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Chapter 1 The Scope and Method of Economics

1.1 Why Study Economics?

1 Multiple Choice

1) Which of the following is NOT listed in the book as a reason to study economics?
A) to learn a way of thinking B) to understand society and global affairs
Q) to be an informed voter D) to learn how to make lots of money
Answer: D
Diff 1
Topic: Why Study Economics?
Skill: Fact

2) Among the fundamental concepts in economics are
A) opportunity cost. B) marginalism.
Q) efficient markets. D) all of the above
Answer: D
Diff: 1
Topic: Why Study Economics?
Skill: Fact

3) Which of the following is the best definition of economics?
A) the study of how individuals and societies choose to use the scarce resources that nature
and previous generations have provided

B) the study of how consumers spend their income
C) the study of how business firms decide what inputs to hire and what outputs to produce
D) the study of how the federal government allocates tax dollars

Answer: A

Diff: 2

Topic: Why Study Economics?

Skill: Definition

4) The rise of the modern factory system in England during the late eighteenth and early
nineteenth centuries is known as the

A) Great Migration. B) Industrial Revolution.
C) Wealth of Nations. D) Dark Ages.

Answer: B

Diff: 1

Topic: Why Study Economics?

Skill: Fact



5) Which of the following statements is NOT correct?
A) Economics is a behavioral science.
B) In large measure, economics is the study of how people make choices.
C) If poverty was eliminated there would be no reason to study economics.
D) Economic analysis can be used to explain how both individuals and societies make
decisions.

Answer: C

Diff: 1

Topic: Why Study Economics?
Skill: Fact

6) The study of economics

A) is a very narrow endeavor.
B) is a way of analyzing decision-making processes caused by scarcity.
C) is concerned with proving that capitalism is better than socialism.
D) focuses on how a business should function.

Answer: B

Diff 2

Topic: Why Study Economics?

Skill: Definition

7) Sunk costs are
A) costs that cannot be avoided, because they have already been incurred.
B) the costs of what we give up when we make a choice or a decision.
C) the additional costs of producing an additional unit of a product.
D) the additional costs of consuming an additional unit of a product.
Answer: A
Diff: 2
Topic: Why Study Economics?
Skill: Definition

8) Suppose that you purchased a ticket to a jazz festival for $100 a month ago. Last week
someone invited you to a hockey game on the same night as the jazz festival. You would much
rather go to the hockey game than the jazz festival. You have tried unsuccessfully to sell the
jazz festival ticket. Which of the following statements regarding this situation is correct?

A) The $100 you paid for the jazz festival ticket is relevant to the decision, as this represents
the opportunity cost of attending the hockey game.
B) You should base your decision on whether or not the hockey game will provide you with
more than $100 in satisfaction.
C) The $100 you paid for the jazz festival ticket should be irrelevant in your decision
making, because it is a sunk cost.
D) The $100 jazz festival ticket should be irrelevant in your decision making, because it
represents the marginal cost of attending the hockey game.
Answer: C
Diff: 2
Topic: Why Study Economics?
Skill: Conceptual
AACSB: Reflective Thinking



9) You have decided that you want to attend a costume party as Ironman. You estimate that it
will cost $40 to assemble your costume. After spending $40 on the costume, you realize that
the additional pieces you need will cost you $25 more. The marginal cost of completing the
costume is

A) $15. B) $25. C) $40. D) $65.
Answer: B
Diff: 2
Topic: Why Study Economics?
Skill: Analytic
AACSB: Analytic Skills

10) The concept of opportunity cost

A) is relevant only to economics.
B) can be applied to the analysis of any decision-making process.
C) applies to consumers but not to firms.
D) refers only to actual payments and incomes.

Answer: B

Diff: 2

Topic: Why Study Economics?

Skill: Conceptual

AACSB: Reflective Thinking

11) Opportunity cost is
A) that which we forgo, or give up, when we make a choice or a decision.
B) a cost that cannot be avoided, regardless of what is done in the future.
C) the additional cost of producing an additional unit of output.
D) the additional cost of buying an additional unit of a product.

Answer: A

Diff: 2

Topic: Why Study Economics?
Skill: Definition

12) The reason that opportunity costs arise is that
A) an economy relies on money to facilitate exchange of goods and services.
B) resources are scarce.
C) there are no alternative decisions that could be made.
D) people have limited wants.

Answer: B

Diff: 1

Topic: Why Study Economics?
Skill: Fact

13) Which of the following is NOT an opportunity cost of attending college?
A) the tuition you pay
B) the income you could have earned if you didn't attend college
C) the alternative uses of the time you spend studying
D) the cost of the food that you consume while you are attending college

Answer: D

Diff: 3

Topic: Why Study Economics?
Skill: Conceptual

AACSB: Reflective Thinking



14) If your tuition is $5,000 this semester, your books cost $600, you can only work 20 rather than
40 hours per week during the 15 weeks you are taking classes and you make $15 per hour, and
your room and board is $3000 this semester, then your opportunity cost of attending college
this semester is

A) $5,600. B) $5,900. C) $10,100. D) $11,600.
Answer: C
Diff: 3
Topic: Why Study Economics?
Skill: Analytic
AACSB: Analytic Skills

15) If your tuition is $25,000 this semester, your books cost $1,500, you can only work 20 rather
than 40 hours per week during the 15 weeks you are taking classes and you make $15 per
hour, and your room and board is $7,500 this semester, then your opportunity cost of
attending college this semester is

A) $26,500. B) $26,800. C) $31,000. D) $38,500.
Answer: C
Diff: 3
Topic: Why Study Economics?
Skill: Analytic
AACSB: Analytic Skills

16) If you own a building and you decide to use that building to open a book store,
A) there is no opportunity cost of using this building for a book store because you own it.
B) there is an opportunity cost of using this building for a book store because it could have
been used in other ways.
Q) there are no sunk costs involved in this decision.
D) the only cost relevant to this decision is the price you paid for the building.

Answer: B

Diff: 2

Topic: Why Study Economics?
Skill: Conceptual

AACSB: Reflective Thinking

17) You own the Star Wars six DVD set. The opportunity cost of watching these DVDs for the
second time
A) is zero.
B) is one-half the cost of the DVDs, as this is the second time you have watched it.
C) is the value of the alternative use of the time you spend watching the DVDs.
D) cannot be calculated.

Answer: C

Diff: 2

Topic: Why Study Economics?
Skill: Conceptual

AACSB: Reflective Thinking



18) That which we forgo, or give up, when we make a choice or decision is called

A) sunk cost. B) marginal cost.

C) real cost. D) opportunity cost.
Answer: D
Diff: 1

Topic: Why Study Economics?
Skill: Definition

19) Costs that cannot be avoided, regardless of what is done in the future, because they have
already been incurred are

A) total costs. B) sunk costs.

C) marginal costs. D) allocative costs.
Answer: B
Diff: 1

Topic: Why Study Economics?
Skill: Definition

20) If you can buy 9 DVDs for $126 or you could buy 10 DVDs for $130, then the marginal cost of
the tenth DVD is:
A) $4. B) $13. C) $14. D) $130.
Answer: A
Diff 2
Topic: Why Study Economics?
Skill: Analytic

21) If you eat at a sushi restaurant that charges $20 for its all you can eat sushi special, then the
marginal cost of your 10th piece of sushi is
A) zero. B) $2. Q) $200. D) $2,000.
Answer: A
Diff: 2
Topic: Why Study Economics?
Skill: Analytic
AACSB: Analytic Skills

22) A market in which profit opportunities are eliminated almost instantaneously is

A) a laissez-faire market. B) a capitalist market.
Q) a socialist market. D) an efficient market.
Answer: D
Diff: 2

Topic: Why Study Economics?
Skill: Definition

23) If information is less costly and more easily available, then usually this
A) makes markets more efficient.
B) makes markets less efficient.
C) increases profit opportunities.
D) increases the opportunity cost of acquiring more information.
Answer: A
Diff: 3
Topic: Why Study Economics?
Skill: Conceptual
AACSB: Reflective Thinking



24) An efficient market is a market

A) in which everyone always gets what they want.
B) in which profit opportunities are eliminated almost instantaneously.
C) in which profits are always very high and persistent.
D) in which opportunity costs are zero.

Answer: B

Diff: 2

Topic: Why Study Economics?

Skill: Definition

25) Related to the Economics in Practice on p. 6: Which one of the following best supports the
argument that most of the value of Apple's iPod is in its conception and design?
A) Apple's history of innovative product design includes the earliest use of a Graphic User
Interface (GUI) in the home computer market.
B) The iPod would not have been as successful without the development of Web sites that
allow users to purchase and download music.
C) Companies that assemble the iPod and those that manufacture iPod components
together capture only a small fraction of the iPod's retail value.
D) Increases in the costs of components will reduce the profitability of the iPod, although
price increases can be passed on to consumers.
Answer: C
Diff: 3
Topic: Why Study Economics?: Economics in Practice
Skill: Analytic
AACSB: Analytic Skills

26) Related to the Economics in Practice on p. 6: Which one of the following best explains why
Apple's iPod is neither a pure import nor a pure export?
A) The iPod has earned a large share of the market for portable music players in both the
United States and other industrialized nations.
B) Intellectual property laws protect the iPod in both domestic and international markets,
although enforcement of those laws varies widely between countries.
C) Apple stock is publicly traded, and so citizens of any country can own Apple stock.
D) The iPod was designed and is sold by a U.S. company, but it is assembled in China from
parts made in the United States and other countries.
Answer: D
Diff: 3
Topic: Why Study Economics?: Economics in Practice
Skill: Analytic
AACSB: Analytic Skills

2 True/False

1) Resources are unlimited in a wealthy society.
Answer: FALSE

Diff: 1
Topic: Why Study Economics?
Skill: Fact



2) The value of the best alternative foregone is the opportunity cost of making a decision.
Answer: TRUE
Diff: 1
Topic: Why Study Economics?
Skill: Definition

3) Opportunity costs arise due to scarce resources.
Answer: TRUE
Diff: 1
Topic: Why Study Economics?
Skill: Fact

4) Sunk costs do not affect marginal decision making.
Answer: TRUE
Diff: 2
Topic: Why Study Economics?
Skill: Conceptual
AACSB: Reflective Thinking

5) Marginal costs are those that can not be recaptured.
Answer: FALSE
Diff: 1
Topic: Why Study Economics?
Skill: Fact

1.2 The Scope of Economics
1 Multiple Choice

1) The branch of economics that examines the functioning of individual industries and the
behavior of individual decision-making units is

A) positive economics. B) normative economics.
C) macroeconomics. D) microeconomics.
Answer: D
Diff: 2

Topic: The Scope of Economics
Skill: Definition

2) Studying how the management of Hewlett Packard decides how many computers to produce
and the price to charge for its computers would be considered

A) descriptive economics. B) empirical economics.
C) microeconomics. D) macroeconomics.
Answer: C
Diff: 2

Topic: The Scope of Economics
Skill: Conceptual
AACSB: Reflective Thinking



3) Studying how Joshua allocates his time between school and video games is an example of

A) macroeconomics. B) microeconomics.

C) industrial organization. D) descriptive economics.
Answer: B
Diff: 1

Topic: The Scope of Economics
Skill: Conceptual
AACSB: Reflective Thinking

4) The study of how benefits are determined for city employees would be considered

A) microeconomics. B) macroeconomics.

C) descriptive economics. D) institutional economics.
Answer: A
Diff: 1

Topic: The Scope of Economics
Skill: Conceptual
AACSB: Reflective Thinking

5) Inflation and unemployment
A) are the focus of normative economics. B) are a focus of microeconomics.
C) are a focus of positive economics. D) are a focus of macroeconomics.
Answer: D
Diff: 1
Topic: The Scope of Economics
Skill: Fact

2 True/False

1) The rate of economic growth is a topic of microeconomics.

Answer: FALSE

Diff: 1

Topic: The Scope of Economics
Skill: Conceptual

AACSB: Reflective Thinking

2) The aggregate price level is a topic of macroeconomics.

Answer: TRUE

Diff: 2

Topic: The Scope of Economics
Skill: Conceptual

AACSB: Reflective Thinking



1.3 The Method of Economics
1 Multiple Choice

1) Better insurance benefits increase the incentive of some individuals to work. This statement is
best described as a

A) positive statement. B) Marxist ideology.

C) normative statement. D) descriptive economics statement.
Answer: A
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

2) The Bureau of Labor Statistics announced that the unemployment rate fell by one percentage
point. This is best described as

A) an economic model. B) Marxist ideology.

C) a normative statement. D) descriptive economics.
Answer: D
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

3) The amount of education that one has is an important factor in the determination of his or her
wage rate. This is best described as

A) a positive statement. B) Marxist ideology.

C) anormative statement. D) descriptive economics.
Answer: A
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

4) The cost involved when choosing between alternatives is known as the

A) marginal cost. B) sunk cost.

C) opportunity cost. D) normative cost.
Answer: C
Diff: 2

Topic: The Method of Economics
Skill: Definition



5) Positive economics is an approach to economics that
A) seeks to understand behavior and the operation of systems while making judgments
about their usefulness to society.
B) analyzes outcomes of economic behavior, evaluates them as good or bad, and may
prescribe preferred courses of action.
C) applies statistical techniques and data to economic problems.
D) examines the role of government in the economy.
Answer: C
Diff: 1
Topic: The Method of Economics
Skill: Fact

6) Normative economics is an approach to economics that
A) seeks to understand behavior and the operation of systems without making judgments.
B) analyzes outcomes of economic behavior, evaluates them as good or bad, and may
prescribe preferred courses of action.

C) applies statistical techniques and data to economic problems.
D) examines the role of government in the economy.

Answer: B

Diff: 1

Topic: The Method of Economics

Skill: Fact

7) Which of the following is a normative question?
A) Why do gasoline prices increase between Memorial Day and Labor Day?
B) What will happen to gasoline consumption if the federal tax on gasoline is eliminated?
C) To reduce the regressive nature of the gasoline excise tax, should the portion of the
gasoline excise tax paid by high-income individuals be increased?
D) How will oil exploration be affected if the government subsidizes oil producers?
Answer: C
Diff: 2
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

8) Which of the following is a positive question?
A) Will the level of teenage unemployment increase if the minimum wage is increased?
B) Should the minimum wage be set at one-half the average manufacturing wage to
guarantee individuals a decent standard of living?
C) Wouldn't it be more equitable if the minimum wage increased automatically with the
cost of living?
D) Wouldn't it be better to try to increase people's wages through job-training programs
rather than by requiring employers to pay minimum wages?
Answer: A
Diff: 2
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

10



9) Health insurance should be provided to every citizen in a wealthy nation such as the United
States. This statement is best described as

A) a positive statement. B) a normative statement.

C) a descriptive economics statement. D) an implication of an efficient market.
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

10) There is great concern over the fact that millions of Americans do not have health insurance. A
study of the costs and benefits of implementing a national health-insurance program is an

example of
A) laissez-faire economics. B) positive economics.
Q) labor economics. D) normative economics.
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

11) Descriptive economics
A) identifies actions and reactions.
B) requires model building.
C) looks at the outcomes of economic behavior and asks if they are good or bad.
D) mainly involves the compilation of data that describe phenomena and facts.

Answer: D

Diff: 2
Topic: The Method of Economics
Skill: Definition

12) An example of descriptive economics is when an economist

A) collects data on the wage rates and employment levels in the farming industry.

