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Sample Student Answers 
with Commentary 

 

 

 

QUESTION 1 
 
What do economists understand by the concept of ‘money neutrality’? 

 

 

First student answer  
 

“Money neutrality:  Monetary policy has no influence upon real variables. (closed economy, 

fixed prices  >> Keynes)” 

 

 

Commentary 
 

On a ten point scale, this answer was given three points for having at least the correct part of 

the answer first. But even the correct part is thin. One really should give some indication that 

money neutrality has something to do with the flexibility of prices, which leads us to the 

problem with the second part of the answer that clearly reveals that the student thought money 

was neutral in a world of fixed prices, which is absolutely, positively, definitely not the case. 

This is much more grievious than an algebraic sign error that can sneak into the best answers. 

 

 

Second student answer 
 
“The impact of money is ‘neutral’ whenever an increase in the quantity of money is 

accompanied by a simultaneous increase in prices (i remains unchanged). This holds 

analogously for the reduction of the quantity of money. The real money supply remains 

unchanged because numerator and denominator both increase (M/P).” 

 

 

Commentary 
 

It should be explicit in the first and last sentence that real money supply (M/P) only remains 

constant if prices grow at the same rate as money. This is not the same as having nominal 

money M and prices P change by the same amount!.  What is missing most is explicit mention 

of the fact that there will be no impact on the real sector (not merely that interest rates are 

unchanged).  This is an answer worth 6, maybe 7, points out of 10. 
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QUESTION 2 
 

Assume a small, open economy under flexible exchange rates. Using an appropriate geome-

tric argument, explain the impact of an expansionary monetary policy on real income and the 

exchange rate in the short-run.  What change in the exchange rate would you expect and why? 

 

 

Student answer 
 

 
    
 

 
 
 

 
                 
 

                 
 
 
 

 

Expansionary monetary policy means that the central bank changes the Taylor rule, e.g. by 

agreeing on a higher target inflation rate, such that the TR curve shifts to TR’. One can see 

that the interest rate sinks to i´. Domestic economic actors would now prefer to buy foreign 

assets with their money because the interest rate abroad is higher. They exchange their 

domestic money for money used in the world market. The demand for domestic currency 

decreases and the nominal exchange rate and hence the real exchange rate will increase. At 

the same time the domestic products of our economy will become cheaper for foreign 

economic actors to buy because they profit from the change in exchange rate. The demand for 

domestic goods increases and domestic supply will increase to meet the demand.  

Thus as a consequence of the increased exchange rate, we have an increase in production and 

with it an increase in real income. 

 
 

Commentary 
 

 Confusion of ‘British terms’ versus ‘European terms’ quotation of nominal exchange rate: 

“The demand for domestic currency decreases and the nominal exchange rate and hence the 

real exchange rate will increase.” Throughout the textbook, the nominal exchange rate is 

quoted in ‘British terms’ as the price of the domestic currency in terms of foreign currency. 

Hence, a drop in the demand for domestic currency leads to a decrease in the nominal 

exchange rate and thus a real exchange rate depreciation. 
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More important:  There is no shift in the IS curve to be seen which would be consistent with 

the story told and which then gets us back to world market interest rates domestically. The 

student’s answer only explains the move from point A to C. However, the real exchange rate 

depreciation shifts the IS curve to IS’. The increase in demand is answered by an increase in 

supply in the short run, but also leads to higher inflation. Following the new Taylor rule TR’, 

the central bank responds to the higher inflation and higher output by raising the nominal 

interest rate: move on the TR’ curve to point B where the domestic interest rate equals the 

foreign rate of return and the economy is in a short-run equilibrium.  

 
 

    
 
 

 
 
 

                 A             B 
 

                C 

 
 

 

Also missing from the student’s answer is the impact of the depreciation of the exchange rate 

on the import of foreign goods. 

 

On a ten point scale this answer merits about 6-7 points. 
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QUESTION 3 
  

i) Explain how the savings rate influences the steady-state level of the capital stock. 

ii) Does the steady-state rate of economic growth of output increase when s increases? 

(Explain your answer!) 

 

 

 

Student answer 
  

 

k 

(+n+a)k 

sf(k) 

S 

k
*
 

f(k) 

 
 

 

In the steady-state level, the savings rate is equal to depreciation. That means that at this point 

the capital stock does not grow because everything that is invested is used for depreciation. 

Changing s you could shift the point k* left or right. Increasing s implies a shifting of k* to 

the right. The stock of capital per capita will be larger. 

 

 

Commentary 
 

The first thing to note is that the second part of the question is not addressed at all.  

