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QUESTION ONE

i) Explain three effects of fiscal policy on IS-LM model. (9 marks)
ii) Explain the theory of liquidity preference (4 marks)
iii) Discuss three reasons why people hold money (6 marks)
iv) a)Define the term LM curve (2marks)
b) Discuss three factors that would cause a shift in the LM curve (9 marks)
QUESTION TWO

Assume the following model of the closed economy in the short run, with the price level (P)
fixedat 10: C=0.5(Y-T)T=1,0001=1, 500 —250r

G=1,500Ms =1, 000

(a) Write a numerical formula for the IS curve, showing Y as a function of r alone [Hint:
Substitute out C, I, G, and T] (5 marks)

Md=0.5Y —500r,P=116

(b) Write a numerical formula for the LM curve, showing Y as a function of r alone [Substitute
out M/P] (5 marks)

(c)What are the short-run equilibrium values of Y, r, and national saving (S)? (5 marks)

(d) Assume that G increases by 1,500 (i.e., G = 3, 000). By how much will Y increase in short-

run equilibrium? (5 marks)




QUESTION THREE
Assume that real GDP (¥') is 1,200. Consumption (C) is given by the equation C' = 125+ 075k
; T). Investment (/) is given by the equation /=200 ; 10r, where r is the real interest rate in
percent. Taxes (7) are 100 and government spending (G) is 150
(a) What is the equilibrium value of r? (5 marks)
(b) What are the equilibrium values of C and I? (5 marks)
(c) Now assume government purchases increase by 50 to 200. What are the new equilibrium
values of C, I, and r? (5 marks)
(d) Now assume that we start again at G = 150. Suppose a government education program
succeeds in getting households to save more. It lowers marginal propensity consume (MPC) to
0.60. What is the new equilibrium value of 77 (5marks)
QUESTION FOUR
i) Explain three models of macro-economics (6 marks)

ii) Identify and explain the kinds of inflation (6 marks)

iii) Explain four fiscal measures that can be used to resolve the problem of inflation (8 marks)



