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Sample Exam Questions 
with Answers 

 

 

Question 1 
 

What do economists understand by the concept of “money neutrality”?  

 

Answer 1 
 

Monetary neutrality characterizes an economy in which prices are completely 

flexible so that shocks and policy changes in the monetary sector (i.e. anything 

other than real GDP that would shift either the demand or supply of real money) 

have no impact on the equilibrium in the real economy, e.g. real output, 

employment, real wages, real interest rate, the composition of output between 

private and public uses, foreign and domestic uses, or between present and future 

uses.  

 

When prices are sticky, the burden of adjustment falls on real quantities so that 

there is non-neutrality of money in that case. (Textbook: p. 139-142) 

 

 

 

Question 2 
 

Consider an economy in which the real volume of production has increased during 

the past years at an average rate of 3% per year. Over the same period of time the 

capital stock has increased at an average rate of 3% per year as well. Employment 

has only increased at an average rate of 1% per year. Using Solow’s method of 

growth accounting, one would find that total factor productivity has increased over 

this period on average 1.2% per year. 

 

Based on this information, determine the implicit shares of capital income and 

labour income in national income and explain why these shares are needed to 

make this computation. 

 

Answer 2 
 

This is a problem that requires you to know... 

 

(1) ... the formula relating the growth of output, inputs and total factor productivity 

 

 
 

  (Textbook: p. 75, footnote 21) 
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(2)  ...how to solve this one equation for the one unknown (the labour share , 

defined as the share of national income paid to labour in the form of wages and 

non-wage compensation); 

 

 
 

 Hence, the share of labour income equals 0.6 and the share of capital income 

equals 0.4.  

 

(3)  ...some economic theory, namely that this formula is derived by assuming that 

the factors are paid their marginal products. The fact that we observe output 

growing faster than the average of the rates of growth of inputs tells us that 

productivity of inputs has grown as well.  

 

 

Question 3 
 

Multiple Choice 

 

For each of the following statements only one of the suggested answers is correct.  

Which one? 

 

3a) Which of the following actions of the European Central Bank would be an expansionary 

monetary policy? 

 

(i)              Increasing the refinancing rate 

(ii)             Purchase of foreign exchange 

(iii)            Sale of securities 

 

3b) In the model of intertemporal consumption for households, assume that consumers are 

able to borrow and lend as they wish at the exogenously given interest rate r subject to 

their wealth constraint. A reduction of income in the first period in a simple two-period 

model is represented diagrammatically as  

 

(i)              a clockwise rotation of the intertemporal budget constraint. 

(ii)             a counterclockwise rotation of the intertemporal budget constraint. 

(iii)            a downward shift in the budget constraint. 

 

3c) In a competitive market for labour an exogenous increase in the participation rate of 

women leads to  

 

(i)               an increase in real wages and an increase in employment. 

(ii)              an increase in real wages and a decrease in employment. 

(iii)             a decrease in real wages and an increase in employment. 

 

3d) The current account 

 

(i)             consists of a payments account and a capital account. 
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(ii)           improves with an appreciation of the domestic currency. 

(iii)          plus the capital account should equal zero. 

 

Answer 3 
 

3a) is (ii)  (Textbook: p. 217-218) 

3b) is (iii)  (Textbook: p. 161. Note: a decrease in  equals a decrease in wealth.) 

3c) is (iii) (Textbook: Figure 5.8, p. 115.) 

3d) is (iii) (Textbook: p. 41-45) 

 

 

Question 4 
 
 Which of the following events leads to an upward shift of the TR curve? 

 

(i) A reduction in the target interest rate. 

(ii) A reduction in the target inflation rate. 

(iii) A reduction in the output gap. 

 

 

Answer 4 
 

(ii) A reduction in the target inflation rate increases the inflation gap and leads 

to a higher nominal interest rate at any level of the output gap. Hence, the 

TR curve shifts upwards. (Textbook: p. 225-226) 

   

 

 

Question 5 
 

Using an appropriate geometric argument, explain the impact of an expansionary 

monetary policy on real income and the exchange rate of a small, open economy 

with flexible exchange rates and sticky prices.  What change in the exchange rate 

would you expect and why?  

 

Answer 5 
We begin at point A which is at the intersection of the IS and TR curve. The 

expansionary monetary policy shifts the TR curve to TR’ and the economy moves 

to point C where i < i* now. The lower domestic interest rate leads to a capital 

outflow. If the central bank does not intervene on the foreign exchange market, the 

increasing demand for foreign exchange leads to a depreciation of the exchange 

rate which in turn stimulates exports while imports decline: the IS curve shifts to 

the right to IS’. In reaction to increasing output (and hence increasing money 

demand at the current interest rate), the central bank will raise the nominal interest 

rate i. This process continues until a new equilibrium is reached at point B: real 

output has risen while the nominal exchange rate (and hence the real exchange rate 

due to sticky price assumption) has depreciated. The domestic nominal interest 
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rate i  has risen back to the level of the foreign rate of return i* such that no more 

capital outflow is triggered. (Textbook: p. 276-277) 

 

  
Textbook: Figure 11.8 (b), p. 277. 

 

 

Question 6 
 

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

capital stock in an economy with growing population and technological progress. 
(ii) Is labour productivity in such a steady-state constant? (Explain your answer!) 