B) tries to develop a model to explain the changes in employment and wages in the farming
industry.

C) tries to understand the relationship between the price of imported agricultural products
and the level of employment in the U.S. farming industry.

D) tries to determine if there are any regular patterns in the employment levels in the
farming industry and then makes generalizations from these patterns.

Answer: A

Diff: 2

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

11



Refer to Scenario 1.1 below to answer the questions that follow.

SCENARIO 1.1: An economist wants to understand the relationship between minimum wages and the level
of teenage unemployment. The economist collects data on the values of the minimum wage and the levels
of teenage unemployment over time. The economist concludes that a 1% increase in minimum wage causes
a 0.2% increase in teenage unemployment. From this information he concludes that the minimum wage is
harmful to teenagers and should be reduced or eliminated to increase employment among teenagers.

13) Refer to Scenario 1.1. The statement that a 1% increase in the minimum wage causes a 0.2%
increase in teenage unemployment is an example of

A) descriptive economics. B) normative economics.
C) positive economics. D) Marxist economics.
Answer: C
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

14) Refer to Scenario 1.1. The statement, "the minimum wage is harmful to teenagers and should
be reduced or eliminated to increase employment among teenagers," is an example of

A) descriptive economics. B) normative economics.
C) positive economics. D) Marxist economics.
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

15) Refer to Scenario 1.1. The process of collecting data on minimum wage and teenage
unemployment levels is an example of

A) law and economics. B) economic history.

C) econometrics. D) descriptive economics.
Answer: D
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

16) Refer to Scenario 1.1. The statement that an increase in the minimum wage causes an increase
in teenage unemployment is an example of

A) descriptive reasoning. B) an economic theory.
C) normative economics. D) deductive reasoning.
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

12



17) Refer to Scenario 1.1. A graph of the value of the minimum wage on one axis and the level of
teenage unemployment on the other axis is an example of

A) an economic theory. B) an economic model.
C) inductive reasoning. D) a variable theory.
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

18) To isolate the impact of one single factor, economists invoke the assumption of

A) inductive reasoning. B) Ockham's razor.

C) ceteris paribus. D) post hoc, ergo prompter hoc.
Answer: C
Diff: 2

Topic: The Method of Economics
Skill: Definition

19) The principle that irrelevant detail should not be included in a model is known as

A) Say's Identity. B) ceteris paribus.
C) Ockham's razor. D) Hobson's choice.
Answer: C
Diff: 2

Topic: The Method of Economics
Skill: Definition

20) Economists use the phrase "ceteris paribus" to express the assumption

A) "all else equal." B) "everything affects everything else."
C) "scarcity is a fact of life." D) "there is no such thing as a free lunch."
Answer: A
Diff: 2

Topic: The Method of Economics
Skill: Definition

21) The Latin phrase economists use that means all else equal is:

A) "ceteris paribus." B) "cogito ergo sum."
C) "carpe diem." D) "caveat emptor."
Answer: A
Diff: 2

Topic: The Method of Economics
Skill: Definition

13



22) Stanley Jevons, an economist in the nineteenth century, noted a high correlation between
economic prosperity and sunspots. Based on this observation he developed a "sunspot theory"
of how the economy operated. We now know that Jevons

A) committed the fallacy of composition.

B) committed the ceteris paribus error.

C) was too quick to conclude that correlation implies causation.

D) showed good reasoning for the nineteenth but not the twentieth century.

Answer: C

Diff: 3

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

23) Whenever the Democrats gain control of the Congress, spending on social programs increases;
whenever Republicans gain control of the Congress, spending on defense increases. Hence, we
know what the next party in control will do. This statement is an example of

A) fallacy of inductive reasoning. B) post hoc, ergo prompter hoc fallacy.
C) fallacy of composition. D) ceteris paribus fallacy.

Answer: B

Diff 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

24) T have lived in a house on the Mississippi River for many years and have never seen a flood.
Therefore, there is no reason for anyone to buy flood insurance. This statement is an example

of
A) fallacy of composition. B) post hoc, ergo prompter hoc fallacy.
C) fallacy of inductive reasoning. D) ceteris paribus fallacy.

Answer: A

Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

25) The economy was expanding during all of the years that I was a student, but as soon as I
graduated, the economy contracted. Therefore, the labor market was waiting until I started
looking for a job to contract. This statement is an example of

A) ceteris paribus fallacy. B) post hoc, ergo prompter hoc fallacy.
C) fallacy of composition. D) fallacy of inductive reasoning.
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

14



26) Experimental research in small cities suggests that mandating work for welfare recipients
increases their income. Therefore, we should mandate work requirements for all welfare
recipients. This statement is an example of

A) fallacy of inductive reasoning. B) ceteris paribus fallacy.

C) fallacy of composition. D) post hoc, ergo prompter hoc fallacy.
Answer: C
Diff 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

27) Rent control laws are imposed when city officials believe landlords have been exploiting
tenants. Which of the following criteria are they using to guide their actions?
A) efficiency B) equity C) growth D) stability
Answer: B
Diff: 3
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

28) A government policy that tries to minimize inflation and unemployment can best be described
as trying to achieve economic
A) efficiency. B) equity. C) profitability. D) stability.
Answer: D
Diff: 3
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

29) Redistribution of income from the rich to the poor is achieved from a tax system that requires
taxes to rise with income. Which of the following criteria best explains the goal of this tax
system?

A) efficiency B) equity C) growth D) stability
Answer: B
Diff: 3
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

30) You know that the computer lab at school gets very crowded at about 3:00 p.m. To avoid the
crowds, you start going to the computer lab one hour earlier every day. However many
students make the same decision, and now the computer lab becomes very crowded at 2:00
p-m. This is an example of the

A) post hoc, ergo prompter hoc fallacy. B) ceteris paribus fallacy.
C) fallacy of division. D) fallacy of composition.
Answer: D
Diff: 3

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

15



31) It always rains about an hour after you finish washing your car. Concluding that washing
your car caused it to rain is an example of the

A) fallacy of composition. B) post hoc, ergo prompter hoc fallacy.
C) fallacy of inductive reasoning. D) ceteris paribus conditions.

Answer: B

Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

32) At a political rally, you stand up to see better. Everyone else stands up, as well. This is an
example of
A) ceteris paribus.
B) the post hoc, ergo prompter hoc fallacy.
C) the fallacy of composition.
D) Ockham's razor.

Answer: C

Diff: 2

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

33) You have observed that every time you do 30 minutes of cardio exercise before taking an exam
you get an A. You therefore conclude that to get an A on an exam, all you have to do is 30
minutes of cardio exercise before you take an exam. You have committed the

A) fallacy of composition. B) fallacy of inductive reasoning.
C) post hoc, ergo prompter hoc fallacy. D) fallacy of division.

Answer: C

Diff: 2

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

34) If you observe that Event A happens before Event B happens, and you conclude that Event A
caused Event B, you would be guilty of an error called the

A) fallacy of composition. B) fallacy of inductive reasoning.

C) fallacy of ceteris paribus. D) post hoc, ergo prompter hoc fallacy.
Answer: D
Diff: 2

Topic: The Method of Economics
Skill: Definition

35) Two variables are said to be if one variable changes when the other variable changes.
A) causally related B) correlated
C) statistically related D) dependent
Answer: B
Diff: 2

Topic: The Method of Economics
Skill: Definition

16



36) The fallacy of composition is
A) the belief that if Event A happens before Event B happens, then Event A causes Event B
to occur.
B) the belief that what is true for the whole is necessarily true of the parts.
C) the belief that what is true for a part is necessarily true for the whole.
D) the belief that it is impossible to draw generalizations about cause and effect.
Answer: C
Diff: 2
Topic: The Method of Economics
Skill: Definition

37) The collection and use of data to test economic theories is

A) empirical economics. B) descriptive economics.
C) normative economics. D) positive economics.
Answer: A
Diff: 2

Topic: The Method of Economics
Skill: Definition

38) A change in economic output is potentially efficient
A) if the value of the resulting gains exceeds the value of the resulting losses.
B) if the value of the resulting gains exactly equals the value of the resulting losses.
C) only if no one is made worse off.
D) if the value of the resulting gains is less than the value of the resulting losses.
Answer: A
Diff: 3
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

39) An efficient economy is an economy
A) in which output is steady or growing and there is low inflation.
B) that produces what consumers demand and does so at the least possible cost.
C) that distributes output equally among all consumers.
D) in which there is a fair distribution of wealth.

Answer: B

Diff: 2
Topic: The Method of Economics
Skill: Definition

40) An efficient market is characterized by the fact that
A) output is steady or growing and there is low inflation.
B) profit opportunities are eliminated almost instantaneously.
C) there are no opportunity costs.
D) wealth is distributed fairly.

Answer: B

Diff: 1
Topic: The Method of Economics
Skill: Fact
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41) The four criteria that are frequently used in judging the outcome of economic policy are

A) efficiency, equity, stability, and economic growth.
B) efficiency, equality, stability, and economic growth.
C) efficiency, equality, profitability, and stability.
D) efficiency, equity, profitability, and stability.

Answer: A

Diff 1

Topic: The Method of Economics

Skill: Fact

42) You have noticed that there is an increase in the number of homeless people in your city. At
the same time you observe that there are also a number of vacant apartments. You believe that
the government could reduce the number of homeless people if landlords were required to
rent their apartments for less than they are currently charging. This policy recommendation
would be motivated by concerns over

A) efficiency. B) equity.
C) economic growth. D) stability.
Answer: B
Diff: 3

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

43) There is a possibility that a national sales tax will be implemented. Many economists argue
that items such as food and clothing should be exempt from such a tax because low -income
people spend a greater percentage of their income on these goods than do high -income
individuals. This argument is motivated by concerns over

A) economic growth. B) economic stability.
C) efficiency. D) equity.

Answer: D

Diff: 3

Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking

44) Which of the following is an example of a normative statement?
A) The unemployment rate is six percent.
B) There should be no unemployment in an advanced industrial society.
C) Higher prices cause consumers to buy less.
D) Equilibrium price implies that quantity demanded equals quantity supplied.
Answer: B
Diff: 2
Topic: The Method of Economics

Skill: Conceptual
AACSB: Reflective Thinking
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45) Which of the following is an example of a positive statement?
A) There should be no unemployment in an advanced industrial society.
B) Higher prices cause consumers to purchase less.
C) Consumption should be distributed fairly in society.
D) People should pollute as little as possible.

Answer: B

Diff: 2

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) Normative economics looks at outcomes of economic behavior and evaluates them as good or
bad.

Answer: TRUE

Diff: 2

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

2) Positive economics looks at outcomes of economic behavior and evaluates them as good or
bad.

Answer: FALSE

Diff: 2

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

3) An efficient economy is one that produces what consumers demand and does so at the least
possible cost.

Answer: TRUE

Diff: 2

Topic: The Method of Economics
Skill: Definition

4) "Ceteris paribus" literally translated means, "buyer beware."

Answer: FALSE

Diff: 2

Topic: The Method of Economics
Skill: Definition

5) Positive economics seeks to understand behavior, but not make judgments.
Answer: TRUE
Diff: 2
Topic: The Method of Economics
Skill: Conceptual
AACSB: Reflective Thinking
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6) Stability implies a steady rate of economic growth and low inflation.

Answer: TRUE

Diff: 2

Topic: The Method of Economics
Skill: Conceptual

AACSB: Reflective Thinking

7) The compilation of data to describe phenomena and facts is known as descriptive economics.

Answer: TRUE

Diff: 2

Topic: The Method of Economics
Skill: Definition

1.4 Appendix: How to Read and Understand Graphs
1 Multiple Choice

Refer to the information provided in Figure 1.1 below to answer the questions that follow.

A
g
S
Q
53
R
54
9 3
E a
5|
O
Daily temperature
Figure 1.1
1) Refer to Figure 1.1. There is relationship between the daily temperature and the
number of gallons of ice cream purchased.
A) anegative B) a positive
C) either a negative or a positive D) an inverse
Answer: B
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 1.2 below to answer the questions that follow.

B
8,000
=}
S
=
g
2 A
5 4,000
O
10,000 20,000

Disposable income
Figure 1.2

2) Refer to Figure 1.2. The slope of the line between Points A and B is

A) 0.4. B) 1.2.

C) 2.5. D) indeterminate from this information.
Answer: A
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

3) If the slope of a straight line is -3. and if Y (the variable on the vertical axis) decreases by 6,
then X (the variable on the horizontal axis) will

A) increase by 2. B) decrease by 2.
C) increase by 18. D) decrease by 18.
Answer: A
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 1.3 below to answer the questions that follow.

A
>~ B
) "
5 . g
D
3
1 2 3 4
Units of X
Figure 1.3

4) Refer to Figure 1.3. The slope of the line is

A) positive. B) negative.
() increasing at an increasing rate.

Answer: A

Diff: 2

Topic: Appendix: How to Read and Understand Graphs

Skill: Analytic

AACSB: Analytic Skills

5) Refer to Figure 1.3. The slope of the line between Points B and D is
A) -0.33. B) -3. C) 0.33. D) 3.
Answer: D
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Figure 1.3. The slope of the line between Points D and C is
A) -0.33. B) -3. C) 0.33. D) 3.
Answer: D
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

D) decreasing at an increasing rate.

7) Refer to Figure 1.3. If a 45 degree line were also graphed, the existing line shown on the graph

would it.

A) lie above B) lie below

C) cross D) indeterminant from this information
Answer: A
Diff: 3

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills
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8) Refer to Figure 1.3. At Point A, what is the value of Y?

A) 10. B) 12.

C) 15. D) indeterminate from this information
Answer: B
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

9) Refer to Figure 1.3. At Point A the slope of the line is 3, so at Point D the slope would be

A) greater than 3. B) less than 3.

C) equal to 3. D) indeterminate from this information.
Answer: C
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 1.4 below to answer the questions that follow.

4 Panel A Y4 Panel B
E
X X
Y4 Panel C Y4 Panel D
X X
Figure 1.4

10) Refer to Figure 1.4. Which of the curves or lines has a slope that is first positive and then
negative?
A)A B) B O C D) D
Answer: B
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills
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11) Refer to Figure 1.4. Which of the curves or lines has a slope that is negative and then positive?
A)A B) B OC D)D
Answer: A
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

12) Refer to Figure 1.4. Which of the following curves or lines has a zero slope throughout?
A)A B) B O C D)D
Answer: C
Diff 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

13) Refer to Figure 1.4. Which of the curves or lines has an infinite slope throughout?
A)A B) B OC D)D
Answer: D
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

14) Refer to Figure 1.4. At Point E in panel A, the slope is

A) zero. B) infinite.

C) negative. D) indeterminate from this information.
Answer: A
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

15) The slope of a non-linear curve
A) is always positive. B) must first increase then decrease.
() is not constant. D) is constant.

Answer: C

Diff: 1
Topic: Appendix: How to Read and Understand Graphs
Skill: Fact

16) The slope of a horizontal line is
A) negative. B) zero.
C) continually changing. D) infinite.
Answer: B
Diff: 1
Topic: Appendix: How to Read and Understand Graphs
Skill: Fact
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17) If the slope of a straight line is 4 and if X (the variable on the horizontal axis) increases by 12,
then Y (the variable on the vertical axis) will

A) decrease by 3. B) decrease by 0.33.
C) increase by 3. D) increase by 48.
Answer: D
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

18) If the slope of a straight line is 4 and if Y (the variable on the vertical axis) decreases by 20,
then X (the variable on the horizontal axis)

A) increases by 5. B) decreases by 5.
C) increases by 80. D) decreases by 80.
Answer: B
Diff: 2

Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

19) The slope of a vertical line is
A) zero. B) infinite.
C) continually changing. D) negative.
Answer: B
Diff: 1
Topic: Appendix: How to Read and Understand Graphs
Skill: Fact
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Refer to the information provided in Figure 1.5 below to answer the questions that follow.