One presumes “savings rate” is supposed to mean the vertical distance to point S but even so 

the second sentence is wrong for the diagram given which shows that effective workers are 

growing because of population growth and technological growth so that part of investment is 

replacement but part is also for providing new effective workers with capital. 

It would be much better to tell the grader what , n, a, s, f, k all mean. And it would be much 

better if the saving function sf(k) were shown to shift for higher s. It is also disturbing to see 

the golden rule solution sketched in for no apparent reason, definitely a sign that this was a 

nice diagram in the student’s memory whose time had come 

 

A generous grader would give the answer perhaps half of the possible points. The answer 

deserves about a third of the total points 
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QUESTION 4 
  

(i) Using a geometric argument, illustrate what economists mean by a steady-state capital 

stock in a growing economy. 

(ii) Is labour productivity in such a steady-state constant? (Explain your answer!). 

 

 

 

First student answer 
  

 

k 

k 

sf(k) 

Steady-state 

k=0 

f(k) 
y 

 
 

   0k s f k k s f k k          
 

Steady-state-level means that the growth of the capital stock is exactly zero when the 

investment (saving) function and the depreciation line cross. 

 

 

Commentary 
 

First of all we note that the second part of the question is not answered, which is not 

surprising since the figure provided by the student is for the case of no growth of the labour 

force and no technological change.  

Otherwise there is enough evidence that the student understands the basic mechanics of the 

steady state, though it is a minor disappointment that more explanation was not provided (e.g. 

what are the variables? Per capita?).  It would have been better to have made explicit that k to 

the right will fall and k to the left will rise to the steady state. 

 

Approximately half credit would be reasonable (and somewhat generous). 
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Second student answer 
 

 

k 

k 

sf(k) 

f(k) 
y 

 k* 

 k=0 

 
(i)  “Steady-state level of the capital stock” is understood here to mean the equilibrium 

between the saving rate and depreciation.  Because  the saving of private 

households flows to firms as investment and k is for the depreciation of production goods 

that are replaced with capital. At the point , not too much nor too little capital is 

flowing into the market. 

(ii) Yes, if employment increases exactly in proportion to the productivity of capital. 

 

 

Commentary 
 

The drawing is at least correct and the point of a steady state k is also correctly identified. 

There is a problem in referring to an equilibrium between savings rate and depreciation rate 

because the two rates (s and ) are assumed constant and it is k that changes so that the 

equilibrium of saving and replacement investment comes about. The two rates remain the 

same in or out of steady state. Probably the mistake is that the student means saving and 

depreciation (i.e. the vertical heights for each possible value of k) rather than a savings rate. 

What is missing is the argument that the economy’s per-capita capital stock k will be driven to 

the steady state level k*  if, for whatever reason,  it is away from the steady state (i.e. more 

attention to what happens when there is an inequality rather than just the equality condition).  

The second part is incorrect given the assumption implicit in the student’s drawing that there 

is zero employment growth. 

 

Approximately half credit would be reasonable. 



 

 

 

© Oxford University Press, 2013. All rights reserved. 

Macroeconomics 6/e Burda &  Wyplosz  

 

QUESTION 5 
 

Explain why it is not a sustainable policy to attempt to keep unemployment below its natural 

level according to the expectations-augmented Phillips curve model.  

 

 

 

Student answer 
 
 The Phillips curve describes the short-run effect of inflation on unemployment. With growing 

inflation unemployment falls, i.e. employment increases. Hence, if unemployment falls below 

its natural level, inflation will rise. From the perspective of the long run, underlying inflation 

will rise, too. Underlying inflation is the planned rate of inflation that is the basis of wage 

negotiations. From the long-run perspective, underlying inflation will rise to meet actual 

inflation if unemployment is kept below its natural level. 

 

 

Commentary 
 

Note, that the answer refers first to the original Phillips curve, though the mention of 

underlying inflation does indicate later that it is the expectations-augmented Phillips curve 

that is intended here. The description of underlying inflation as “planned rate of inflation” is 

too deliberate for the idea of “expected rate of inflation”.  

 

Fundamental shortcoming: although the answer that underlying inflation is rising is a step in 

the right direction, the student fails to explain that a rise in underlying inflation will accelerate 

actual inflation, in particular if economic agents are forward looking. As consequence, the 

short-run aggregate supply curve will move upward: to keep unemployment below its natural 

level requires a steadily rising rate of inflation which is not a sustainable policy. 

 

A grader having a good day might give this answer 3 out of 10 points. 
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QUESTION 6 
 

The Phillips curve is a relationship between unemployment and inflation. What other 

components must be added to the Phillips curve in order to derive the short-run aggregate 

supply curve that is a relationship between output and inflation? Provide a sketch of the short-

run aggregate supply curve. What does the long-run aggregate supply curve look like? 

