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These questions consist of true/false statements. Indicate at the beginning of your
answer whether the statement is True or False and explain your choice. Refer to the
formal elements of the relevant models (e.g., graphs, equations, derivations) as neces-
sary to support the explanation.

Question 1

A temporary positive productivity shock has a positive impact on aggregate output because in-
creased incomes stimulate households’ demand of goods and services.

[25 marks]

Question 2

Suppose the economy experiences a negative oil supply shock. The Bank of England should stick
to a specified feedback rule on inflation for the interest rate in order to provide an optimal re-
sponse.

[25 marks]

Question 3

A debt-financed reduction in the consumption tax rate affects aggregate output more if this tax
change is permanent since consumers have more money in their pockets for longer.

[25 marks]

Question 4

A negative supply shock is particularly damaging to GDP when the short-term nominal interest
rate is already at or near the zero lower bound.

[25 marks]

Question 5

Forward guidance is more effective when the Central Bank can credibly commit to returning to
target inflation as quickly as possible after coming out of a liquidity trap.

[25 marks]

End of Paper
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REFERENCE EQUATIONS

T1

min
{τt}

T∑
t=0

(xt − τt)
2 + λ

T−1∑
t=1

[(τt+1 − τt)− (τt − τt−1)]
2

B0yt = B1yt−1 +B2yt−2 + ...+ ωt

A = UU ′, with U lower triangular

T2 to T5

yt = θt − σ(rt − r̄)

rt = r̄ + γ(πt − π̄)

πt = πt−1 + κ(yt − ynt )

p∗t = µ∗ + wt − zt

wt − pt = (yt − (1− ξ)zt)/ξ

πt = πt−1 +

(
1− ω

ω

)
(p∗t − pt)

yt = lt + zt

lt = ξ(wt − pt − zt)

ynt = zt − ξµ∗

Topic 6

L(yt, πt) = λ(yt − ȳ)2 + (πt − π̄)2

LI
t = L(yt, πt) + βL(yt+1, πt+1) + β2L(yt+2, πt+2) + ...

If ȳ = yn = 0:

πt+k = Ωπt+k−1, k = 0, 1, 2, ...

yt+k = −κ−1(1− Ω)Ωkπt−1

πt+k = −
(

κΩ

1− Ω

)
yt+k

Ω =


λ

λ+κ2 when β = 0

1
2β

[
1 + β + k2

λ −
√
(1 + β + k2

λ )2 − 4β

]
when β > 0

If ȳ = 0, yn ̸= 0:

πt+k = Ωπt+k−1 − Ωκynt+k, k = 0, 1, 2, ...

turn over . . .
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T8 & 9
Assumed: rt = ρ; z − ξµ∗ = 0; v < ξ.

πt = πt−1 + κ(yt − ynt )

ynt = ξ(gt − τ ct − τ lt ) if zt = −µ∗ξ

yt = ξ

[
(1− v)(gt − τ ct ) + (1− ξ)τ c∞

ξ − v

]
− ξτ l∞

cKt = wt − pt − τ lt − τ ct

cRt = cR∞ + τ c∞ − τ ct

lRt =
ξ

1− ξ
(wt − pt − τ lt − τ ct − cRt ), lKt = 0

ξµ∗ + (1− v)lRt = vcKt + (1− v)cRt + gt

cR∞ =
(1− ξ)vµ∗ − (ξ − v)(τ ct + τ lt )

1− v

p∗t = wt − zt + µ∗

= wt + (1− ξ)µ∗

T 10 & 11

rt = ι̃t + φ− πt+1

ι̃t ≥ iB

yt =

{
θ̂ − σγπt πt ≥ πMIN

θ̂ + σ(r − φ) + σ
1+κσγπt otherwise

πMIN =
(φ− r)(1 + κσγ)

1 + γ(1 + κσγ)