Y4 Panel A Y4 Panel B
X X
Y4 Panel C Y4 Panel D
X X
Figure 1.5

20) Refer to Figure 1.5. Which of the curves has a slope that is positive and decreasing?
A)A B) B O C D) D
Answer: B
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

21) Refer to Figure 1.5. Which of the curves has a slope that is positive and increasing?
A)A B) B O C D)D
Answer: A
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

22) Refer to Figure 1.5. As income increases, consumption increases, but for each additional
increase in income, consumption increases by a larger and larger amount. If consumption is
graphed on the vertical axis and income is graphed on the horizontal axis, the relationship
between consumption and income would look like which of the following panels?

A)A B) B C)C D)D
Answer: A
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills
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23) Refer to Figure 1.5. In many industries, as firms produce additional units, average costs of
production decline as the firm produces an additional unit, but average costs declines by a
smaller and smaller amount as production continues to increase. If output is graphed on the
horizontal axis and average costs are graphed on the vertical axis, the relationship between
average costs and output would be like which of the following panels?

A)A B) B O C D)D
Answer: C
Diff 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Analytic
AACSB: Analytic Skills

2 True/False

1) Dividing the change in quantity on the Y axis by the change in quantity on the X axis
calculates the slope of a line.
Answer: TRUE
Diff: 1
Topic: Appendix: How to Read and Understand Graphs
Skill: Definition

2) A graph illustrating how one variable changes over time is a Cartesian coordinate system.
Answer: FALSE
Diff: 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Definition

3) If as the variable on the Y-axis rises the variable on the X-axis rises, the relationship between
Xand Y is said to be direct.
Answer: TRUE
Diff 2
Topic: Appendix: How to Read and Understand Graphs
Skill: Definition

4) If as the variable on the Y -axis falls the variable on the X-axis rises, the relationship between X
and Y is said to be inverse.
Answer: TRUE
Diff: 1
Topic: Appendix: How to Read and Understand Graphs
Skill: Definition

5) The slope of a straight line is not constant unless the line is vertical or horizontal.
Answer: FALSE
Diff- 1
Topic: Appendix: How to Read and Understand Graphs
Skill: Definition
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Chapter 2 The Economic Problem: Scarcity and Choice

2.1 Scarcity, Choice, and Opportunity Cost

1 Multiple Choice

1) The process by which resources are transformed into useful forms is
A) capitalization. B) consumption. C) production. D) allocation.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

2) Outputs in the production process are
A) pollution.
B) money.
C) good and services of value to households.
D) resources.

Answer: C

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

3) Which of the following is NOT a resource as the term is used by economists?

A) land B) labor C) buildings D) money
Answer: D
Diff: 1
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Fact

4) Which of the following would an economist classify as capital?

A) a $50 bill B) a corporate bond

C) a post office employee D) a guitar used by a musician
Answer: D
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

5) Capital, as economists use the term,
A) is the money the firm spends to hire resources.
B) is money the firm raises from selling stock.
C) refers to the process by which resources are transformed into useful forms.
D) refers to things that have already been produced that are in turn used to produce other
goods and services.

Answer: D

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking
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6) The concept of opportunity cost is based on the principle of
A) need. B) consumption. C) scarcity. D) profit.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

7) The concept of trade-offs would become irrelevant if
A) we were dealing with a very simple, one-person economy.
B) poverty was eliminated.
C) scarcity was eliminated.
D) capital was eliminated.

Answer: C

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

8) Suppose you are deciding whether to spend your tax rebate check on a new iPod player or a
new digital camera. You are dealing with the concept of

A) diminishing marginal returns. B) comparative advantage.
C) opportunity costs. D) the fallacy of composition.
Answer: C
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

9) According to the theory of comparative advantage, specialization and free trade will benefit
A) only that trading party that has both an absolute advantage and a comparative
advantage in the production of all goods.

B) all trading parties, even when some are absolutely more efficient producers than others.
C) only that trading party that has an absolute advantage in the production of all goods.
D) only that trading party that has a comparative advantage in the production of all goods.

Answer: B

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost

Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Table 2.1 below to answer the following questions.

Table 2.1
Krystal Mark
Writing Poems 8 12
Writing TV Commercials 2 4

10) Refer to Table 2.1. For Krystal, the opportunity cost of writing one TV commercial is
A) 1/4 of a poem. B) 2 poems. C) 4 poems. D) 6 poems.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

11) Refer to Table 2.1. For Mark, the opportunity cost of writing one TV commercial is
A) 1/3 of a poem. B) 2 poems. C) 3 poems. D) 8 poems.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

12) Refer to Table 2.1. Which of the following statements is TRUE?

A) Krystal has a comparative advantage in both writing TV commercials and writing
poems.

B) Mark has a comparative advantage in both writing TV commercials and writing poems.

C) Krystal has a comparative advantage in writing TV commercials and Mark has a
comparative advantage in writing poems.

D) Mark has a comparative advantage in writing TV commercials and Krystal has a
comparative advantage in writing poems.

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills

13) Refer to Table 2.1. To maximize total production,
A) Krystal should specialize in writing TV commercials and Mark should specialize in
writing poems.
B) Mark should specialize in writing TV commercials and Krystal should specialize in
writing poems.
C) Krystal and Mark should both split their time between writing poems and writing TV
commercials.
D) Krystal should write poems and write TV commercials, but Mark should only write
poems.
Answer: B
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills
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14) Refer to Table 2.1. For Mark, the opportunity cost of writing six TV commercials is
poems made.

A)2 B) 18

C) 24 D) an indeterminate number of
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

15) Refer to Table 2.1. For Krystal, the opportunity cost of writing four TV commercials is
poems.
A)2 B) 8 C) 16 D) 32
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

16) According to the theory of comparative advantage, raise(s) productivity by lowering
opportunity costs.
A) trade and specialization B) investment in capital goods
C) economic growth D) exchange and consumption
Answer: A
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

17) When two people trade
A) both of them expect to be made worse off by the exchange.
B) they are trying to help out each other.
C) they know one of them will get the better of the other.
D) they both expect to be made better off by the exchange.
Answer: D
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

18) Someone has a comparative advantage in producing a good if they can produce that good

A) in greater quantities. B) at a lower opportunity cost.
C) using more capital and less labor. D) without sunk costs.
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking
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19) If someone has a comparative advantage in growing pineapples,

A) they can grow pineapples at a lower opportunity cost than other pineapple growers.
B) they also have an absolute advantage in growing pineapples.
C) they can grow more pineapples using the same resources than other pineapple growers.
D) pineapples are the only product they can grow.

Answer: A

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost

Skill: Conceptual

AACSB: Reflective Thinking

20) Which of the following does NOT constitute an act of "investment" as economists use the
term?

A) The city council authorizes the construction of a new fire station.

B) A retiree buys 50 shares of stock at $10 a share and then sells the stock at a profit for $20
a share.

C) An accountant attends a seminar on changes in the federal tax code.
D) A department store increases its inventory of football jerseys before the Super Bowl.
Answer: B
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

21) In economics, investment always refers to

A) the act of buying stocks or bonds. B) the creation of capital.

C) increasing the quantity of labor. D) an increase in per capita output.
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

22) The process of using resources to produce new capital is
A) research and development. B) investment.

C) consumption. D) economic growth.

Answer: B

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

23) An example of forgoing present benefits in order to receive future benefits is
A) production. B) saving. C) consumption. D) growth.
Answer: B
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition
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24) Because resources are scarce, the opportunity cost of investment in capital is

A) zero. B) forgone future consumption.
C) forgone present consumption. D) infinite.

Answer: C

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

25) An example of an investment is
A) the purchase of a share of Google stock.
B) the purchase of an Exxon Mobil bond.
C) the purchase of a Hewlett Packard laser printer for use by a business.
D) all of the above.

Answer: C

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

26) The opportunity cost of investment in capital is forgone present consumption because

A) capital takes a long time to produce.
B) capital increases the productivity of labor.
C) resources are scarce.
D) capital is an intangible good.
Answer: C
Diff: 3
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

27) If the unemployment rate increases from 10% to 14%, the economy will
A) move closer to a point on the ppf.
B) move away from the ppf toward the origin.
C) remain on the ppf.
D) remain on the origin.

Answer: B

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

28) Periods of less than full employment correspond to
A) points outside the ppf.
C) points on the ppf.

B) points underneath the ppf.

Answer: B

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 2.1 below to answer the questions that follow.

A

Capital goods

°
A

\/

Consumer goods
Figure 2.1

29) Refer to Figure 2.1. Macroland is currently operating at Point A. The best explanation for this is
that
A) the economy has very poor technology.
B) the economy's resources are being used inefficiently.
C) the economy has very few resources.
D) the economy operates as an efficient market.

Answer: B

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

30) Refer to Figure 21. Macroland's production possibility frontier is bowed out from the origin

due to

A) decreasing opportunity costs. B) trade.

C) unemployment. D) specialized resources.
Answer: D
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

31) Refer to Figure 2.1. The shape of Macroland's production possibility frontier shows

A) increasing opportunity costs. B) constant opportunity costs.
C) decreasing opportunity costs. D) random opportunity costs.
Answer: A
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking
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32) The production possibility frontier is used to illustrate the concept of
A) the laissez-faire economy. B) opportunity costs.
C) equilibrium. D) aggregate demand.
Answer: B
Diff: 1
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Fact

Refer to the information provided in Figure 2.2 below to answer the questions that follow.

Capital goods

\/

Consumer goods
Figure 2.2

33) Refer to Figure 2.2. Point B represents a situation of
A) full employment but production inefficiency.
B) less than full employment but production efficiency.
C) both full resource employment and production efficiency.
D) less than full employment and production inefficiency.

Answer: C

Diff: 1

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

34) Refer to Figure 2.2. Microland is currently operating at Point B. You correctly deduce that

A) in Microland all resources are fully employed and there are no production inefficiencies.
B) Microland has achieved a position of inefficiency.
C) Microland has recently experienced some type of technological breakthrough.
D) Microland has overcome the problem of scarcity.

Answer: A

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost

Skill: Analytic

AACSB: Analytic Skills
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35) The production possibility frontier is a graph that shows

A) all the combinations of goods and services that are consumed over time if all of society's
resources are used efficiently.

B) the amount of goods and services consumed at various average price levels.

C) the rate at which an economy's output will grow over time if all resources are used
efficiently.

D) all the combinations of goods and services that can be produced if all of society's
resources are used efficiently.

Answer: D

Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

36) Production inefficiency occurs

A) only when an economy produces underneath its production possibility frontier.

B) only when an economy produces at the wrong point on the production possibility
frontier.

C) either when an economy produces underneath the production possibility frontier or
when the economy is producing the wrong combination of goods on the production
possibility frontier.

D) only when the economy produces outside the production possibility frontier.

Answer: A

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

37) An economy that is producing on the production possibility frontier at some point other than
the output of efficient allocation is
A) efficient, as it is on the production possibility frontier.
B) inefficient, as the combination of goods and services produced is not what people want.
C) efficient, as the economy is producing goods at the lowest possible cost.
D) inefficient, as that combination of goods could be produced at a lower cost if more
efficient technology were employed.

Answer: B

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

38) If resources are combined efficiently in production, then the society
A) is producing at the most-desirable point on the production possibility frontier.
B) is producing at a point on the production possibility frontier but not necessarily at the
most-desirable point.
C) is producing at a point outside the production possibility frontier.
D) is experiencing economic growth.

Answer: B

Diff: 1

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking
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39) Suppose an economy produces hybrid engines and solar panels in perfectly competitive
industries. The economy is currently operating at a point on its ppf. If a single firm gains
control over the production of solar panels, which of the following is most likely to happen?

A) The economy will move to a less-desirable point on the ppf.

B) The economy's ppf will shift inward.

C) The economy will now be able to produce at a point outside its ppf.

D) The economy's ppf will shift outward, but the maximum number of solar panels will
remain the same.

Answer: A

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills

40) The value of the slope of a society's production possibility frontier is called its

A) marginal rate of substitution. B) inflation rate.

C) unemployment rate. D) marginal rate of transformation.
Answer: D
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

41) The marginal rate of transformation is the
A) slope of the production possibility frontier.
B) dollar value of the best forgone alternative.
C) process of using resources to produce new capital.
D) transformation of resources into a form that is useful to people.
Answer: A
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition
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Refer to the information provided in Figure 2.3 below to answer the questions that follow.

Panel A Panel B
500 500

Surfboards
Surfboards

Sailboats Sailboats

Panel C Panel D
500

w1l
f=3
f=4

Surfboards
Surfboards

50 50
Sailboats Sailboats

Figure 2.3

42) Refer to Figure 2.3. Assume that in this society the marginal rate of transformation of sailboats
for surfboards is constant and equal to -10. A graph of this society's production possibility

frontier will be represented by
A) A. B) B. C) C. D) D.

Answer: C

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

43) Refer to Figure 2.3. Assume that in this society the opportunity cost of sailboats in terms of
surfboards is increasing. A graph of this society's production possibility frontier will be
represented by

A) A. B) B. O C D) D.
Answer: A
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost

Skill: Conceptual
AACSB: Reflective Thinking
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44) Refer to Figure 2.3. The law of opportunity costs is best depicted by the production
possibilities frontier in panel A.
A) increasing B) constant C) decreasing D) zero

Answer: A

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

45) A society can produce two goods: donuts and beer. The society's production possibility
frontier is negatively sloped and "bowed outward" from the origin. As this society moves
down its production possibility frontier, producing more and more units of donuts, the
opportunity cost of producing beer

A) decreases.
B) remains constant.
C) increases.
D) could decrease or increase depending on the technology.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

Refer to the information provided in Figure 2.4 below to answer the questions that follow.

A

Hybrid cars

Motorcycles

Figure 2.4

46) According to Figure 2.4, the point where only motorcycles are produced is
A) A B) B. O C. D) E.
Answer: D
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills
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47) According to Figure 2.4, the optimal point for the economy is
A) A
B) B.
C) F
D) indeterminate from the information given.

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills

48) According to Figure 2.4, which point cannot be produced with the current state of technology?
A)A B) B O C D) F
Answer: D
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

49) According to Figure 2.4, the point where only hybrid cars are produced is
A) A B) B. O C. D) D.
Answer: A
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

50) According to Figure 2.4, a decrease in unemployment may be represented by the movement
from

A) Bto A. B) Bto D. C) Cto D. D) AtoC.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

51) According to Figure 2.4, as the economy moves from Point A to Point E, the opportunity cost
of motorcycles, measured in terms of hybrid cars,

A) decreases. B) increases.

C) remains constant. D) initially increases, then decreases.
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills
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52) According to Figure 2.4, as the economy moves from Point E to Point A, the opportunity cost
of hybrid cars, measured in terms of motorcycles,

A) increases. B) decreases.

