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(a) Suppose that the firm’s markup over cost is 59,

and the wage-sctting equation is
W =P (1-u), where u is the unemployment rat=.

(i) What 'is the real wage as determined by

the price setting eqltation?

(11) Suppose that the markup of price over cost
1ncreases to 10%. What happens to the

natural rate of unemployment.

~ (b) Use the wage Settlng and price setting (WS-PS)

dlagram to show how the following factors impact

the unemployment rate and, real wages.
(i) An increase in unemploymem benefits.

(i) An increase in market power of time

(makeup increage).
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2. (a) Explain the difference between the participation

rate and the unemployment rate,

(b) Explain life cycle hypothesis.
() wEwifirar =€ 3 Aormd = @ A g oIz FAT

(@) e aRemer T (life cycle hypothesis) % A

Fiforgl

3. (a) Consider an economy with perfect capital mobility,
fixed price level, and fléxible exchange rate.
Explain why monetary policy will be completely

- effective and 'ﬁscal‘policy will be ineffective in

changing output. .

(b) In the above scenario, explain how expansionary
_‘mon'e,tary ‘policy may lead to competitive

depreciation among the countries.
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4. (aj_Distinguish befweén thefoilt;wiﬁg;. |
6)) Adjusfable-Pe‘g. : |
(ﬁ) Crawling Peg..’
: ‘(ii'i)' Managed Floating exchénge faté system.
(b) Discuss t.h‘e J-curve.

(c) Briefly explain how foreign exchange risks leads

to an opportunity of hedging and speculatio‘n.-

P.T.O.
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"(a) In a closed economy w1th AS and AD ana1y51s
‘explain the short-run and long -run effects of

expansxonary monetary pOlle on output

(b) Suppose the utility function of a consumer is given

by

Incy
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A consumer wants (o maximize ¢, subject to the
constraint

T 7
Satr- St
- Q1+r)t_ (1+r)‘ |

Given the above information derive

Ea
“t =.(1 +5) o

Hint: Use the method of Lagrange Multiplier.
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& (ol Suppose that th. PRILES curvi

(2) Suppose that the Phillips curve is given by
7, — T = —(u, - d o
A M (ut— 5%) and the expected inflation is

ive: P

() What is i -
) What is the sacrifice ratio of the economy’

Suppose that unemployment is initially equs
_ 12% ™

—

to
the natural rate and 7
% inflatio® g

- éentral bank decides that 12
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(b) Explain the difference bet

9

too high and that starting in year t, it will
maintain the’ unemployment rate one

percentage point above the natural rate of

~ unemployment until the inflation rate is

(i)

decreased to’ 2%.

Compute the rate of inflation for year t,

L tHL 20

(iii)

For how many yedrs must the central bank

| keep the unemployment rate above the

~ natural rate of unemployment? Is the

implied sacrifice ratio consistent with your

(iv)

the tradition

answer to (i).

What advice should you give to a central

bank if it wants to achieve the same results

- quickly?

ween the criticism of

al approach to disinflation given by

' Lucas and Taylor.

SP.TLO.
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7. Write a short note on any three of the following :
(a) Neutrality of money.

(b) Expansionary fiscal policy.

(c) Contractionary monetary policy.

(d) BoP deficit.
(¢) Keynesian consumption fupctioﬁ. |
mﬁaw?ﬁam@%mwm:
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P.T.O.
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