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SECTION A

Answer question 1 and one further guestion from this section.

1. Answer THREE of the [ollowing questions:

{a)

{b)

{c)

(d)

{e)

(f)

(2)

(h)

ULO6/2

To produce one unit of commodity X requires onfy half a umit of labour {no
capital 1s needed). Each unit of x nceds storage space dunmg the production
process which is limited to up to 180 units of x. Commodity y, on the other hand,
requites a quarter of a unit of labour and half a umt of capital for the production
of one unit. There are 100 units of labour and 100 umis of capital.

i Draw the production possibility fronticr.

1. What will be the opportunity cost of ¥ when we produce 30 units of it?
1il. What will be the oppottunity cost of x when we produce 80 units of it?
iv. Had we produced 120 units of x efficiently and the interational price of

x was | ¥ per x, what would now be produced in this economy?

Only when a good 15 nonmal wall income and substitution effects work in the
same direction. True or false? Explain.

When price elasticity of demand is -0.5, it means that an increase int price would
decrease consumers’ spending. True or false? Explain.

An individual chooses to consume 60 umits of ¥ and 40 units of X when the price
of both goods is § (there are na other goods in the economy). When the price of x
falls to 2. the substitution effect (hased on the Hicksian definition of real income)
will lead the individual to choose u hundle of 60 units of x and 40 wts of v. If
the govemment reduced this mdividual's income by 150, he will be as well off as
before the change in the price of x. True or false? Explain.

Any short run average cost schedule will always be langent to the long run
average ¢ost schedule at the level of output for which short Tun average costs are
minimised. True or false? Explain,

In the short run, fixed costs are 16,000 and the variable costs arc a function x° of
output x. There will never be a price at which the firm will have to stop its

operalions immediately. Tree or false” Explain.

The short rin demand for {abour is steeper than the long mun demand. True or
falze? Explaimn.

A fall in demand in a competitive industry will nccessarily bring about a fall in
the equilibriom levels of quantity and price. Truc or false? Explain.

{question continues on next pagc)
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{1} The fact that there are some natural monopolies does not prevent the economy as
a whole from becoming cfficient provided that m all other markets there is
perfect competition. True or false” Explain.

{j} A monopolist is facing a constant pricc clasticity of demand. An increase of 0%
i its mmarginal cost will cause an increase of 20% in the equilibrium price. True
or false? Explain.

(k) As there arc ne profits above the normal n the long-run equilibrium of
menopolistic competition, the outcome is as efficient as that of a perfectly
competitive market. True or false? Explain.

)] [f the prices of all goods were equal to the marginal cost of their produetion, the
economy would be efficient even m the presence of cxternalitics. True or false?

Explam.
2. Congratulations! You have won a holiday villa in Greenland (global warmiing and all

that). Unlortunately, vou cannot {ake more than x days off work which ts just as well as
it iz not possible o visit your villa any more than this due to weather conditions. The

good news 1s that while normally a day holiday costs px” , a day at your villa will only
cost p,' < p."por day. Morcover, if you choose not 1o go to your villa, you can rent it
oul at the going daily rate of p,” . There are no further costs to a holiday nor are there
any costs for keeping your villa out of season (your nearcst neighbour is a penguin).

EY) Lescribe the initial budget constraint before the individual won the villa,

(b} How would his budget constraint change after winning the villa? Is it possible
that the individual would choose not to use his villa for a holiday but would
rather go elsewhere?

{c) Would the individual now go for more or less hohday days if holiday (s a normat
good?

{d)  If the cost of using the villa were the same as the normal price of a holiday day,
how would vour answers to () and (¢} change?

3 The competitive market for vegetables 15 comprised of two types of producers: large
growers and small family plots in remote parts of the country. The costs of production in
the small family plots are higher than those for the larger growers. However, o prevent
social distntegration which wght be tnggered by the collapse of willage life, the
governiment decides to subsidise the zsmall growers.

{a) What would have happened in the dustry had the government not offered a
subsidy to the small growers?

{yuestion conlinues on next page}
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(b} Critics of the governmient argue that the subsidy is too high and that the result of
it would be that the large growers would go out of busincss while local
conununities convert their farms to grow vegotables so that they could become
eligible for subsidy. Discuss this claim.