 

 

 

First student answer 
 
 The components that are missing are mark-up pricing, supply shocks and underlying inflation 

so that real inflation could be decomposed as follows: 

 

 
  

Commentary 
 

First, the list of missing components is incomplete: Okun’s Law is missing. 

Second, there is no sketch of the short-run aggregate supply curve and no indication of what 

the long run aggregate supply curve looks like 

 

Structural weakness of the answer: 

Far too little is offered. If you say “mark-up”, then you better say what is being marked up. 

Grader is looking for evidence that the student does understand what is involved. The 

question asks fairly directly for the bridge that gets us from a relationship between inflation 

and unemployment to a relation between inflation and output. While the answer sought here is 

Okun’s law, a student would have a claim to some partial credit by using the production 

function to go from a decrease in unemployment to an increase in output.  

 

On a ten point scale: this answer would be worth no more than two out of ten points since 

only one out of 3 questions has been answered plus the answer is incomplete. 

 
 

Second student answer 

 
 

Output 



Inflation 
ASshort-run 

ASlong-run 
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The long-run AS-curve is independent of inflation. 

 

Commentary 
 

First, a relatively minor mistake: 

The x-intercept of the long-run AS curve should be labeleld with .  

 

Second, first questions not addressed at all:    

The question about the assumptions needed to get from an inflation/unemployment 

relationship to an inflation/output relationship (i.e. Okun’s Law) is completely missing as is 

mention of supply shocks. 

 

Structural weakness of the answer: 

This is a typical answer for a question near the end of the exam when there is time pressure to 

finish. The height of the crossing point of the AS short-run with the AS long-run curve being 

equal to the sum of underlying inflation and supply shock would be a much more complete 

answer. 

 

The correct part of the previous answer is a memorized, incorrectly labeled drawing married 

to a correct, relevant statement. Still, this is a quite incomplete answer, worth perhaps 4 out of 

10 points. 
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QUESTION 7 
 

Explain what is meant by the collective labour supply curve. Do explain the reason for the 

slope of the collective labour supply curve and its determinants. 

 

 

Student answer 
 

The collective labour supply curve has a steeper slope than the individual labour supply 

curve, because it is the aggregation of many individual supplies that are coordinated by the 

union. Through its greater power, the union is able to demand higher wages for the same 

employment. The different slopes are also dependent upon which strategy the union follows. 

Whether it is more important to have higher employment levels at lower wages, or to have a 

higher wage but lower employment. Even if the collective labour supply is equal to the 

demand of enterprises, there will still be involuntary unemployment. 

 

 

Commentary 
 

The first sentence reveals a confusion between slope and level. The idea that unions are able 

to achieve what individual workers alone cannot achieve, i.e. a higher wage for the same level 

of employment, only means that the collective labour supply curve lies above the individual 

labour supply curve in the relevant region but does not explain a different slope of the collec-

tive labour supply curve.  

 

More important part of the answer is that the preferences of the union leadership concerning 

the jobs-wages trade-off will play an important role.  

 

The critical role of the slope of the labour demand curve. The “collective labour supply” 

curve is derived as the set of tangency points of a shifting labour demand with the trade 

union’s indifference curves. The slope of the collective labour supply curve depends on the 

shape of the indifference curves which reflect the union’s preferences for employment and 

wages. While the tangency property is mentioned, the labour demand side of the story is 

underplayed.  

 

Out of ten points, this answer would earn the student about six points. 
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QUESTION 8 
 

Name Kaldor’s stylized facts of economic growth and explain whether they hold in the steady 

state of the Solow growth model. 

 

 

 

Student answer 
 

1. Labour grows slower than capital K and output Y. From this, one can see that there is 

always growth in the Solow model.   

2. Capital K and output Y grow from period to period on average with the same growth rate, 

i.e. the ratio Y/K is constant. 

3. The rate of interest is the same in all periods. 

 

 

 

Commentary 
 

1. The answer does not explicitly state what is growing in the Solow model, i.e. that output 

per capita and the capital intensity are growing. The Solow growth model can replicate 

this stylized fact only if we allow for technological progress. 

2. Missing: this stylized fact holds in the Solow model with or without population growth 

and/or technological progress. 

3. This holds in the Solow growth model under the assumption that production factors are 

paid the value of their marginal products. 

4. Missing: hourly wages keep rising. This holds in the Solow growth model if we allow for 

technological progress. 

5. Missing: the relative income shares of GDP paid to labour and capital are trendless. This 

holds in the Solow growth model under the assumption that production factors are paid 

the value of their marginal products. 

 

 

Since only 3 out of 5 stylized facts were mentioned with almost no reference to the Solow 

growth model, the answer is worth only 3-4 out of 10 points. 