 

Answer 6 
 

(i) The key variable that is unchanging in a steady state is the capital per unit of 

effective worker ( . For a technology with labour-augmenting technical 

progress, this means that output per unit of effective worker (  will 

likewise be constant since . In this steady state, the amount of saving per 

effective worker will exactly equal the amount of investment needed to replace 

capital lost to depreciation and equip the new effective work force with the same 

amount of capital per effective worker:  The steady-state 

capital stock  is that level of  which fulfills this condition. 

Geometric argument: In the figure below, the curved line is the fraction of output 

per effective worker that is saved. It increases as production increases with greater 

capital intensity. The straight line is the amount of investment required per effec-

tive worker to replace capital lost to depreciation and to equip the new effective 

workers growing at a rate .  The crossing point of the saving function and 

the investment line determines the steady-state capital stock  at which investment 

equals saving. 

To the right of , the saving function is below the required investment line 

meaning that the level of capital intensity for an effective worker  will fall. 

    

 



 

 

 

© Oxford University Press, 2013. All rights reserved. 

Macroeconomics 6/e Burda &  Wyplosz  

Similarly, to the left of saving (which is invested) exceeds the amount of 

investment required to maintain , so that the level of capital intensity for an 

effective worker  will grow over time.  

 

 
Textbook: Figure 3.15, p. 73. 

 

(ii) In the model with population growth and labour-enhancing technological progress, 

output Y grows at rate , while labour L grows at rate . Labour productivi- 

ty  grows at rate , while effective labour productivity  is constant.  

 

 
Textbook: Figure 3.16, p. 74.         

 

 

 

 

Question 7 
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(i) Assume an economy without population growth and without technological 

progress. Explain how the savings rate influences the steady-state level of the 

capital stock. 

(ii) Does an increase in the savings rate s change per-capita output and the growth rate 

of per-capita output? (Explain your answer!) 

 

Answer 7 
 

 
Textbook: Figure 3.8, p. 66. 

 

(i) The higher the savings rate  the higher the steady-state level of the capital 

stock , at which the saving function equals the depreciation line. 

(ii) A higher savings rate  means that more out of output will be saved, leading to a 

higher steady-state capital stock and hence a higher steady-state per-capita 

output . In the new steady state, output per capita  is constant and hence 

the growth rate equals zero. However, the growth rate must be positive in the 

transition period to the new steady state. (Textbook: section 3.3.4, p. 64-66) 

 

 

Question 8 
 
 “The short-run aggregate demand curve is downward-sloping under both fixed and 

 flexible exchange rate, but for different reasons.” Explain. 

 

Answer 8 
 

Under fixed nominal exchange rates, a higher rate of inflation leads to an appreciation 

of the real exchange rate and hence a loss in external competitiveness. Declining 

exports and rising imports result in a lower real GDP and hence a smaller output gap. 

The negative correlation between inflation and the output gap is reflected in the 

negative slope of the short-run aggregate demand curve. 
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Under flexible nominal exchange rates, a higher rate of inflation induces higher 

nominal interest rates via the Taylor rule. With the foreign rate of return unchanged, 

higher domestic interest rates lead to a capital inflow and a rising demand for domestic 

currency. As consequence, the nominal exchange rate appreciates and so does the real 

exchange rate. Due to the loss in external competitiveness, output declines and the 

output gap declines, too. 

Under both fixed and flexible exchange rates, a higher inflation rate results in a lower 

output gap because of an appreciation of the real exchange rate. However, under fixed 

exchange rates, the real exchange rate appreciation is solely caused by higher domestic 

inflation while under flexible exchange rates it is mainly caused by an appreciation of 

the nominal exchange rate. (Textbook: section 13.3.3, p. 329-330) 

  

 

Question 9 
 

Labour market theory commonly assumes an upward-sloping labour supply curve 

derived from household behavior. Explain how a backward-bending labour supply 

curve may arise. 

 

Answer 9 
 

A real wage increase has two effects on labour supply: first, a higher wage enables the 

worker to achieve the same income by offering a lower amount of working hours 

(income effect); second, since leisure has become more expensive, it is consumed less 

(substitution effect). A backward-bending labour supply curve arises if the income 

effect dominates the substitution effect: once the real wage has reached a critical level 

 workers decide to work less for any .  

Geometrically, this situation results in a labour supply curve which is upward-sloping 

for real wages , but downward- sloping for real wages  and hence 

backward-bending. (Textbook: p. 115) 

 

 

Question 10 
 

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. 

 

Answer 10 
 

The expectations-augmented Phillips curve allows for shifts in the trade-off 

between inflation and unemployment as the underlying rate of inflation changes. 

According to this model we can have an unemployment rate below the natural rate 

of unemployment (assuming away the complication of supply shocks) if our actual 

rate of inflation is above the underlying rate of inflation. However, such a low rate 

of unemployment cannot be sustainable because the underlying rate of inflation 

includes a backward-looking component: after a string of quarters where the actual 

rate of inflation has exceeded the underlying rate of inflation, the latter would 

begin to ratchet upwards with rising inflationary expectations. That means the 
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Phillips curve trade-off would shift upwards and the lower rate of unemployment 

would require a rate of inflation even higher than before. Underlying inflation 

would follow this acceleration of inflation rates. Depending on its forward-looking 

component, it may even anticipate this development. (Textbook: section 12.4.5 

and section 12.5.1, p. 303ff.) 

 

 

 