{c) Would the govermment be more successful in achieving its objectives had it
chosen to levy a lump-sum tax on the larger grower rather than subsidise the
small farms?

4. A famous gallery which houses a large exhibition of rare impressionislic paintings faces
demand from tourists as well as locals. The tourists’ poce elasticily of demand is more
nelastic than that of the locals (“there is nothing ¢lse to see in this ety and ‘it is not as if
we are going to come back!’).

{(a) Diraw the demand and the marginal revenue curves facing the monopolist.

{b} Describe the circumstances in which the galiery would prefer to have only one
price for cveryone. Who, in such a case, would be the main objeclive of the
admission policy?

{cy  Under which condition would the gallery wish to offer a special price for locals?

{d) Identily the inefticiency that is generated by the gallery in {(b) and {c}.

3. {a) Show how the supply of labour is denived. Ts there any reason to believe that

leisure 15 an inferior good?

(b) Suppose now that the government proposes (0 give everyone a basic incomc
irrespective of the number of hours worked and to tax wages 1o help fund the

scheme.

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

il What would be the effects of this on the supply of labour and equilibrium
wayges?

i Would the outcotne of the deal benefit the workers?

v Would the economy as a whole benefit trom the proposed legislation?
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SECTION B

Answer question 6 and one further question from this section.

6. Answer THREE of the foliowing questions.

(a)

(b)

{c)

(d)

(c)

)

(g}

(b}

)
(k}

{1)

ULOG2

An merease in the marginal propensily to import which is accompanied by a
decrease 1n the rate of proportional income tax would have no effect on the slope
of the IS schedule. True or false? Explain.

The marginal propensitly to save is independent of whether there are lump-sum or
proportional taxes. True or false? Explain.

The multiplier of a closed economy with proportional taxes is necessarily greater
than that of an open cconomy with a lump-surm tax regime. Tiuc or false?
Explain.

A monetary expansion will have no impact on a closed e¢conomy when prices
and wages are perfectly flexible. Truc or False? Explain.

There is no “paradox of thnft’ in an open economy without capital mobility and
with a lixed exchange rate regime. Truc or F2lse? Explain.

A general cul in faxation n ain apen cconomy with perfeet capital mobility and a
(lcxtble exchange rate policy will have no effect on domestic investment. True or
false? Explam.

A fall in the government deficit which is equivalent to a Iall in net expoits will
have no effect on domestic mvestment. True or false? Explain.

According to the national accounts investment always equals savings in a closed
economy. In our model. only in equilibrium would savings be equal (o
investment. Hence, we are always in equilibrium. True or false? Explain.

Show how the price of a consol bond is determined.

Denve the deposit multiplier.,

Il the public chooses to increase the amount of cash they hold by 200bn, and
there are no assets other than money, the total amount of deposits would decrease
by less than 3000bn if the reserve ratio was 5% but there would he no change in

the public’s wealth. True or false? Explain.

How does the efficiency wage hypothesis relatc to the Classical-Keynesian
debate?



7. In a country called Ignotamia, tuition fees in higher education are very high and only a
small fraction of the population stays in cducation after the age of 18. When the
governimont discovered that higher education is actually productive (namely, graduatcs
of higher education institutions have a higher productivity at the work place), it decided
to scrap all higher education tuition fees and to increase the number of students.

{2) Analysc the effect of the policy on a closed economy when pnices and wages are
flexiblc.

{b) What will happen to the level of investment mn this economy?
{c) Wiil vour answers change had it been an open economy without capital mobility

and with a fixed exchange rate regime?

8. To increase domestc investment, the govermment offers tax incentives to save. Up te a
certain amount (say, 5), income which is dirceted to savings will be tax free. Assuming
that the public uses this opportunity to the full:

{a) How would the change affect the multiplier?

{b) What would happen to output and tnvestment?

i In a closcd cconomy with fixed wages and prices.

i In a closcd ceconomy with flexible wages and prices.
. In an open coonomy without capital mability and a fixed exchange rate.
. Concerns have been cxpressed about the benefits of financial openness in an economy.

The cause of these concerns was the low level of intemational interest rates which, it was
argued. caused the econemy to heat up. To counter these pressures, the govermment now
proposes to suspetid capital mobility altogether. Analyse the effects of such a move on
domestic investinent and output in:

{a) A tlexible exchange rate regime.

ft:) A fixed exchange rate regime.
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