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Instruction: Answer all the questions.

1. Comment on the following statements with justification/proof: 3x5=15

. (a) Concavity of the production possibility frontier is necessary as well as sufficient to satisfy
the general condition of Pareto optimality in a perfectly competitive market.

(b) While external costs, being bad, require government interventions, external benefits, being
good, call for no intervention by the government.

(c) Imposition of unit tax results in loss of social welfare even 111 a perfectly competitive
market.

(d) Lump sum tax on income should be preferred to proportional income tax as an increase in
government expenditure creates more employment in case of the former.

(e) Development of banking network enhances expansionary effect of deficit budget.

2. Answer the following questions:

(a) Consider a market with the demand function Qd = a - fJP and the supply function

Q, = r + 5P. Assume that a, fJ, r, 5> 0 and a > r . Using appropriate diagram show that
the policy of price ceiling duly backed up by public distribution system {PDS) enhances
social welfare. How will the conclusion differ if the policy of price ceiling is not backed up
by public distribution system? 4

(b) A situation in which more, but not all, Pareto optimality conditions are satisfied is superior
to another situation in which a fewer Pareto optimality conditions are satisfied. Do you
agree with this statement? Justify your answer using the theory of the second best.

3
(c) Consider a closed economy with consumption function c, = bY"~I; 0 < b < 1, private

investment function i, = v (y, - Y,_I); v> 0, and proportional income tax system
t = aY,_I; 0 < a < I. If government expenditure on goods and services (g) is autonomous,
derive the time-path of income and examine its nature.
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3. In a closed economy with consumption as function of disposable income and rate of interest

and supply of money varying with rate of interest, how will an increase in lump sum tax
affect income, employment, private investment and price level? Should printing money be
preferred to increasing tax for deficit financing in such an economy')
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