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Instructions: 1. Answer all questions. All questions carry equal marks. 

1. I cl =I r; 
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Prove and interpret Fisher's. above inter-temporal budget constraint. Explain how inter-temporal 
consumption is optimized. How does change in interest rate affect inter-temporal consumption? 
Under the condition that the borrowing constraint is not binding, how does a consumer optimize 
her inter-temporal choice? 6 

2. A person starts working when he is 23 years old and works tintil the age of 65. She earns an 
average annual income of Rs 400,000 and expects to live till she becomes 82 years old. Applying 
life cycle hypothesis, calculate her average consumption between the ages of 23-82 years. Find 
her MPC out of wealth and MPC out of income. Note that her consumption before 23 years of 
age is determined by her parents. 
Instead, if she earns Rs 300,000 annually when she is 23-30 years, Rs 400,000 annually when 
she is 30·-45 years and Rs 500,000 annuaHy when she is 45-65 years, find her annual 
consumption. If she wins a lottery of Rs 1,000,000 when she is 45 years, what would be her 
increase in annual consumption? Instead, if she gets a promotion when she is 45 years old and 
there is a jump in her earnings by Rs 300,000 annually, find her new annual consumption level. 

4 
3. 'Consumption is a function of permanent income'. Prove this statement following the 
principle of adaptive expectation and justify how APC under this proposition is different from 
Keynesian absolute income hypothesis. 5 

4. What is indexed inflation? What are the possible consequences if inflation is not fully 
indexed? 
Given below is the information on the income tax slabs and the rates in India. 

Income bracket (Rs/year) Income tax rate(%) 

Up to 250,000 Nil 
250,000 - 500,000 10 
500,000 - 10,00,000 20 
10,00,000 and above 30 

What is the tax liability of a person with a current taxable income is Rs 860,000? Suppose that 
there is 30% inflation and consequently, there has been 30% rise in his taxable income through 
revision of DA. Find his new tax liability? Instead, if income tax brackets are fully inflation 
indexed, how the tax'rates and brackets are to be revised? Interpret the results. 4 

5. Define arid distinguish amongst GDP deflator, wholesale price 'index and consumer price 
index with their merits and demerits with special reference to India. . 5 
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6. Suppose an economy produces only three goods and its production and price data for two 
years are given as follows: 

Year 

2006 
2011 

Good A GoodB Goode 
Production Price Production Price Production Price 
200 
250 

15 
20 

60 
80 

90 
75 

220 
310 

45 
60 

Compute Laspeyre' s pnce index and the corresponding yearly annualized rate of 
inflation. Compare this with Paasche's piice index. 3 

7. The following estimates are available from the union budget for the year 2009-10. 
Items Rs in Cr 
Tax revenue 1,46,209 
Non-tax revenue 57,464 
Recoveries ofloans 13,539 
Other receipts 10,000 
Borrowing and other liabilities 1,11,275 
Non-plan expenditure ori revenue account (of which 2,28,768 
interest payment is Rs 1,01,266 Cr) 
Non-plan expenditure On capital account 21,619 
Plan expenditure on revenue account 52,330 
Plan expenditure on capital account . 35,770 
Compute revenue deficit, fiscal deficit and primary deficit. 4 

8. Discuss the process of money creation and the possible leakages. 
Suppose that in an economy, the currency with the public is Rs 6000 Cr and the bank's reserves 
are Rs 1200 Cr. The currency-deposit ratio is 0.5 and the central bank fixes a reserve ratio of 
0.20. 
a) What is the economy's money supply? 
b) If the currency-deposit ration decreases to 0.3 and the central bank wants to maintain the 
money supply at the present level by changing the reserve ratio, what would be new reserve 
ratio? 
c) If there is a budget deficit of Rs 500 Cr, which the government wants to overcome by 
borrowing from the central bank, what would bdts impact on money supply? 5 

9. Critically examine the roles of monetary and fiscal policy as measures for growth and price 
stability. How has Indian economy responded to the current crises and what, according to you, 
should be appropriate measures to overcome the crises? 5 

10. Write notes on any three of the following: 3x3 
a) Inflation Tax 
b) Money Multiplier 
c) Relative Income Hypothesis . 
d) Debt crisis in India 