C) remains constant. D) initially increases, then decreases.
Answer: A
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

53) Refer to Figure 2.4. The economy moves from Point A to Point D. This could be explained by
A) a reduction in unemployment.
B) an improvement in technology.
C) an increase in economic growth.
D) a change in society's preferences for motorcycles versus hybrid cars.

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Figure 2.5 below to answer the questions that follow.

A

2 120

.2

E 90

]

a

2

0 0 60 80
Plasma televisions
Figure 2.5

54) Refer to Figure 2.5. The economy is currently at Point A. The opportunity cost of moving from
Point A to Point B is the
A) 90 LCD televisions that must be forgone to produce 20 additional plasma televisions.
B) 30 LCD televisions that must be forgone to produce 60 additional plasma televisions.
C) 120 LCD televisions that must be forgone to produce 40 additional plasma televisions.
D) 30 LCD televisions that must be forgone to produce 20 additional plasma televisions.

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills
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55) Refer to Figure 2.5. The marginal rate of transformation in moving from Point A to Point B is
A) -2/3. B) -1.5. O -3. D) -30.
Answer: B
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

56) Refer to Figure 2.5. For this economy to move from Point B to Point C so that an additional 20
plasma televisions could be produced, production of LCD televisions would have to be
reduced by

A) exactly 30. B) fewer than 30. C) more than 30. D) exactly 60.

Answer: C

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills

57) Refer to Figure 2.5. The best point for society would be
A) Point C, as at this point there are approximately equal amounts of LCD and plasma
televisions being produced.
B) either Point B or Point C, as the total amount being produced at either of these points is
approximately the same.
C) at any of the labeled points, as all of the points represent an efficient allocation of
resources.
D) indeterminate from this information, as we don't have any information about the
society's desires.
Answer: D
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

58) If the opportunity costs of producing a good increase as more of that good is produced, the

economy's production possibility frontier will be
A) negatively sloped and "bowed inward" toward the origin.
B) negatively sloped and "bowed outward" from the origin.
C) a negatively sloped straight line.
D) a positively sloped straight line.

Answer: B

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost

Skill: Conceptual

AACSB: Reflective Thinking
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59) As you move down the production possibility frontier, the absolute value of the marginal rate
of transformation

A) increases. B) decreases.

C) initially increases, then decreases. D) initially decreases, then increases.
Answer: A
Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

60) As more of a good, such as television sets, is produced, the opportunity costs of producing it
increases. This most likely occurs because

A) as more of a good is produced the inputs used to produce that good will increase in
price.

B) consumers would be willing to pay higher prices for the good as more of the good is
produced.

C) resources are not equally well suited to producing all goods and as more of a good is
produced it is necessary to use resources less well suited to the production of that good.

D) as more of a good is produced the quality of that good declines and therefore the costs of
production increase.

Answer: C

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

61) Economic growth may occur when
A) a society acquires new resources.
B) a society learns to produce more using existing resources.
C) the society begins to produce the combination of goods society wants most.
D) both A and B

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 2.6 below to answer the questions that follow.
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Figure 2.6

62) Refer to Figure 2.6. Economic growth is represented by a

A) shift from ppf2 to ppfl. B) shift from ppfl to ppf2.
C) movement along ppfl. D) movement along ppf2
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

63) Refer to Figure 2.6. An improvement in technology may be represented by a

A) shift from ppf2 to ppfl. B) shift from ppfl to ppf2.
C) movement along ppf2. D) movement along ppfl.
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

64) Refer to Figure 2.6. Which of the following will shift an economy's production possibility
frontier from ppfl to ppf2?

A) a decrease in unemployment

B) an increase in production efficiency

C) a change in consumer's tastes

D) an increase in the economy's capital stock

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills
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65) Refer to Figure 2.6. Which of the following will NOT cause the production possibility frontier
to shift from ppfl to ppf2?
A) the discovery of previously unknown oil fields
B) an improvement in technology
C) an increase in the stock of capital
D) a decrease in the unemployment rate

Answer: D

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic

AACSB: Analytic Skills

66) Refer to Figure 2.6. Which of the following is most likely to shift the production possibility
frontier from ppfl to ppf2?
A) a change in consumer tastes
B) the purchase of stocks on the New York Stock Exchange
C) moving resources from capital to consumer goods
D) an increase in the general educational level of the population
Answer: D
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

67) Refer to Figure 2.6. If the economy is at ppfl, a change in consumer preferences would be

shown by a
A) shift from ppf2 to ppfl. B) movement along ppfl.
C) movement along ppf2. D) shift from ppfl to ppf2.
Answer: B
Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills

68) During the Iraq War many of Iraq's oil refineries were destroyed. This would best be
represented by a
A) movement down Iraq's production possibility frontier.
B) movement off Iraq's production possibility frontier to some point inside the frontier.
C) shift of Iraq's production possibility frontier toward the origin.
D) movement up Iraq's production possibility frontier.
Answer: C
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Analytic
AACSB: Analytic Skills
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69) For an economy to produce at a point beyond its current ppf, the economy must

A) waste less. B) be more efficient.

C) reduce inputs. D) increase its resource base.
Answer: D
Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

70) In terms of the production possibility frontier, an increase in productivity attributable to new
technology would best be shown by
A) a movement along the frontier.
B) the production possibility frontier shifting outward, away from the origin.
C) a movement from a point inside the frontier to a point on it.
D) a movement toward the origin.

Answer: B

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

71) An improvement in technology will cause the
A) production possibility frontier to shift outward.
B) production possibility frontier to shift inward.
C) economy to move down the production possibility frontier.
D) economy to move closer to its production possibility frontier.

Answer: A

Diff: 1

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

72) Consider two countries, Japan and Malaysia. Japan devotes a smaller portion of its production
to capital. All other things equal which of the following statements is most likely true?
A) Japan is a poorer country than Malaysia.
B) Japan will move up its production possibility curve faster than Malaysia.
C) Malaysia is producing inside its production possibility frontier, whereas Japan is
producing at a point on its production possibility frontier.
D) Malaysia's production possibility frontier will shift up and out farther and faster than
Japan's.
Answer: D
Diff: 3
Topic: Scarcity, Choice, and Opportunity Cost

Skill: Conceptual
AACSB: Reflective Thinking
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73) The gap between rich and poor countries

A) has decreased over time because poor countries can more easily devote resources to
capital production.

B) has increased over time because poor countries find it difficult to devote resources to
capital production.

C) has remained constant over time because technological advances can be easily shared
among nations.

D) has remained constant over time because the rate of capital production has remained
constant in rich and poor nations.

Answer: B

Diff: 1

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Fact

74) An economy produces capital goods and consumer goods. This economy is operating at a
point on its production possibility frontier associated with a small amount of capital goods
and a large amount of consumer goods. This is most likely to be a

A) "poor" country because such a nation has difficulty devoting many resources to the
production of capital goods.

B) "rich" country because such a nation can afford to sacrifice.

C) country with a free market.

D) country with a command economy.

Answer: A

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

75) The economic problem can best be stated as
A) How can the economy improve technology so as to shift the production possibility
frontier up and to the right?
B) Given scarce resources, how exactly do societies go about deciding what to produce, how
to produce it, and for whom to produce?
C) Given the fact that the economy is inefficient, how much and what type of government
intervention should be used to improve the efficiency of the economy?
D) What is the best rate of economic growth for a society?
Answer: B
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition
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76) Related to the Economics in Practice on p. 28: Which one of the following occurs when an
individual enters the paid work force?

A) The opportunity cost of time for housework increases, because time spent on housework
could be spent on money-earning activities.

B) The opportunity cost of time for housework increases, because money earned at a job can
allow individuals to pay someone to do household chores that the individuals used to do
themselves.

C) The opportunity cost of time for housework decreases, because increased earning power
makes individuals less likely to do their own housework.

D) The opportunity cost of time for housework decreases, because as more people enter the
work force, businesses have greater incentives to develop innovations that make
housework more efficient.

Answer: A

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost: Economics in Practice
Skill: Analytic

AACSB: Analytic Skills

77) Related to the Economics in Practice on p. 28: How did the introduction of the microwave in
1960 affect the market for frozen food?
A) It encouraged people to leave the work force by making cooking easier and less
time-consuming.
B) It reduced the opportunity cost of eating frozen food by decreasing the amount of time
required to prepare frozen meals.
C) It increased the financial cost of alternative methods of food preparation, such as
conventional ovens.
D) It made frozen foods more appealing by increasing the variety of meals that could be
frozen and reheated.

Answer: B

Diff: 3

Topic: Scarcity, Choice, and Opportunity Cost: Economics in Practice
Skill: Analytic

AACSB: Analytic Skills

2 True/False

1) In economics, the term capital refers only to some form of money.
Answer: FALSE
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

2) Among the resources used in production are labor and capital.
Answer: TRUE
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition
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3) Things that have already been produced that are in turn used to produce other goods and
services over time are called "capital."

Answer: TRUE

Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

4) When two people trade, one must lose.

Answer: FALSE

Diff: 2

Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual

AACSB: Reflective Thinking

5) Economic growth shifts a society's production possibility frontier away from the origin.
Answer: TRUE
Diff: 1
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

6) A society's production possibility frontier is bowed in from the origin due to specialized
resources.

Answer: FALSE

Diff: 1
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Fact

7) The "economic problem" is that given scarce resources, how do large societies go about
answering the basic economic questions of what will be produced, how it will be produced,
and who will get it.

Answer: TRUE

Diff: 1
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

8) Comparative advantage refers to the ability to produce better quality goods than a competitor.
Answer: FALSE
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition

9) Comparative advantage refers to the ability to produce at a lower opportunity cost than a
competitor.
Answer: TRUE
Diff: 2
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Definition
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10) The government produces only what the market is willing to pay for.
Answer: FALSE
Diff: 1
Topic: Scarcity, Choice, and Opportunity Cost
Skill: Conceptual
AACSB: Reflective Thinking

2.2 Economic Systems
1 Multiple Choice

1) An economy in which a central authority draws up a plan that establishes what will be
produced and when, sets production goals, and makes rules for distribution is a

A) free market economy. B) laissez-faire economy.
C) public goods economy. D) command economy.
Answer: D
Diff: 2

Topic: Economic Systems
Skill: Definition

2) An economy in which individual people and firms pursue their own self-interest without any
central direction or regulation is a(n)

A) command economy. B) laissez-faire economy.
C) invisible-hand economy. D) private-sector economy.
Answer: B
Diff: 2

Topic: Economic Systems
Skill: Definition

3) Which of the following statements is FALSE?
A) Many planned economies have not fared very well in recent years; many of these
economies have almost completely collapsed.
B) Command economies operate the most efficiently because the government makes all the
production decisions.
C) In command economies consumers still exercise choice.
D) In a command economy the government answers the questions of what to produce, how
to produce it, and how to distribute it.
Answer: B
Diff: 2
Topic: Economic Systems
Skill: Conceptual
AACSB: Reflective Thinking

4) Which of the following is an element of a command economy?
A) The market decides distribution.
B) The means of production are privately owned.
C) Production decisions are centralized.
D) The market decides what will be produced.

Answer: C

Diff: 1

Topic: Economic Systems
Skill: Fact
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5) Which of the following statements is NOT true for a command economy?
A) Consumers have some choices concerning what they buy.
B) The government decides what is produced.
C) The amount of a good supplied always equals the amount of the good demanded.
D) The state decides how to distribute what is produced.

Answer: C

Diff: 1
Topic: Economic Systems
Skill: Fact

6) In a laissez-faire economy what gets produced, how it is produced, and who gets it.
A) the behavior of buyers and sellers determines
B) the central government authority determines
C) firms but not consumers determine
D) consumers but not firms determine

Answer: A

Diff: 1

Topic: Economic Systems
Skill: Fact

7) An institution through which buyers and sellers interact and engage in exchange is

A) a central authority. B) "laissez-faire."

C) a market. D) a production frontier.
Answer: C
Diff: 2

Topic: Economic Systems
Skill: Definition

8) Which of the following is NOT true of a market economy?
A) In its pure form, it is also known as a laissez-faire economy.
B) Decisions are regulated by a central agency.
C) The interaction between buyers and sellers answers the basic economic questions of what
gets produced, how it gets produced, and who gets it.
D) It relies on millions of individual economic decisions to determine economic outcomes.
Answer: B
Diff: 2
Topic: Economic Systems
Skill: Fact

9) Consumer sovereignty
A) is dependent on profits.
B) is the idea that consumers can buy whatever they want to.

C) is the idea that consumers determine what is produced in the economy through their
demands.

D) is only possible in a monarchy.
Answer: C
Diff: 2
Topic: Economic Systems
Skill: Definition
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10) The idea that consumers ultimately dictate what will be produced by choosing what to
purchase is known as

A) laissez-faire. B) the economic problem.
C) centralized decision making. D) consumer sovereignty.
Answer: D
Diff: 2

Topic: Economic Systems
Skill: Definition

11) The amount that households have accumulated out of past income through saving and
inheritance is

A) future income. B) wealth. C) consumption. D) past income.

Answer: B

Diff: 2
Topic: Economic Systems
Skill: Definition

12) In a free market system, the amount of output that any one household gets depends on its

A) income. B) wealth.

C) wage and interest income. D) income and wealth.
Answer: D
Diff 1

Topic: Economic Systems
Skill: Conceptual
AACSB: Reflective Thinking

13) Advocates of an unregulated market system argue that
A) competition promotes efficiency.
B) competition leads to innovation.
C) competition leads to product variety and quality.
D) all of the above

Answer: D

Diff: 3

Topic: Economic Systems
Skill: Conceptual

AACSB: Reflective Thinking

14) The basic coordinating mechanism in a free market system is
A) quantity. B) price.
C) a central government authority. D) the corporation.
Answer: B
Diff: 1
Topic: Economic Systems
Skill: Fact
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15) Which of the following statements is FALSE?

A) In a free market system, the basic economic questions are answered without the help of a
central government plan or directive.

B) Individuals guided by their own-self interest will produce products and services that
other people want.

C) The basic coordinating mechanism in a free market system is quantity adjustments
toward equilibrium.

D) In a free market system, competition forces firms to adopt efficient production
techniques.

Answer: C

Diff: 2

Topic: Economic Systems
Skill: Conceptual

AACSB: Reflective Thinking

16) Some economists advocate government intervention in a market economy
A) to produce collective goods and services.
B) when resource costs for a private producer do not reflect the full cost to society.
C) to stabilize the economy.
D) all of the above

Answer: D

Diff: 1
Topic: Economic Systems
Skill: Fact

2 True/False

1) A laissez-faire economy is one in which individual people and firms pursue their own
self-interest without any central direction or regulation.
Answer: TRUE
Diff: 1

Topic: Economic Systems
Skill: Definition

2) A command economy is one in which a central government sets output targets, incomes and
prices.

Answer: TRUE

Diff: 1

Topic: Economic Systems
Skill: Definition

3) A command economy eliminates markets.

Answer: FALSE

Diff: 2

Topic: Economic Systems
Skill: Conceptual

AACSB: Reflective Thinking
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4) Price is the coordinating mechanism in a planned economy.
Answer: FALSE
Diff: 1

Topic: Economic Systems
Skill: Definition

5) The notion that buyers determine what will be produced by choosing what they purchase is
called consumer sovereignty.
Answer: TRUE
Diff 1
Topic: Economic Systems
Skill: Definition
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Chapter 3 Demand, Supply, and Market Equilibrium

3.1 Firms and Households: The Basic Decision Making Units

1 Multiple Choice

1) Michael Dell was the first individual who sold computers by mail order. The company
founded by Dell is now one of the largest and most successful computer companies in the
United States. Michael Dell would be classified as a(n)

A) entrepreneur. B) opportunist. C) monopolist. D) socialist.
Answer: A
Diff 1
Topic: Firms and Households
Skill: Conceptual

2) Firms are organizations that

A) take advantage of the public. B) transform resources into products.
C) transform outputs into inputs. D) consumer outputs.

