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1. The following set of information reveals the macroeconomic status of a certain 

hypothetical economy: 

Marginal propensity to consume : 0.9 
Lump-sum taxes : 70 
Autonomous investment : 40 
Interest sensitivity of investment : 10 

Exports • : 100 

Marginal tax rate : 0.12 
Autonomous imports : 25 
Autonomous consumption : 120 
Marginal propensity to import : 0.08 

Government expenditure : 150 
Interest sensitivity of demand for money : 20 
Income sensitivity of demand for money : 0.3 

Real money supply : 300 
Autonomous demand for money : 40 

All autonomous expenditure components, lump-sum taxes and the money supply are in 

millions of the relevant unit of money. 

i . Find the following: 

a. IS and L M equations 

(05 Marks) 
b. Equilibrium income and interest rate 

(04 Marks) 
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i i . Suppose that the government in this country embarked on an import control drive. 

Due to tariff and other import controls, autonomous imports and marginal propensity 

to import decrease to 15 and 0.05, respectively (assume that the government's tax 

revenue is not affected). Find the new equilibrium income and interest rate. 

(05 Marks) 

i i i . Draw a sketch to show the change in equilibrium (you are expected to indicate all 

the relevant details) and comment on the results. 

(04 Marks) 

iv. I f the lump-sum taxes increased due to the increase in tariff which had led to the 

reduction in autonomous imports and marginal propensity to import in part i i , what 

would have been the outcome (you are expected to make a comment in terms of 

interest rate and output, but not to calculate anything)? 

(02 Marks) 

v. "The relationship between the same two variables interest rate and national income 

is not the same in goods and money markets". 

How do you explain this statement? 

(03 Marks) 

vi. Why is it argued that monetary policy is more effective when the IS curve is flatter? 

(05 Marks) 

(Total 28 marks) 

Consider the Keynesian Income Determination (KID) Model. 

i . How would you use the multiplier process to explain the difference between the 

magnitudes of the investment multipliers in two-sector and three-sector economies? 

(05 Marks) 

i i . Explain the economic reasoning behind the balance budget multiplier theorem. 

(07 Marks) 
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i i i . How does each of the following influence the effectiveness of fiscal policy? 

a. Marginal propensity to consume 

b. Marginal tax rate 

c. Marginal propensity to import 

(06 Marks) 

(Total 18 marks) 

3. i . Magnitudes of the government expenditure multipliers in IS-LM, AS-AD and KID 

models are not the same. 

a. Rank them in descending order. 

b. Explain the economic rationale underlying the difference in magnitudes of 

those multipliers and such a ranking. 

(07 Marks) 

i i . Assume that there is no money illusion among workers and wages are flexible 

downward. Consider a decrease in price level and derive the aggregate supply curve. 

Comment on the result. 

(07 Marks) 

i i i . Explain whether an economy can achieve long-run growth through expansionary 

demand management policies. 

(04 Marks) 

(Total 18 marks) 

4. Consider the Solow Growth Model. 

i . Suppose that the capital stock depreciates at the rate 10%, the population is growing at 

the rate 3% and the steady-state investment is 130. 

a. Find the steady-state capital stock per worker. 

b. At what rate do the capital stock (K) and output (Y) grow at the steady-state? 

(05 Marks) 
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i i . Suppose that the policy makers want the consumption expenditure of the citizens to be 

at its maximum in the long-run. What type saving rate should they select for the 

economy? Explain what happens i f such a saving rate is not selected. 

(07 Marks) 

i i i . Economic growth can be achieved through either increase in savings or technological 

improvements. Examine the differences between the two strategies in achieving 

growth. 

(06 Marks) 

(Total 18 marks) 

5. i . What is meant by Relative Income Hypothesis? Explain how it is different from 

Absolute Income Hypothesis. 

(05 Marks) 

i i . Consider the concept of Intertemporal Consumption Choice. 

Graphically illustrate what wil l happen to an individual's present and future 

consumption expenditure when both interest rate and wealth increase at the same 

time. Explain why it happens. 

(06 Marks) 

i i i . "A typical individual has an income stream which increases as the individual grows in 

age and reaches its peak at some age and then decline as his/her age advances". 

Which theory of consumption does this statement refer to? 

Explain in what respects that theory is: 

a. different from Absolute Income Hypotheses. 

b. similar to the Permanent Income Hypothesis 

(07 Marks) 

(Total 18 marks) 
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6. i . "The marginal efficiency of capital method is one of the popular methods of taking 

decision on investments projects". Explain the concept of marginal efficiency of 

capital (MEC). 

(05 Marks) 

i i . "Decrease in the interest rate will cause actual rate of return to decrease." 

Do you agree this statement? Depending on your answer, explain how the process that 

the statement refers to happens or why it does not happen. 

(06 Marks) 

i i i . Explain the accelerator theory of investment. How is the flexible accelerator model 

different from it? 

(07 Marks) 

(Total 18 marks) 

7. i . "Any wage rate increase can lead to wage-push inflation". 

Do you agree with this statement? Explain the reasons for your answer. 

(07 Marks) 

i i . Explain how the Expectations Augmented Phillips curve can be used to explain 

'Stagflation'. 

(07 Marks) 

i i i . Explain how the money supply in less developed countries can grow excessively and 

give rise to inflation due to structural factors. 

(04 Marks) 

(Total 18 marks) 
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8. i . Examine the impact of local currency depreciation on inflation. 

(05 Marks) 

i i . Explain the possible reasons for 'foreign exchange bottlenecks' in less developed 

countries. 

(05 Marks) 

i i i . Assume a two-country world. Explain how each of the following factors will affect 

the exchange rate between the currencies of two countries: 

a. Productivity improvements in the foreign economy 

b. Increase of tariffs in the foreign economy 

c. Increase in expected depreciation 

(08 Marks) 

(Total 18 marks) 
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