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SECTION A

Answer question 1 and one further guestion [rom this section.

ULOG

Answer three of the following questions,

(a)

(b}

{c

{d)

(e}

(f)

(g)

{h)

To produce one umt of commodity x requires only half a umt of labour (no
capital 15 needed). Each umit of x needs storage space dunng the production
process which s limited to up to 180 units of x. Commedity v, on the other
hand, requires a guarter of a unit of labour and half a unit of capital for the
production of one unit. There are 100 units of labour and 100 units of capital.

i Draw the production possibility frontier.

. What will be the opportunity cost of y when we produce 30 units of 1t?
1. What will be the opportunity cost of x when we produce 80 units of it?
v, Had we produced 120 units of x efficiently and the intcrnational price

ol x was | y per x, what would now be produccd in this economy?

Explain how we derive the demand schedule for goods from consumer choice
theory?

If price elasticity of demand is -3, il means that a fall in price would increase
conswimers’ spending. True or false? Explam.

An individual chooses to consume 60 units of ¥ and 40 units of x when the
pricc of both goods is 5 {there are no other goods in the economy). When the
price of x falls to 2, the substitution effect (hased on the Hicksian definitton of
real income) will lead the individual to choose a bundle of 60 units of x and 40
units of y. If the govermment reduced this individual's income by 15(0, he wilt
be as well off as before the change in the price of x. True or false? Explain.

Show why it is thal the marginal cost [unction would always cut the average
cost function at the minimum average cosl.

In the short run, fixed costs are 16,000 and the variable cost is a function x° of
output x. There will never be a price at which the firmn will have to stop its
operations immediately. True or false? Explain.

The short run demand for labour is steeper than the long run demand. True or
falsc? Explain.

An increasc in the cost of capital would have no impact on a competitive
industry in the short run but would necessanly cause a rise mn the long run
equilibrium price as fewer finms will stay in the industry. True or false?
Explain.

(question continues on next page)
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()

(k)

M

If we obscrve that in all markets prices are equal to marginal cost, we may
conclude that the economy is necessarily both productivie and allocatively
efficicnt. True or false? Explain.

A monopolist is facing 2 constant pnce elasticity of demand. An increase of
10% in its marginal cost will canse an increase of 10% in the equilibrium
price. True or false? Explain.

As there are no profits above the nonmal in the long-run equilibrivm of
monepolistic competition, the outcome is as efficient as that of a perfectly
competitive market. True or false? Explain.

Public goods, like private goods, would be efficiently provided if the marginal
costs equal the willingness to pay. True or false? Explain.

A beauty parlour 'Drop Dead Gorgeous® (DDG) wishes to create an exclusive and
discorming clicntcle for its beauty treatments. To get the type of clicnts it hopes for, the
parlour scts the price por treatinent above the market rate. To got the exclusive attention of
its clients, it only accepts people who nonmaily take more than a cortain number of
treatments per period (say, B). These first B visits are part of a joining fee package.

(a)

(b}
(<)

(d)

Describe the budget constraint facing consumers. What are the conditions on the
effective price per visit {of the firsi B visits) for the proposal to attract some
customers?

Will all consumers wish to join DDBG?

Could jeining the clientele of DDC mean a reduction in ong's visits to the beauty
parlour? If so, would this mean that beauly treatment 15 an infenor good?

What will happen 1fthe pnce of regular beauty treatment falls?

The market for trainers is compriscd of two types of producers: ethical and non-cthical
producers. The former produce locally and pay the market wage ratc while the latter take
advantaze of cheap labour in other countnes. Suppose that at frst, the two types of
producers had access only to the logal labour market and the industry was in lonz mun

gquilibritim.

{a} Draw the imtial equilibowm in the market.

(b  Deseribe what will happen in the markel once the non-ethical traders have
access to cheap labour in other countrics. Could the ethical traders survive these
changes?

{c) Cntics of ethical traders argue that by insisting on their ethical poneiples they

end up harming workers in the other countries as well as their own customers.
Explain and discuss such a claim.
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The government wishes to reduce the inefficiency created by a monopaolist. To this end,
the government proposes to buy any quantity at the current market price {which is the
meonapolist’s equilibrium pricr to government intervention).