Answer: B

Diff: 1

Topic: Firms and Households
Skill: Definition

3) An entrepreneur is a person who does all of the following EXCEPT
A) assumes the risk of a firm.
B) organizes and manages a firm.
C) turns a new idea or product into a business.
D) always makes a profit.

Answer: D

Diff: 1

Topic: Firms and Households
Skill: Definition

4) Why do firms engage in the activity of production?

A) to help society advance technologically B) to participate in the circular flow
C) to acquire profits D) to develop a supply schedule
Answer: C
Diff: 1

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) Economists would classify the Boston Symphony Orchestra as a firm.
Answer: TRUE
Diff: 2
Topic: Firms and Households
Skill: Conceptual
AACSB: Reflective Thinking
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2) Households are the consuming units of the economy.
Answer: TRUE
Diff: 1
Topic: Firms and Households
Skill: Definition

3) Entrepreneurs are unnecessary in a market economy and their profit is unearned.

Answer: FALSE

Diff: 1

Topic: Firms and Households
Skill: Conceptual

3.2 Input Markets and Output Markets: The Circular Flow
1 Multiple Choice

1) In input or factor markets

A) consumers purchase products. B) firms supply goods.

C) households supply resources D) households demand goods.
Answer: C
Diff 1

Topic: Input Markets and Output Markets
Skill: Conceptual

2) A factor market is
A) where goods are exchanged.

B) where resources are exchanged.
C) where goods are made.

D) organized by government.
Answer: B

Diff: 1

Topic: Input Markets and Output Markets

Skill: Definition

3) In an output market
A) consumers purchase products.
B) firms purchase resources.
C) households earn income.
D) land, labor and capital may be exchanged.
Answer: A
Diff: 2
Topic: Input Markets and Output Markets
Skill: Conceptual

4) Among the factors of production are
A) capital. B) wages.
C) income. D) all of the above
Answer: A
Diff: 2
Topic: Input Markets and Output Markets
Skill: Fact
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2 True/False

1) Factors of production are traded in the product market.
Answer: FALSE
Diff: 1
Topic: Input Markets and Output Markets
Skill: Conceptual

2) Households are paid income for the resources they supply in an input market.
Answer: TRUE
Diff: 1
Topic: Input Markets and Output Markets
Skill: Conceptual

3) Labor is demanded by firms in an output market.

Answer: FALSE

Diff: 1

Topic: Input Markets and Output Markets
Skill: Conceptual

3.3 Demand in Product / Output Markets

1 Multiple Choice

1) Which of the following is held constant along the demand curve?

A) price of the good B) quantity

C) income D) both A and B
Answer: C
Diff 1

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

2) Which of the following will NOT cause a shift in the demand curve for compact discs?

A) a change in income
B) a change in wealth
C) a change in the price of downloadable online music
D) a change in the price of compact discs

Answer: D

Diff 1

Topic: Demand in Product / Output Markets

Skill: Conceptual

AACSB: Reflective Thinking

3) The "law of demand" implies that
A) as prices fall, demand increases.
B) as prices rise, demand increases.
C) as prices fall, quantity demanded increases.
D) as prices rise, quantity demanded increases.
Answer: C
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Definition
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4) According to the law of demand, as prices rise, ceteris paribus

A) demand increases.

C) quantity demanded decreases.
Answer: C
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Definition

5) According to the law of demand there is
demanded.

A) a positive

C) either a positive or negative

Answer: B

Diff: 1

Topic: Demand in Product / Output Markets
Skill: Conceptual

B) demand decreases.
D) quantity demanded increases.

relationship between price and quantity

B) a negative
D) a constantly changing

6) As an individual consumes more of a product within a given period of time, it is likely that

each additional unit consumed will yield

A) successively less satisfaction.
B) successively more satisfaction.
C) the same amount of satisfaction.

D) less satisfaction for a while and then start to add more satisfaction.

Answer: A

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in the Figure below to answer the questions that follow.
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Figure 3.1

7) Refer to Figure 3.1. Which of the following would be most likely to cause the demand for Dr.
Pepper to shift from Dg to D1?
A) a decrease in income, assuming that Dr. Pepper is a normal good
B) an increase in the price of 7-UP, assuming 7-UP is a substitute for Dr. Pepper
C) a decrease in the price of Dr. Pepper
D) a reduction in the price of sugar used to make Dr. Pepper

Answer: A

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in the Figure below to answer the questions that follow.

$A
Q
C
oy
0 Cartons of macaroni Q
and cheese
Figure 3.2

8) Refer to Figure 3.2. Which of the following would be most likely to cause the demand for
macaroni and cheese to shift from D1 to Dg?
A) an increase in the price of macaroni and cheese
B) an increase in the price of flour used to make macaroni and cheese
C) an increase in income, assuming macaroni and cheese is a normal good
D) an increase in the quantity demanded for macaroni and cheese

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic

AACSB: Analytic Skills

9) If the demand for coffee decreases as income decreases, coffee is a(n)

A) normal good. B) inferior good.

C) substitute good. D) complementary good.
Answer: A
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

10) If the demand for sardines increases as income decreases, sardines are a(n)

A) normal good. B) inferior good.

C) substitute good. D) complementary good.
Answer: B
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.3 below to answer the questions that follow.

$A

Price per unit

Units of good X 6

Figure 3.3

11) Refer to Figure 3.3. As your income increased, the demand for X shifted from D1 to D2. Good

Xis

A) an inferior good. B) a normal good.

C) a luxury good. D) an income-neutral good.
Answer: A
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 3.4 below to answer the questions that follow.

$A

Price per tuna fish
sandwich

Number of tuna fish ?Q
sandwiches per week

o

Figure 3.4

12) Refer to Figure 3.4. If consumer income falls, the demand for tuna fish sandwiches shifts from
Do to D1. This implies that tuna fish sandwiches are a(n)

A) normal good. B) inferior good.

C) substitute good. D) complementary good.
Answer: B
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 3.5 below to answer the questions that follow.

$A

Price

0 Number of chili peppers ?Q

Figure 3.5

13) Refer to Figure 3.5. If consumer income increases, the demand for chili peppers shifts from D
to D1. This implies that chili peppers are a(n)

A) normal good. B) inferior good.

C) substitute good. D) complementary good.
Answer: B
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

14) Suppose the demand for books goes down when the price of video games goes down. We can
say that these two goods are

A) complements. B) substitutes.

C) unrelated goods. D) perfect substitutes.
Answer: B
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

15) During an economic downturn when consumer income falls, the demand for tacos increases
and the demand for sushi decreases. This implies that tacos
A) and sushi are complements.
B) are a normal good and sushi is an inferior good.
C) are an inferior good and sushi is a normal good.
D) are an economic bad and sushi is an economic good.

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking
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16) A good whose demand is inversely related to income is a(n)
A) normal good. B) inferior good. C) regular good. D) new good.
Answer: B
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Definition

17) In college you practically existed on instant noodles, but now you earn $95,000 a year. You
never want to see instant noodles again. We can safely conclude that you consider instant
noodles to be a(n)

A) normal good. B) complementary good.
C) luxury. D) inferior good.
Answer: D
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

18) For inferior goods, an increase in income will cause the

A) quantity demanded to fall. B) demand to increase.

C) demand to fall. D) quantity demanded to increase.
Answer: C
Diff 1

Topic: Demand in Product / Output Markets
Skill: Definition

19) A decrease in demand for cameras would likely be caused by

A) an increase in the price of a substitute good.
B) an increase in the price of cameras.
C) an increase in the price of a complementary good.
D) a decrease in the price of cameras.

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets

Skill: Conceptual

AACSB: Reflective Thinking

20) When the decrease in the price of one good causes the demand for another good to decrease,
the goods are
A) normal. B) inferior. C) substitutes. D) complements.
Answer: C
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Definition

21) Demand for one item goes down when the price of another item goes up. These items must be
A) substitutes. B) complements. C) normal goods. D) inferior goods.
Answer: B
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Definition
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22) In response to news reports that taking aspirin daily can reduce an individual's risk of a heart
attack, there will most likely be a(n)

A) increase in the supply of aspirin.
B) decrease in the supply of aspirin.
C) increase in the demand for aspirin.
D) increase in the quantity demanded of aspirin.
Answer: C
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

23) Demand curves are derived while holding constant

A) income, tastes, and the price of the good.
B) only income and tastes.
C) income, tastes, and the prices of other goods.
D) only tastes and the price of other goods.

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets

Skill: Conceptual

24) The quantity demanded of Pepsi has decreased. The best explanation for this is that

A) the price of Coca-Cola has increased.
B) Pepsi's advertising is not as effective as in the past.
C) the price of Pepsi has increased.
D) Pepsi consumers had an increase in income.

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets

Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.6 below to answer the questions that follow.

Rental price of DVDs ($)

0 4 7
Number of DVDs rented per week
Figure 3.6

25) Refer to Figure 3.6. The number of DVDs Isabel rents per week increases from 4 to 7. This is
caused by
A) an increase in income if DVDs are a normal good.
B) a decrease in the price of popcorn which is a complement to DVDs.
C) a decrease in the rental price of DVDs.
D) either A or B

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic

AACSB: Analytic Skills

26) A change in the price of a good or service leads to a that leads to a
A) change in demand; movement along the demand curve
B) change in quantity demanded; movement along the demand curve
C) change in demand; shift in the demand curve
D) change in quantity demanded; shift of the demand curve

Answer: B

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking

27) A change in income, preferences, or prices of other goods or services leads to a that
causes a .
A) change in demand; movement along the demand curve
B) change in quantity demanded; movement along the demand curve
C) change in demand; shift of the demand curve
D) change in quantity demanded; shift of the demand curve

Answer: C

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.7 below to answer the following questions.

$A
3
‘B A
B B
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& C
0 Number of pizzas Q
per month
Figure 3.7

28) Refer to Figure 3.7. Assume the market is initially at Point B and that pizza is a normal good. A
decrease in income would cause the market to move from Point B on demand curve D2 to

A) demand curve D1. B) demand curve D3.

C) Point A on demand curve D2. D) Point C on demand curve D2.
Answer: A
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

29) Refer to Figure 3.7. If pizza and beer are complementary goods, a decrease in the price of beer
will cause a movement from Point B on demand curve D2 to

A) demand curve D1. B) demand curve D3.

C) Point A on demand curve D2. D) Point C on demand curve D3.
Answer: B
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

30) Refer to Figure 3.7. If pizza and hamburgers are substitutes, an increase in the price of
hamburgers will cause a movement from Point B on demand curve D2 to

A) demand curve D1]. B) demand curve D3.

C) Point A on demand curve D2. D) Point C on demand curve D2.
Answer: B
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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31) Refer to Figure 3.7. A movement from Point C to Point B on demand curve D2 would be
caused by a(n)
A) decrease in income, assuming pizza is a normal good.
B) decrease in the price of hamburgers, assuming that pizza and hamburgers are
substitutes.
C) decrease in the price of pizza.
D) increase in the price of pizza.

Answer: D

Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking

32) Refer to Figure 3.7. A decrease in demand is represented by the movement

A) from D2 to D1. B) from D2 to D3.

C) along D2 from Point B to Point A. D) along D2 from Point B to Point C.
Answer: A
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

33) Refer to Figure 3.7. An increase in quantity demanded is represented by movement

A) from D2 to D1. B) from D2 to D3.

C) along D2 from Point B to point A. D) along D2 from Point B to point C.
Answer: D
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

67



Refer to the information provided in Figure 3.8 below to answer the following questions.

Alex Ryan
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Baseball caps Baseball caps
Figure 3.8

34) Refer to Figure 3.8. Assume that there are only two people in the market for baseball caps:
Alex and Ryan. Along the market demand curve for baseball caps, at a price of ,
quantity demanded would be .

A) $10; 7 B) $10; 11 C) $8;12 D) $8; 13
Answer: B
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

35) Refer to Figure 3.8. Assume there are only two people in the market for baseball caps: Alex

and Ryan. Along the market demand curve for baseball caps, at a price of quantity
demanded would be .

A) $10; 6 B) $10; 12 C) $8; 14 D) $8; 25
Answer: C
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 3.9 below to answer the following questions.

Sasha Kyle

14

Price ($)
Price ($)
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Coconuts

Coconuts

Figure 3.9

36) Refer to Figure 3.9. Assume that there are only two people in the market for coconuts: Sasha
and Kyle. Along the market demand curve for coconuts, at a price of

quantity
demanded would be
A) $14;7 B) $14; 9 C) $10; 9 D) $10; 8
Answer: A
Diff: 2

Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

37) Refer to Figure 3.9. Assume there are only two people in the market for coconuts: Sasha and
Kyle. Along the market demand curve for coconuts, at a price of , quantity demanded
would be

A) $10; 9 B) $10; 10 C) $14;9 D) $14; 8
Answer: B
Diff: 2
Topic: Demand in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Scenario 3.1 below to answer the following questions.

SCENARIO 3.1: Rented DVDs and movies shown in theaters are substitutes. Rented DVDs and plasma TVs

are complements. Plasma TVs and movies shown in theaters are normal goods. People watch rented DVDs
more often in the winter than in the summer.

38) Refer to Scenario 3.1. Most plasma TVs sold in the United States are imported from Japan. If
the United States government reduces the number of plasma TVs that can be imported into the
United States, ceteris paribus, what would happen?
A) The price of plasma TVs and the rental price of DVDs would decrease.
B) The price of plasma TVs would decrease and the rental price of DVDs would increase.
C) The price of plasma TVs would increase and the rental price of DVDs would decrease.
D) The price of plasma TVs and the rental price of DVDs would increase.

Answer: C

Diff: 3

Topic: Demand in Product / Output Markets

Skill: Conceptual

AACSB: Reflective Thinking

39) Refer to Scenario 3.1. To raise additional revenues, the government imposes an entertainment
tax on movie tickets, but there are no new additional taxes levied on rented DVDs. This would
lead to

A) an increase in the price of movie tickets, but no change in the rental price of DVDs.
B) an increase in the price of movie tickets and the rental price of DVDs.
C) an increase in the price of a movie ticket and a decrease in the rental price of DVDs.
D) no change in the price of a movie ticket and an increase in the rental price of DVDs.
Answer: B
Diff: 3
Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

40) Refer to Scenario 3.1. You observe that the rental price for DVDs is higher in the winter than in
the summer. This would be explained by the fact that
A) demand for rented DVDs is higher in the winter than in the summer.
B) the quantity demanded of rented DVDs is higher in the winter than in the summer.
C) there are more DVDs released into the rental market in the winter than in the summer.
D) consumer income tends to fall in the winter and increase in the summer.
Answer: A
Diff: 3
Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking
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41) Refer to Scenario 3.1. The number of stores renting DVDs is reduced by 25%, reducing the
number of DVDs available. Which of the following would occur?
A) The rental price of DVDs would increase, and the price of plasma TVs and movie tickets
would decrease.
B) The rental price of DVDs would increase, but the price of plasma TVs and movie tickets
would be unaffected.
C) The rental price of DVDs and movie tickets would decrease, but the price of plasma TVs
would increase.
D) The rental price of DVDs and the price of movie tickets would increase, but the price of
plasma TVs would decrease.
Answer: D
Diff: 3
Topic: Demand in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) Wealth is a flow measure.
Answer: FALSE
Diff: 1
Topic: Demand in Product / Output Markets
Skill: Fact

2) A change in the price of a good or service leads to a change in quantity demanded of the good.

