi q.,{ 6li ft s+ {e
*1 6 6q *8q- ffi or gcftr olt *r gt 1ErdR
q( 6) H gs ft frfr"g q-fi 6r ss+.r 6,A gs,

q{ t, t+l *t t+z i tM s{ t crq sqr *cI
qrBsr

t7t7

(a) greater for prices birt lower for output

(b) greater for output but lower for prices

(c) lower for prices and output

(d) greater for prices and output

(vii) According to the Rational Expectations
hypothesis, if the government announces a policy
to reduce inflation. individuals will:

(a) Ignore the announcement and continue with
current expectations

(b) Adjust their expectations immediately based

on the new policy

(d) Increase their spending in anticipation of
higher prices

(viii) Inlhe Fischer intertemporal model, what happens

when the real interest rate falls

(a) The indifference curve becomes steeper

5

(b) The budget line becomes flatter

P.T.O

(c) Wait until inflation actually decreases to
change their expectations

))
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(c) The iddifference curve becomes flatter

(d) The budget line becomes steeper

(ix) In the Modified Phillips Curve, an increase in

unemployment above the natural rate will likely

cause

(a) A rise in inflation

(b) No change in inflation

(c) A decrease in inflation

(d) A rise in expected inflation

(x) Which among the following is not an assumption

of the Permanent Income Hypothesis

(a) Covariance between transitory consumption

and permanent consumPtion is zero

(b) Covariance between transitory consumption

and transitory income is Positive

(c) Covariance between permanent income and

transitory income is zero

(d) Covariance between permanent consumption

and permanent income is positive

t7t7 19

9. The following equations describe an economy:

Okun's law: ur * ur, = -0.3(gr,-3%)

Phillips Curve . fit- xt r = -(u, - 4%)

Aggregate Demand: gy, = 8.r - r,

Where g,", is the growth rate of money in period t; gr,

is the growth rate of output in period ti 7rr is the

inflation rate in period t and u, is the unemployment

rate in period t

(a) What is the sacrifice ratio and the natural rate of

unemployment for the economy? (l)

(b) If the unemployment rate is equal to the natural

rate, and the inflation rate is 8%0. What is the

growth rate of output and the growth rate of money

supply? Q)

(c) Suppose that conditions are as in (b); when in

year t, authorities use monetary policy to reduce

the inflation rale to 4yo and keep it there. Given

this inflation rate and using the Phillips curve, what

must happen to the unemployment rate in years t,

t+\ & t+2. Q)

6

)
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Explain the differences between the labour market

model based on wage-setting and price-setting

relations and the traditional labour supply-demand

model.

T{r$-futwr att 1r-Mwr rss} q( f,rqrtd qr qrs6

{rd strq<vfu ry{ flTffi-ctrdird+*q ffi6qr@r
dfrqr

Applying the arbitrage argument to financial
investment, show that the price of stock is the present

discounted value of dividends the stock will pay.

A-frq ff+{r qr qurerm nd eqott gq, cE q$q ft d.o,

d fr{d dq aa grr-dm ftq ut+ sre arrrrur qr qtqm

qe tdq *t

Inventory investment is highly procyclical, rising sharply

in booms and falling in recessions. Explain

EaF fffu rflfro Tfiq *, * tfr + +fr t T6dr * flt{

Tfr i frr.dr il qqr dfur

(xi) The Life Cycle Hypothesis implies that, in
aggregate, an ageing population might lead to

(a) An increase in the national savings rate

(b) A decrease in the national savings rate

(c) No change in the national savings rate

(d) An increase in consumption by the young

(xii) Which of the following can help reduce the short-

term cost of disinflation

(a) Flexible wage and price-setting mechanisms

(b) High inflationary expectations

(c) Increased government spcnding

(d) A surprise increase in inflation

(a) When it is impossible to make an economic

profit from trading

t7 t7 7

6

1

)8

P.T.O

(xiii) Under what conditions are financial markets

considered effic ient ?
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(b) When ii is possible to make an economic

profit from trading

(c) When the prices of financial instruments

do not reflect all available information

(d) When there is a moral hazard issue

(xiv) Which of the following is not considered when

calculating the desired capital stock?

(a) Average productivity of capital

(b) Interest rate

(c) Rate of depreciation

(d) Capital gain

(xv) If Tobin's q is greater than I, what does the

stock market indicate the firm should do?

(a) The firm should invest in more oapital

(b) The firm should disinvest

(c) The firm shquld not invest

irffe siflrl fr cFfi-flqr d c6, vT€ iflrdtfir qt * fr
Esfr Tdi5qt{ Utrd qsR( E} xc-fr fi a-drtw intn

gHur E{ Ci 6} +* vdfua q,<r t st{ Ed qttr *?

Explain why disinflation results in a period of higher

unemployment. What argument does Lucas make to

suggest that the unemployment costs associated with

disinfl.ation can be substantially reduced?

Trees fr $IdR + Yk + ctutFrc{ss ftM 6 ficfr

dt iff il E6rt cE Sars tt * frs HT FS +il t fr
T{rdR+gStMEr{rd 6} ctfr rq rornq ftarqI
(6il l?

Using the intertemporal optimisation model of
consumption, demonstrate how the trajectory of
consumption over time is influenced by the relationship

between the market rate ofreturn and the individual's

discount rate.

scqlr + frr-fiRs, s{qffi ts€ 61 3c*{ 6.G gv,

nqtri frRs fr scc t cls scch 6I r&T{m qBR d
ftr+ E{ nt{ qk fr qc <t + fr{ + r<q t ++ rqtFd

*<r *r

)

5

)

(d) None of the above

P.T.O.
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Section B

Attempt any 6 out of the fotlowing 8 questions. Each
question carries 5 marks. (6x5=30)

ftrqRfud 8 y{+ + t fr-et* e xri * sat fl&sr rdq,
nr;r 5 3[S', 6r lt

Assume the economy is operating at its natural level
of output. Analyse the impact of an increase in
unemployment benefits on the positions of the
aggregatc demand (AD) and aggregate supply (AS)
curves in both the short and medium run. Additionally,
discuss the effects on. output in the short run and

medium run.

cra d&s fu fl{eqwt iflc+.ufl<{ + wgfrc' wt w mn
qr rff *r fig iil( crm rc& + tt{ {Fr (AD) *( qw
.xr$ (AS) T*i fr R{R q( t+mqrt au t fi i nr<
fi ffisq dfrqr Er+ qRR'fr, nq rfu qqc flsD i
sflrd;r rR Iqr& c{ qd dfrqr

One major criticism of the adaptive expectations
hypothesis is that its forecasting errors can be
systematic. How does the rational expectations
approach address and resolve this issue?

1717

(i) frFc ft sfr{E"r * qrqr t v,ff d crqR rrGr }
EET

(m) iilwnfr Er + E& *{ crwRo. a$g n frr'T{
frfi

) (e) tM < d ft{T{ ak qr<fro' c-f$ { trffi
*s

(.r) tt-sflft E( I gtr *r srwhc' c-r(t { +{
vR+$a qA arn

(s) +ilerflt rr + Ek rt sr<Eo' c-u-$ + gtr
+fr

(ii) F{re src qfi.s-q{ * <rc, artrt, wmqE * et<m

i|rc *{ sqctr 6r qlqlil (c/y) Iqr& ilrc + frs
Hr+ 3c*rr * rgvm d ga-* t +fi t
(c.) c/y irtu+' f
(e) cuv wr *

(r) qH q{E( I

9

1

)

3

(v)t r$rftc *
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