(a)
{b)

{c)
{d)

{e)

{(a)

{b)

Analysc the effecis of the policy on the monopolist market.

Will the zovernment policy niake any difference to the equilibrium price and
quantity in the market?

Under which conditions wiil this policy be desirable?

Will you advisc the government to offer to buy any surplus at the price which
would have emerged had the market been competitive?

Will your advice in (d) depend on whether the monopolist could discriminate
{namely, that the monopolist would sell the good to the govenment at a
different price from the price he charges privale consumers)?

Show how the supply of labour is derived. Is there any reason to believe that
leisure 18 an infcrior good?

Supposc now that the govemnient proposes to give evervone a basic income
irrespective of the number of hours worked and to tax wages to help fund the

schemae.

1. Analyse the effect that the proposal will have on individuals® choice of

lersure.

. What would be the effects of this an the supply of labour asd equilibrium
wages?

il Would the outcome of the deal benefit the warkers?

v Would the economy as a whole benefit from the proposed legislation?
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SECTIONB

Answer question 6 and one further queshion from this section,

6. Answer three of the following questions.

{a) An increase in the marginal propensity to import which is accompanied by an
increase in the rate of proportional income tax would have no effect on the slope
of the IS schedule. I'rue ot false? Explain.

{h} The marginal propensity to consume and the marginal propensity to save add up
to | only when there is a lump sum tax. True or false? Explain.

{c}  The multiplier of a closed economy with proportional taxes is necessanly
smaller than that of an open ceconomy with a lump-sum tax regime. True or
false? Explain.

{d) A monctary contraction witl have no impact on a closed economy when prices
and wages arg perfectly flexible. True or false? Explain,

{e) There is no “paradox of thrift” in an open economy with perfect capital mobility
ang a flexible exchange rate regime. True or false? Explain,

() An increase in governmenlt spending which is funded by borrowing from the
public in an open economy without capital mobility and with a fixed exchange
rate regime will have ne effect on domestic investment, True or false? Explain.

() A fall in the govemment deficit which 1s equal to a fall in net exports will have
no effect on domestic Investment. True or false? Explaim.

(h) According to the national accounts, investment always equals savings in a
closed economy. Only in cquilibrium would savings be egual to investment.
Hence, we are always in cquilibrium. True or false? Explain.

(n What would be the price of a consol bond?

(i Drerive the Loan multiplier.

{k) If the public chooses to reduce the amount of cash they hold by 200bn, and there
are no assets other than money, the totat amount of deposits would increase by
25000n if the reserve ratio was 10% but there would be no change in the

public’s wealth. True or false? Explain.

{h How does the efficiency wage hypothesis relate to the Classical-Keynesian
debate?
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In a country called Iznoramia, tuition fees in higher education are very high and only a
small fraction of the population stays in education aftcr the age of 18, When the
government discovered that higher education is actually productive (namely,
eradnates of higher education institutions have a higher productivity at the work
placc), it dectded to scrap all higher education tuition fees and to increase the number
of studcnts.

{a) Analyse the effect of the policy on a closed economy when prices and wages
are flexible.

{b) What will happen to the level of investment in this sconomy?
{c) Will your answers change had it been an open economy without capital

mobility and with a fixed exchange rate regime?

Elections in an economy’s main trading partner brought to power a govemment
committed to re-distnibution. Thus 1t embarks on a social polcy i which tncome 1s
transferted from the nch 1o the poor. Assuming that the marginal propensity to
consume of the rich is smaller than that of the poor yet their marginal propensity to
import is greater than that of the poor, what will be the implications ol such a policy
for the home economy when:

{a) There 15 no capital mobility and the cxchange rate is fixed.

{b) There is perfect capital mobility with a fixed exchange rate.

{c) There 1s perfect capital mobility with a flexible exchange rate.

The government of an economy in recession belicves that it is the relatively high
intermational interest rate which holds back its own rccovery, 1t proposes a suspension
of capital mobtlity, In addition, the central bank of that cconomy halved commercial
banks' resCrve requircment,

{a) Analyse the effects of the policy assuning a fixed exchange rate.

(b Anzlyse the effects of the policy assuming a flexible exchange rate.
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