Answer: TRUE

Diff: 1

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking

3) Quantity demanded of a product is determined only by how much of that product consumers
desire.

Answer: FALSE

Diff: 1

Topic: Demand in Product / Output Markets
Skill: Conceptual

4) Inferior goods are always substandard.

Answer: FALSE

Diff: 1

Topic: Demand in Product / Output Markets
Skill: Conceptual

5) If iPods and iTunes are complements, then a decrease in the price of iPods will result in a
decrease in the demand for iTunes.

Answer: FALSE

Diff: 1

Topic: Demand in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking
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3.4 Supply in Product / Output Markets

1 Multiple Choice

1) According to the law of supply, there is a

A) negative relationship between price and the quantity of a good supplied.
B) positive relationship between price and the quantity of a good supplied.
C) negative relationship between price and the change in supply.
D) positive relationship between price and the change in supply.

Answer: B

Diff: 2

Topic: Supply in Product / Output Markets

Skill: Definition

2) The price of hard drives used in the manufacturing of laptop computers has risen. This will

lead to laptop computers.

A) an increase in the supply of B) a decrease in the supply of

C) an increase in the quantity supplied of D) a decrease in the quantity supplied of
Answer: B
Diff: 3

Topic: Supply in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

3) If the price of chili increases, there will be of chili cheese fries.
A) an increase in the supply B) a decrease in the supply
C) an increase in the quantity supplied D) a decrease in the quantity supplied
Answer: B
Diff: 3

Topic: Supply in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

4) A frozen food manufacturer can produce either pizzas or calzones. As the result of an increase
in the price of calzones, the firm produces more calzones and fewer pizzas. An economist
would explain this by saying

A) the supply of calzones increased and the supply of pizzas decreased.
B) there has been an increase in the quantity supplied of calzones and a decrease in the
quantity supplied of pizzas.
C) there has been an increase in the quantity supplied of calzones and a decrease in the
supply of pizza.
D) the supply of calzones increased and the quantity supplied of pizza decreased.
Answer: C
Diff: 3
Topic: Supply in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.14 below to answer the following questions.
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Figure 3.14

5) Refer to Figure 3.14. A decrease in the wage rate of pizza makers will cause a movement from
Point B on supply curve S2 to

A) Point A on supply curve S?. B) Point B on supply curve S2.
C) supply curve S3. D) supply curve S1.

Answer: C

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Figure 3.14. An increase in supply is represented by the movement from
A) 52 to S3.
B) S2 to S1.
C) Point B to Point A along supply curve S3.
D) Point B to Point C along supply curve S2.

Answer: A

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic

AACSB: Analytic Skills

7) Refer to Figure 3.14. A decrease in quantity supplied is represented by a movement from

A) 52 to S3.
B) S2 to S1.
C) Point B to Point A along supply curve S2.
D) Point B to Point C along supply curve S2.

Answer: D

Diff: 2

Topic: Supply in Product / Output Markets

Skill: Analytic

AACSB: Analytic Skills
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8) Refer to Figure 3.14. An increase in the price of pizza sauce will cause a movement from Point
B on supply curve S2 to

A) supply curve S3. B) supply curve S1.

C) Point A on supply curve S2. D) Point C on supply curve S3.
Answer: B
Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

9) Refer to Figure 3.14. A movement from Point A to Point B on supply curve 52 would be caused
by a(n)
A) increase in the price of pizza.
B) decrease in the demand for pizza.
C) increase in the price of pizza dough.
D) increase in the price of hamburgers, assuming hamburgers are a substitute for pizza.
Answer: B
Diff: 3
Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 3.15 below to answer the following questions.
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10) Refer to Figure 3.15. An increase in the wage rate of gardenburger makers will cause a
movement from Point B on supply curve S2 to

A) Point A on supply curve S3. B) Point B on supply curve S2.
C) supply curve S3. D) supply curve 51.

Answer: D

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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11) Refer to Figure 3.15. A decrease in supply is represented by the movement from

A) 52 to S3.
B) S2 to S1.
C) Point B to Point A along supply curve S2.
D) Point B to Point C along supply curve S2.

Answer: B

Diff: 2

Topic: Supply in Product / Output Markets

Skill: Analytic

AACSB: Analytic Skills

12) Refer to Figure 3.15. An increase in quantity supplied is represented by a movement from

A) 52 to S1.
B) S2 to S3.
C) Point B to Point A along supply curve S2.
D) Point B to Point C along supply curve S2.

Answer: C

Diff: 2

Topic: Supply in Product / Output Markets

Skill: Analytic

AACSB: Analytic Skills

13) Refer to Figure 3.15. A decrease in the price of mushrooms (an input for gardenburgers) will
cause a movement from Point B on supply curve S2 to

A) supply curve S3. B) supply curve S71.

C) Point A on supply curve S2. D) Point C on supply curve S2.
Answer: A
Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

14) Refer to Figure 3.15. A movement from Point C to Point B on supply curve S2 would be caused
by a(n)
A) decrease in the price of gardenburgers.
B) increase in the demand for gardenburgers.
C) decrease in the price of mushrooms.
D) decrease in the price of hamburgers, assuming hamburgers are a substitute for pizza.
Answer: B
Diff: 3
Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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15) The change in the price of a good leads to a change in which leads to a
A) quantity supplied; movement along a supply curve

B) quantity supplied; shift of the supply curve

C) supply; movement along a supply curve

D) supply; shift of the supply curve

Answer: A

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking

Refer to the information provided in Figure 3.16 below to answer the questions that follow.
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16) Refer to Figure 3.16. The supply curve for hula hoops shifts from Sg to S1. This could be
caused by
A) an decrease in the price of hula hoops.
B) a decrease in the number of firms selling hula hoops.
C) a decrease in the demand for hula hoops.
D) either B or C

Answer: B

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.11 below to answer the questions that follow.
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Figure 3.11

17) Refer to Figure 3.11. Assume hamburgers are a normal good. An increase in income will cause
a movement from:

A) Point A to Point B. B) Point G to Point F.
C) D1 to D2. D) S1to S2.

Answer: C

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

18) Refer to Figure 3.11. Assume hamburgers and hot dogs are substitutes. A decrease in the price
of hot dogs will cause a movement from:

A) Point A to Point B. B) Point F to Point G.
C) D2 to D1. D) D1 to D2.
Answer: C
Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

19) Refer to Figure 3.11. Assume hamburgers and french fries are complements. A decrease in the
price of french fries will cause a movement from:

A) Point A to Point B. B) Point G to Point F.
C) D1to D2. D) $2t0 51 -
Answer: C
Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills
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20) Refer to Figure 3.11. An increase in the number of cattle ranchers will cause a movement from:

A) Point B to Point A. B) Point G to Point F.
C) D2 to D1. D) 52 to S1-

Answer: D

Diff: 2

Topic: Supply in Product / Output Markets
Skill: Analytic
AACSB: Analytic Skills

2 True/False

1) A shift of the supply curve is caused by a change in a good's own price.
Answer: FALSE
Diff 1
Topic: Supply in Product / Output Markets
Skill: Conceptual

2) A technological advance in the production of MP3 players will cause the equilibrium selling
price to increase.
Answer: FALSE
Diff: 1
Topic: Supply in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

3) An increase in the wage rate of steel workers will reduce the supply of steel.
Answer: TRUE
Diff 1
Topic: Supply in Product / Output Markets
Skill: Conceptual
AACSB: Reflective Thinking

4) Quantity supplied is determined by how much producers are willing and able to produce.
Answer: TRUE
Diff 1
Topic: Supply in Product / Output Markets
Skill: Conceptual

3.5 Market Equilibrium
1 Multiple Choice

1) Equilibrium is the condition that exists
A) whenever there is no government intervention in the market.
B) when the demand curve intersects the price axis.
C) when quantity demanded equals quantity supplied.
D) when the demand curve intersects the quantity axis.

Answer: C

Diff: 2

Topic: Market Equilibrium
Skill: Definition
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Refer to the information provided in Table 3.1 below to answer the questions that follow.

Table 3.1
Price per Pizza  |Quantity Demanded Quantity Supplied
(Pizzas per Month) (Pizzas per Month)
$3 1,200 600
6 1,000 700
9 800 800
12 600 900
15 400 1,000

2) Refer to Table 3.1. This market will be in equilibrium if the price per pizza is
A) $6. B) $9. C) $12. D) $15.
Answer: B
Diff 1
Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

3) Refer to Table 3.1. If the price per pizza is $12, the price will

A) remain constant because the market is in equilibrium.
B) increase because there is an excess demand in the market.
C) decrease because there is an excess demand in the market.
D) decrease because there is an excess supply in the market.

Answer: D

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills

4) Refer to Table 3.1. If the price per pizza is $15, there is a(n)

A) market equilibrium. B) excess demand of 400 units.
C) excess demand of 900 units. D) excess supply of 600 units.
Answer: D
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

5) Refer to Table 3.1. If the price per pizza is $6, there is an excess

A) demand of 300 pizzas. B) demand of 600 pizzas.
C) supply of 700 pizzas. D) supply of 1,000 pizzas.
Answer: A
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

79



6) Refer to Table 3.1. In this market there will be an excess demand of 300 pizzas at a price of
A) $6. B) $9. Q) $12. D) $15.

Answer: A

Diff: 2

Topic: Market Equilibrium
Skill: Analytic

AACSB: Analytic Skills

7) Refer to Table 3.1. In this market there will be an excess supply of 300 pizzas at a price of
A) $6. B) $9. C) $12. D) $15.

Answer: C

Diff 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills

8) Refer to Table 3.1. If the price per pizza is $3, the price will

A) remain constant because the market is in equilibrium.

B) increase because there is an excess demand in the market.
C) increase because there is an excess supply in the market.
D) decrease because there is an excess supply in the market.

Answer: B

Diff: 2

Topic: Market Equilibrium
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Table 3.2 below to answer the questions that follow.

Table 3.2

Price per Quantity Demanded Quantity Supplied
Cheeseburger (Cheeseburgers per Month) (Cheeseburgers per Month)
$5 1,500 500

6 1,200 700

7 900 900

8 600 1,100

9 300 1,300

9) Refer to Table 3.2. This market will be in equilibrium if the price per cheeseburger is
A) $5. B) $6. Q) 7. D) $8.

Answer: C

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills
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10) Refer to Table 3.2. If the price per cheeseburger is $6, the price will

A) remain constant because the market is in equilibrium.
B) decrease because there is an excess demand in the market.
C) increase because there is an excess demand in the market.
D) decrease because there is an excess supply in the market.

Answer: C

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills

11) Refer to Table 3.2. If the price per cheeseburger is $9, there is a(n)

A) market equilibrium. B) excess demand of 500 units.
C) excess demand of 300 units. D) excess supply of 1,000 units.
Answer: D
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

12) Refer to Table 3.2. If the price per cheeseburger is $5, there is an excess

A) demand of 300 cheeseburgers. B) supply of 500 cheeseburgers.
C) demand of 1,000 cheeseburgers. D) supply of 2,000 cheeseburgers.
Answer: C
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

13) Refer to Table 3.2. In this market there will be an excess demand of 500 cheeseburgers at a
price of
A) $5. B) $6. Q) $7. D) $8.
Answer: B
Diff: 2
Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

14) Refer to Table 3.2. In this market there will be an excess supply of 500 cheeseburgers at a price
of
A) $5. B) $6. C) $8. D) $9.
Answer: C
Diff- 2
Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills
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15) Refer to Table 3.2. If the price per cheeseburger is $7, the price will
A) remain constant because the market is in equilibrium.
B) increase because there is an excess demand in the market.
C) increase because there is an excess supply in the market.
D) decrease because there is an excess supply in the market.
Answer: A
Diff: 2
Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

16) When there is an excess supply of a product in an unregulated market, the tendency is for

A) price to rise. B) price to decrease.

C) quantity supplied to increase. D) quantity demanded to decrease.
Answer: B
Diff: 2

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

Refer to the information provided in Figure 3.17 below to answer the questions that follow.

S
90
3 60
£
30
D
0 150 300 450 600 750 Q
Sunglasses
Figure 3.17
17) Refer to Figure 3.17. The market for sunglasses is in equilibrium at a price of and a
quantity of sunglasses.
A) $30; 300 B) $30; 600 C) $60; 450 D) $90; 300
Answer: C
Diff: 1

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills
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18) Refer to Figure 3.17. At a price of $30, there is an excess

A) demand of 450 sunglasses. B) demand of 750 sunglasses.
C) demand of 300 sunglasses. D) supply of 300 sunglasses.
Answer: A
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

19) Refer to Figure 3.17. If this market is unregulated and the price is currently $90, you would
expect that the price
A) of sunglasses would remain at $90, because firms would not want to reduce the price.
B) of sunglasses would fall to $30, so the firm could sell its excess supply.
C) of sunglasses would fall to $60, where quantity demanded equals quantity supplied.
D) of sunglasses would fall, but the new price is indeterminate from the information
provided.

Answer: C

Diff: 2

Topic: Market Equilibrium
Skill: Analytic

AACSB: Analytic Skills

20) Refer to Figure 3.17. At a price of $90, there is an excess

A) demand of 150 sunglasses. B) supply of 450 sunglasses.
C) demand of 600 sunglasses. D) supply of 600 sunglasses.
Answer: B
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

21) When there is a shortage of a product in an unregulated market, there is a tendency for

A) price to rise. B) price to fall.

C) quantity demanded to increase. D) quantity supplied to decrease.
Answer: A
Diff: 2

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

22) If the market for tires is unregulated and is presently characterized by excess supply, you can
accurately predict that price will
A) increase, the quantity demanded will fall, and the quantity supplied will rise.
B) increase, the quantity demanded will rise, and the quantity supplied will fall.
C) decrease, the quantity demanded will rise, and the quantity supplied will fall.
D) decrease, the quantity demanded will fall, and the quantity supplied will rise.

Answer: C

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking
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23) DVDs and DVD players are complements. An increase in the price of DVD players would
cause which of the following in the market for DVDs?
A) The equilibrium price and quantity of DVDs would increase.
B) The equilibrium price and quantity of DVDs would decrease.
C) The equilibrium price of DVDs would increase and the equilibrium quantity would
decrease.

D) The equilibrium price of DVDs would decrease and the equilibrium quantity would
increase.

Answer: B

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

24) Suppose that video game discs are a normal good. If the income of video game players
increases, you predict that in the market for video games
A) both equilibrium price and quantity will fall.
B) both equilibrium price and quantity will increase.
C) equilibrium price will increase and quantity will decrease.
D) equilibrium price will fall but quantity will increase.
Answer: B
Diff: 3
Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.18 below to answer the questions that follow.
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Figure 3.18

25) Refer to Figure 3.18. The current price of a bag of pretzels is $1.10. You accurately predict that
in this market
A) price tends to remain constant and quantity supplied increases.
B) price, quantity demanded, and quantity supplied decrease.
C) price and quantity demanded increase and quantity supplied decreases.
D) price and quantity supplied decrease and quantity demanded increases.

Answer: D

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

26) When Hurricane Andrew passed through Louisiana in the summer of 1992, approximately a
quarter of the sugar cane crop was destroyed. Ceteris paribus,
A) the supply of sugar decreased and the price of sugar increased.
B) the supply of sugar decreased and the price of sugar decreased.
C) the demand for sugar increased and the price of sugar increased.
D) the demand for sugar decreased and the price of sugar decreased.

Answer: A

Diff: 2

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

27) The price of mozzarella cheese, which is used in making pizza, increases. In the market for
pizza you would expect that
A) the demand for pizza would increase and the price of pizza would increase.
B) the demand for pizza would decrease and the price of pizza would fall.
C) the supply of pizza would decrease and the price of pizza would increase.
D) the supply of pizza would increase and the price of pizza would decrease.

Answer: C

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking
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28) If improvements in technology have reduced the cost of producing personal computers, you
accurately predict that in the market for personal computers, there will be a(n)

A) increase in the quantity supplied of personal computers, a reduction in the price, and an
increase in the quantity demanded.

B) increase in the supply of personal computers, a decrease in the price, and an increase in
the quantity demanded.

C) increase in the supply of personal computers, a reduction in the price, and an increase in
the demand.

D) decrease in the supply of personal computers, an increase in the price, and a decrease in
the demand.

Answer: B

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

29) Which of the following will definitely occur when there is a simultaneous decrease in demand
and a decrease in supply?

A) an increase in equilibrium price B) a decrease in equilibrium price

C) an increase in equilibrium quantity D) a decrease in equilibrium quantity
Answer: D
Diff: 3

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

30) A movement along the demand curve to the left may be caused by a

A) rise in income. B) decrease in supply.

C) fall in the number of substitute goods. D) fall in the price of inputs.
Answer: B
Diff: 3

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

31) Which of the following will definitely occur when there is an increase in the supply of and
decrease in demand for MP3 players?

A) an increase in equilibrium price B) a decrease in equilibrium price

C) an increase in equilibrium quantity D) a decrease in equilibrium quantity
Answer: B
Diff: 3

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking
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32) Which of the following will definitely occur when there is an increase in demand for and a
decrease in supply of milk?

A) an increase in equilibrium price B) a decrease in equilibrium price

C) an increase in equilibrium quantity D) a decrease in equilibrium quantity
Answer: A
Diff: 3

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

33) An insect that is resistant to currently used pesticides has infested the cotton crop, and this
year's crop is only half of what was produced last year. You accurately predict that this

A) will shift the supply curve of cotton to the right, the equilibrium price of cotton will
increase, and the demand for cotton will fall.

B) will shift the supply curve of cotton to the right, the equilibrium price of cotton will
increase, and the quantity demanded of cotton will decrease.

C) will shift the supply curve of cotton to the left, the equilibrium price of cotton will
increase, and the quantity demanded of cotton will decrease.

D) will shift the supply curve of cotton to the left, the equilibrium price of cotton will
increase, and the demand for cotton will fall.

Answer: C

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

34) Papayas and grapefruit are substitute goods. A drought in California destroyed a good portion
of the grapefruit crop. Ceteris paribus,
A) the price of both papayas and grapefruit will increase.
B) the price of both papayas and grapefruit will fall.
C) the price of grapefruit will increase and the price of papayas will fall.
D) the price of grapefruit will fall and the price of papayas will increase.
Answer: A
Diff: 3
Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking
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Refer to the information provided in Figure 3.19 below to answer the questions that follow.

$A

Figure 3.19

35) Refer to Figure 3.19. When the economy moves from Point A to Point B, there has been

A) an increase in demand and an increase in supply.
B) an increase in demand and an increase in quantity supplied.
C) an increase in quantity demanded and an increase in quantity supplied.
D) an increase in quantity demanded and an increase in supply.

Answer: B

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills

36) Refer to Figure 3.19. When the economy moves from Point A to Point C, there has been

A) a decrease in supply and a decrease in quantity demanded.
B) a decrease in quantity supplied and a decrease in demand.
C) a decrease in supply and an increase in quantity demanded.
D) an increase in supply and a decrease in quantity demanded.

Answer: A

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills

37) Refer to Figure 3.19. When the economy moves from Point A to Point E, there has been

A) an increase in demand and an increase in supply.
B) a decrease in demand and a decrease in supply.
C) an increase in demand and a decrease in supply.
D) an increase in quantity demanded and an increase in quantity supplied.

Answer: C

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills
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38) Refer to Figure 3.19. When the economy moves from Point E to Point B, there has been

A) an increase in supply and an increase in quantity demanded.
B) an increase in both supply and demand.
C) a decrease in supply and an increase in demand.
D) a decrease in supply and an increase in quantity demanded.

Answer: A

Diff: 2

Topic: Market Equilibrium

Skill: Analytic

AACSB: Analytic Skills

Refer to Scenario 3.2 below to answer the questions that follow.

SCENARIO 3.2: Lettuce and spinach are substitutes. Lettuce and tomatoes are complements. Lettuce is a
normal good. During the winter, about 20% of the lettuce crop was destroyed by flooding.

39) Refer to Scenario 3.2. As a result of the flooding during the winter, you would expect that

A) the price of lettuce would increase, the supply of lettuce would increase, and the quantity
demanded of lettuce would decrease.

B) the supply of lettuce would decrease, the price of lettuce would increase, and the
quantity demanded of lettuce would decrease.

C) the price of lettuce would increase and both the quantity of lettuce supplied and the
quantity of lettuce demanded would increase.

D) the supply of lettuce would decrease, the price of lettuce would increase, and the
demand for lettuce would decrease.

Answer: B

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

40) Refer to Scenario 3.2. The floods that destroyed part of the lettuce crop would have caused the

equilibrium price of spinach to and the equilibrium quantity of spinach to
A) decrease; decrease B) decrease; increase
C) increase; increase D) increase; decrease

Answer: C

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

41) Refer to Scenario 3.2. The floods that destroyed part of the lettuce crop would have caused

A) an increase in the demand for tomatoes.
B) a decrease in the demand for tomatoes.
C) an increase in the quantity demanded of tomatoes.
D) a decrease in the quantity demanded of tomatoes.

Answer: B

Diff: 3

Topic: Market Equilibrium

Skill: Conceptual

AACSB: Reflective Thinking
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42) Refer to Scenario 3.2. If at the same time that part of the lettuce crop was destroyed, consumer
income also decreased. Then, ceteris paribus, in the market for lettuce this would have caused

A) both the equilibrium price and quantity to decrease.

B) the equilibrium price to increase and the equilibrium quantity to decrease.

C) the equilibrium price to decrease. The equilibrium quantity could have increased,
decreased, or remained the same.

D) the equilibrium price to either increase, decrease, or remain the same and the equilibrium
quantity to decrease.

Answer: D

Diff: 3

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking

43) Refer to Scenario 3.2. The government wants to protect consumers from rising food prices.
Therefore, price restrictions are imposed on lettuce growers prohibiting them from raising the
price of lettuce. This will cause

A) an excess supply of lettuce. B) an excess demand for lettuce.

C) an increase in the demand for lettuce. D) a decrease in the supply of lettuce.
Answer: B
Diff: 3

Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

Refer to the information provided in Figure 3.10 below to answer the questions that follow.
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Figure 3.10

44) Refer to Figure 3.10. In the Rollerblade market, which is not government controlled, you
accurately predict that price will
A) increase, the quantity demanded will fall, and the quantity supplied will rise.
B) increase, the quantity demanded will rise, and the quantity supplied will fall.
C) decrease, the quantity demanded will fall, and the quantity supplied will fall.
D) decrease, the quantity demanded will rise, and the quantity supplied will fall.

Answer: A

Diff: 3

Topic: Market Equilibrium
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in Figure 3.12 below to answer the questions that follow.
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Figure 3.12

45) Refer to Figure 3.12. The market is initially in equilibrium at Point A. If demand shifts from D1
to D2 and the price of burritos remains constant at $3.00, there will be
A) an excess supply of 150 million pounds of burritos.
B) an excess demand of 150 million pounds of burritos.
C) an excess supply of 50 million pounds of burritos.
D) an excess demand of 100 million pounds of burritos.

Answer: B

Diff: 2

Topic: Market Equilibrium
Skill: Analytic

AACSB: Analytic Skills

46) Refer to Figure 3.12 The market is initially in equilibrium at Point B. If demand shifts from D2
to D1 and the price of burritos remains constant at $4.00, there will be
A) an excess supply of 200 million pounds of burritos.
B) an excess demand of 200 million pounds of burritos.
C) an excess supply of 100 million pounds of burritos.
D) an excess demand of 100 million pounds of burritos.
Answer: A
Diff: 2
Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

47) Refer to Figure 3.12 The market is initially in equilibrium at Point A. If demand shifts from D1

to D2, the new equilibrium price will be and the new equilibrium quantity will be
A) $3.00; 250 B) $6.00; 250 C) $4.00; 350 D) $4.00; 150

Answer: C

Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills
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48) Refer to Figure 3.12. The market is initially in equilibrium at Point B. If demand shifts from D2

to D1, the new equilibrium price will be and the new equilibrium quantity will be
A) $4.00; 350 B) $3.00; 250 C) $3.00; 400 D) $4.00; 150

Answer: B

Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 3.13 below to answer the questions that follow.
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49) Refer to Figure 3.13. The market is initially in equilibrium at Point A. If supply shifts from S1
to S2 and the price of cheeseburgers remains constant at $5.00, there will be

A) an excess supply of 6 cheeseburgers. B) an excess demand of 6 cheeseburgers.
C) an excess supply of 3 cheeseburgers. D) an excess demand of 4 cheeseburgers.
Answer: B
Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

50) Refer to Figure 3.13. The market is initially in equilibrium at Point A. If supply shifts from S1

to 52, the new equilibrium price will be and the new equilibrium quantity will be
A) $5.00; 4 B) $5.00; 10 C) $7.00; 6 D) $7.00; 7

Answer: D

Diff: 2

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills
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51) Refer to Figure 3.13. The market is initially in equilibrium at Point B. If supply shifts from S? to

51, the new equilibrium price will be and the new equilibrium quantity will be
A) $5.00; 4 B) $5.00; 10 C) $7.00; 6 D) $7.00; 7

Answer: B

Diff 1

Topic: Market Equilibrium
Skill: Analytic
AACSB: Analytic Skills

52) Related to the Economics in Practice on p. 67: Bad weather that reduces the supply of oranges

would most likely shift the supply curve for oranges to the and lead to a(n)
in the price of producing orange juice.
A) left; increase B) left; decrease C) right; increase D) right; decrease
Answer: A
Diff: 3

Topic: Market Equilibrium: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

53) Related to the Economics in Practice on p. 67: The freezing weather in California decreased the
supply of oranges. This would increase the demand for apple juice, assuming apple juice is

considered
A) a substitute for orange juice. B) a complement to orange juice.
C) anormal good. D) an inferior good.

Answer: A

Diff: 3

Topic: Market Equilibrium: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

54) Related to the Economics in Practice on p. 69: One explanation for the increase in the price of the

Baltimore newspaper is the increase in the cost of newsprint. This would cause the of
Baltimore newspapers to
A) supply; increase B) quantity supplied; increase
C) supply; decrease D) quantity supplied; decrease
Answer: C
Diff: 3

Topic: Market Equilibrium: Economics in Practice
Skill: Analytic
AACSB: Analytic Skills

55) Related to the Economics in Practice on p. 69: Assuming the demand for Baltimore newspapers
while the supply of Baltimore newspapers
definitely increase.

the equilibrium price will

A) increases; increases B) decreases; increases
C) increases; decreases D) decreases; decreases
Answer: C
Diff: 3

Topic: Market Equilibrium: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking
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2 True/False

1) A decrease in demand for a product will cause the price of the product to fall and supply of
the product to decrease.
Answer: FALSE
Diff: 1
Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

2) A simultaneous decrease in both the supply of and the demand for silk boxer shorts would
cause a decrease in the equilibrium quantity of silk boxer shorts.
Answer: TRUE
Diff: 3
Topic: Market Equilibrium
Skill: Conceptual
AACSB: Reflective Thinking

3) If price is above the equilibrium, then quantity supplied will be greater than quantity
demanded putting downward pressure on price.

Answer: TRUE

Diff: 1

Topic: Market Equilibrium
Skill: Conceptual

AACSB: Reflective Thinking
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Chapter 4 Demand and Supply Applications

4.1 The Price System: Rationing and Allocating Resources

1 Multiple Choice

1) In the short run, it is necessary to non-price ration a good whenever

A) excess demand
C) asurplus

Answer: A
Diff: 2

B) excess supply
D) market equilibrium

Topic: The Price System: Rationing and Allocating Resources

Skill: Conceptual
AACSB: Reflective Thinking

2) Among the methods of nonprice rationing are
A) coupons.
C) waiting in line.
Answer: D

Diff: 2

B) favored customers.
D) all of the above

Topic: The Price System: Rationing and Allocating Resources

Skill: Conceptual

3) The price system
A) automatically distributes scarce goods.
B) is inefficient.
C) requires government help to allocate goods.
D) is the only way to allocate goods.

Answer: A

Diff- 2

Topic: The Price System: Rationing and Allocating Resources

Skill: Conceptual
AACSB: Reflective Thinking

4) Attempts to bypass price rationing in the market
A) are efficient.
C) are costly.
Answer: C
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking
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B) are easily administered.
D) always fail.
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5) Favored customers are customers who receive special treatment from dealers during periods

of
A) excess demand. B) excess supply.
C) price above equilibrium. D) equilibrium.
Answer: A
Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

6) In a "black market"
A) suppliers take advantage of buyers.
B) price is illegally below market price.
C) illegal trading at market prices takes place.
D) only illegal goods and services are traded.
Answer: C
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

7) When supply is fixed or the product is unique, then price is

A) supply determined. B) demand determined.
C) government determined. D) indeterminate.
Answer: B
Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

8) If the government imposes a maximum price that is above the equilibrium price,
A) this maximum price will have no economic impact.
B) quantity demanded will be less than quantity supplied.
C) demand will be greater than supply.
D) the available supply will have to be rationed with a nonprice rationing mechanism.
Answer: A
Diff: 1
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

9) People scalping tickets for a jazz festival will be successful at selling the tickets for a profit

A) any time the jazz festival is popular.
B) when the price set by the festival organizers is less than the market equilibrium price.
C) when prices are too high.
D) only when there is excess supply.

Answer: B

Diff: 1

Topic: The Price System: Rationing and Allocating Resources

Skill: Conceptual

AACSB: Reflective Thinking
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10) People scalping tickets for the Super Bowl will be successful at selling the tickets for a profit

A) any time the Super Bowl is popular.
B) when prices are too high.

C) when the price set by the National Football League is less than the market equilibrium

price.
D) only when there is excess supply.
Answer: C
Diff: 1
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

Refer to the information provided in Figure 4.1 below to answer the questions that follow.
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11) Refer to Figure 4.1. At the world price of 30 cents per apple the United States imports
million apples per day.

A)2 B) 4 Q)6 D) 10
Answer: C
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills

12) Refer to Figure 4.1. If a 10-cent-per-apple tax is levied on imported apples, the United States

will
A) import 2 million apples per day. B) import 4 million apples per day.
C) import 6 million apples per day. D) import 8 million apples per day.
Answer: A
Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills
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13) Refer to Figure 4.1. If the United States levies no taxes on apples, the price of apples in the
United States would fall to and the United States would import .
A) 20 cents per apple; 10 million apples per day
B) 30 cents per apple; 6 million apples per day
C) 40 cents per apple; 2 million apples per day
D) The price of apples in the United States after the U.S. government eliminated all taxes on
imported apples cannot be determined from this information.
Answer: B
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills

14) Refer to Figure 4.1. Assume that initially there is free trade. If the United States then imposes a
10-cent tax per apple,
A) the quantity demanded of apples will be reduced by 4 million apples per day.
B) the quantity of apples supplied by U.S. firms will increase by 6 million apples per day.
C) the price of apples in the United States will increase to 40 cents per apple.
D) U.S. imports of apples will increase by 6 million per day.
Answer: C
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills

15) Refer to Figure 4.1. Assume that initially there is free trade. If the United States then imposes a
10-cent tax per apple,
A) the quantity demanded of apples will be reduced by 2 million apples per day.
B) the quantity of apples supplied by U.S. firms will increase by 2 million apples per day.
C) the price of apples in the United States will increase to 40 cents per apple.
D) all of the above
Answer: D
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 4.2 below to answer the questions that follow.
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Figure 4.2

16) Refer to Figure 4.2. The market is initially in equilibrium at Point A and supply shifts from S1
to S2. Which of the following statements is TRUE?
A) Price will still serve as a rationing device causing quantity supplied to rise from 8 to 15
soft pretzels.
B) There is no need for price to serve as a rationing device in this case because the new
equilibrium quantity is higher than the original equilibrium quantity.
C) Price will still serve as a rationing device causing quantity demanded to fall from 11 to 8
soft pretzels.
D) The market cannot move to a new equilibrium until there is also a change in supply.
Answer: C
Diff 1
Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills

17) An example of an ineffective price ceiling would be the government setting the price of wheat

at per bushel when the market price is at $5.00 per bushel.

A) $2.25 B) $3.00 C) $4.75 D) $6.00
Answer: D
Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking
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18) If the equilibrium price of gasoline is $4.00 per gallon and the government will not allow oil
companies to charge more than $3.00 per gallon of gasoline, which of the following will
happen?

A) Demand must eventually decrease so that the market will come into equilibrium at a
price of $3.00.
B) Supply must eventually increase so that the market will come into equilibrium at a price
of $3.00.
C) A nonprice rationing system such as ration coupons must be used to ration the available
supply of gasoline.
D) The market will be in equilibrium at a price of $3.00.
Answer: C
Diff: 1
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

19) An example of a price ceiling would be the government setting the price of sugar

A) above the equilibrium market price. B) at the equilibrium market price.
C) below the equilibrium market price. D) none of the above

Answer: C

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

20) If the market price of coffee is $3.00 per pound but the government will not allow coffee
growers to charge more than $2.00 per pound of coffee, which of the following will happen?
A) Demand must eventually decrease so that the market will come into equilibrium at a
price of $2.50.
B) There will be a shortage of coffee.

C) Supply must eventually increase so that the market will come into equilibrium at a price
of $2.50.

D) The market will be in equilibrium at a price of $2.00.

Answer: B

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

21) It is necessary to ration a good whenever exists.
A) excess demand B) excess supply
C) asurplus D) market equilibrium
Answer: A
Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking
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22) The adjustment of is the rationing mechanism in market economies.
A) quantity B) price C) supply D) demand
Answer: B
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

23) A price ceiling is
A) a minimum price set by government that sellers must charge for a good.
B) a maximum price set by government that sellers may charge for a good.

C) the difference between the initial equilibrium price and the equilibrium price after a
decrease in supply.
D) the minimum price that consumers are willing to pay for a good.
Answer: B
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

24) A price floor is
A) a minimum price set by government that sellers must charge for a good.
B) a maximum price set by government that sellers may charge for a good.

C) the difference between the initial equilibrium price and the equilibrium price after a
decrease in supply.
D) the minimum price that consumers are willing to pay for a good.
Answer: A
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

25) A maximum price, set by the government, that sellers may charge for a good is known as

A) a price floor. B) a price rationing mechanism.
C) a price ceiling. D) a subsidy.

Answer: C

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

26) A minimum price, set by the government, that sellers may charge for a good is known as

A) a price floor. B) a price rationing mechanism.
C) a price ceiling. D) a subsidy.

Answer: A

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Definition
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Refer to the information provided in Figure 4.3 below to answer the questions that follow.
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Figure 4.3

27) Refer to Figure 4.3. An example of an effective price ceiling would be government setting the
price of pencils at

A) $0.40. B) $0.45. C) $0.50. D) $0.55.
Answer: A

Diff: 1

Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic

AACSB: Analytic Skills

28) Refer to Figure 4.3. An example of an effective price floor would be the government setting the
price of pencils at
A) $0.00. B) $0.40. C) $0.45. D) $0.50.
Answer: D
Diff- 1
Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic
AACSB: Analytic Skills

29) Refer to Figure 4.3. At an effective price ceiling for pencils,

A) quantity demanded is greater than quantity supplied.
B) quantity demanded is less than quantity supplied.
C) quantity demanded is equal to quantity supplied.
D) price is above equilibrium.

Answer: A

Diff: 1

Topic: The Price System: Rationing and Allocating Resources

Skill: Conceptual

AACSB: Reflective Thinking

102



30) Refer to Figure 4.3. If the government will not allow the retailers to charge more than $0.40 for
a pencil, which of the following will happen?

A) Demand must eventually decrease so that the market will come into equilibrium at a
price of $0.40.

B) Supply must eventually increase so that the market will come into equilibrium at a price
of $0.40.

C) A nonprice rationing system such as queuing must be used to ration the available supply
of pencils.

D) The market will be in equilibrium at a price of $0.40.

Answer: C

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic

AACSB: Analytic Skills

31) Refer to Figure 4.3. If the government will not allow retailers to charge less than $0.50 for a
pencil, which of the following will happen?

A) Demand must eventually increase so that the market will come into equilibrium at a
price of $0.50.

B) Supply must eventually decrease so that the market will come into equilibrium at a price
of $0.50.

C) Retailers will have an excess supply of pencils.

D) The market will be in equilibrium at a price of $0.50.

Answer: C

Diff: 1

Topic: The Price System: Rationing and Allocating Resources
Skill: Analytic

AACSB: Reflective Thinking

32) If the price ceiling is set below the equilibrium price,
A) quantity demanded will equal quantity supplied.
B) there will be a surplus.
C) there will be a shortage.
D) demand will be less than supply.

Answer: C

Diff: 1

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

33) If the price floor is set below the equilibrium price,
A) quantity demanded will be less than quantity supplied.
B) there will be a surplus.
C) there will be a shortage.
D) the floor will be ineffective.

Answer: D

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking
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34) If the price ceiling is set above the equilibrium price,
A) quantity demanded will equal quantity supplied.
B) there will be a surplus.
C) there will be a shortage.
D) demand will be less than supply.

Answer: A

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

35) If the price floor is set above the equilibrium price,
A) quantity demanded will equal quantity supplied.
B) there will be a surplus.
C) there will be a shortage.
D) the floor will be ineffective.

Answer: B

Diff: 1

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

36) The government imposes a maximum price on apartments that is ABOVE the equilibrium
price. You accurately predict that
A) the law will have no economic impact.
B) the law will create a surplus of apartments.
C) renters will find that landlords start offering to furnish the apartments.
D) landlords are less likely to do routine maintenance work in the apartments.

Answer: A

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

37) The type of non-price rationing that most closely approaches the market outcome is
A) coupon rationing with coupons that can be resold.
B) coupon rationing with coupons that cannot be resold.
C) first-come, first-served basis or queuing.
D) favored customer rationing.

Answer: A

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking
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38) The government imposes a price ceiling on gasoline that is below the market price. You are
asked to suggest a rationing scheme that will minimize the misallocation of resources. You
suggest

A) using rationing coupons that can be resold.

B) using rationing coupons that cannot be resold.

C) using rationing on a first-come, first-served basis.
D) using rationing only on weekdays.

Answer: A

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

39) The government imposes a price ceiling on sugar that is above the market price. You are asked
to suggest a rationing scheme that will minimize the misallocation of resources. You suggest
A) using rationing coupons that cannot be resold.
B) using rationing on a first-come, first-served basis.
C) using rationing coupons that can be resold.
D) that no rationing system will be necessary.

Answer: D

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

40) People scalping tickets for a rock concert can sell their tickets for at least a normal profit
A) any time the rock group is popular.
B) when the price set by the concert hall is less than the market equilibrium price.
C) when prices are too high.
D) only when there is excess supply.

Answer: B

Diff: 3

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

41) Related to the Economics in Practice on p. 79: When acquiring a ticket for a play takes a
significant amount of time, the true economic cost of that ticket would include all of the
following factors EXCEPT:

A) the amount of time spent acquiring the ticket

B) the utility provided by seeing the play

C) the earning power of the person acquiring the ticket
D) the purchase price of the ticket

Answer: B

Diff: 3

Topic: The Price System: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking
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42) Related to the Economics in Practice on p. 79: Which of the following best explains why the
people who wait for hours to acquire tickets to free performances earn less on average than the
people who actually see those performances?

A) The value of time spent waiting in line is less for people who earn less money.

B) People who earn more money are less likely to be aware of the opportunity to acquire
free tickets.

C) High-wage individuals are more likely to have schedule conflicts that prevent them
from using their tickets.

D) People interested in live performances are likely to have access to other forms of
entertainment, such as television and radio.

Answer: A

Diff: 3

Topic: The Price System: Economics in Practice
Skill: Analytic

AACSB: Analytic Skills

2 True/False

1) Goods are allocated in a market system by price rationing.
Answer: TRUE
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

2) Nonprice rationing will happen whenever there is excess supply in a market.

Answer: FALSE

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

3) When supply is fixed, price is supply determined.

Answer: FALSE

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

4) With price rationing those who are both able and willing to pay for a product get it.
Answer: TRUE
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

5) Queuing or waiting in line is an alternative rationing mechanism to price rationing.
Answer: TRUE
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual
AACSB: Reflective Thinking

106



6) A shortage is when there is an excess supply in a market.
Answer: FALSE
Diff: 1

Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

7) In a "black market" goods are traded at market determined prices.

Answer: TRUE

Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Conceptual

AACSB: Reflective Thinking

8) Favored customers receive special treatment from dealers during periods of excess demand.
Answer: TRUE
Diff: 2
Topic: The Price System: Rationing and Allocating Resources
Skill: Definition

9) Ration coupons are tickets or coupons that give someone a right to purchase a certain amount
of a product each time period such as a month.
Answer: TRUE
Diff: 2

Topic: The Price System: Rationing and Allocating Resources
Skill: Definition
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4.2 Supply and Demand Analysis

1 Multiple Choice

Refer to the information provided in Figure 4.4 below to answer the questions that follow.

World market U.S. market
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Millions of barrels of oil per day Millions of barrels of oil per day
Figure 4.4

1) Refer to Figure 4.4. At the world price of $125 per barrel of oil, the United States imports
million barrels of oil per day.
A)4 B) 6 C)8 D) 10
Answer: B
Diff: 2
Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills

2) Refer to Figure 4.4. If a $25 per barrel tax is levied on imported oil, the United States will

A) import 2 million barrels of oil per day. B) import 6 million barrels of oil per day.
C) import 10 million barrels of oil per day. D) export 10 million barrels of oil per day.
Answer: A
Diff: 2

Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills
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3) Refer to Figure 4.4. If the United States levies no taxes on imported oil, which of the following
would occur?
A) The price of oil in the United States would fall to $100 per barrel, and the United States
would import 10 million barrels of oil per day.
B) The price of oil in the United States would be $125 per barrel, and the United States
would import 6 million barrels of oil per day.
C) The price of oil in the United States would be $150 per barrel, and the United States
would import 2 million barrels of oil per day.
D) The price of oil in the United States after the U.S. government eliminated all taxes on
imported oil cannot be determined from this information.
Answer: B
Diff: 2
Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills

4) Refer to Figure 4.4. Assume that initially there is free trade. If the United States then imposes a
$25 tax per barrel of imported oil,
A) the quantity demanded of oil will be reduced by 4 million barrels per day.
B) the quantity of oil supplied by U.S. firms will increase by 8 million barrels per day.
C) U.S. imports of oil will increase by 4 million barrels per day.
D) the price of oil in the U.S. will increase to $150 per barrel.

Answer: D

Diff: 2

Topic: Supply and Demand Analysis
Skill: Analytic

AACSB: Analytic Skills

5) Refer to Figure 4.4. Assume that initially there is free trade. If the United States then imposes a
$25 tax per barrel of imported oil, the tax revenue generated will equal

A) $25 million per day. B) $50 million per day.
C) $100 million per day. D) $125 million per day.
Answer: B
Diff 2

Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Figure 4.4. Assume that initially there is free trade. To reduce U.S. imports without a
tax the U.S. could
A) increase pollution control regulations.
B) allow drilling for oil in the Alaska National Wildlife Refuge.
C) increase safety regulations for oil refineries.
D) all of the above

Answer: B

Diff: 2

Topic: Supply and Demand Analysis
Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 4.5 below to answer the questions that follow.

World market U.S. market
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Figure 4.5

7) Refer to Figure 4.5. At the world price of $15 per CD-Rom drive, the United States imports
million CD-Rom drives.
A)3 B) 6 9 D) 12
Answer: C
Diff: 2
Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills

8) Refer to Figure 4.5. If a $10.00 per CD-Rom drive tax is levied on imported CD-Rom drives,
the United States will

A) import 3 million CD-Rom drives. B) import 6 million CD-Rom drives.
C) import 9 million CD-Rom drives. D) import 12 million CD-Rom drives.
Answer: A
Diff: 2

Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills

9) Refer to Figure 4.5. If the United States eliminates all taxes on CD-Rom drives, which of the
following would occur?
A) The price of CD-Rom drives in the United States would be $15 per CD-Rom drive, and
the United States would import 3 million CD-Rom drives.
B) The price of CD-Rom drives in the United States would be $25 per CD-Rom drive, and
the United States would import 3 million CD-Rom drives.
C) The price of CD-Rom drives in the United States would be $15 per CD-Rom drive, and
the United States would import 9 million CD-Rom drives.
D) The price of CD-Rom drives in the United States after the U.S. government eliminated all
taxes on imported CD-Rom drives cannot be determined from this information.
Answer: C
Diff: 1
Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills
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10) Refer to Figure 4.5. Assume that initially there is free trade. If the United States then imposes a
$10.00 tax per CD-Rom drive on imported CD-Rom drives,
A) the quantity demanded of CD-Rom drives will be reduced by 3 million CD-Rom drives.
B) the quantity of CD-Rom drives supplied by U.S. firms will increase by 3 million
CD-Rom drives.
C) the price of CD-Rom drives in the United States will increase to $25.
D) all of the above

Answer: D

Diff: 2

Topic: Supply and Demand Analysis
Skill: Analytic

AACSB: Analytic Skills

11) Refer to Figure 4.5. Assume that initially there is free trade. If the United States then imposes a
$10.00 tax per CD-Rom drive on imported CD-Rom drives,
A) the quantity demanded of CD-Rom drives will be reduced by 6 million CD-Rom drives.
B) the quantity of CD-Rom drives supplied by U.S. firms will increase by 3 million
CD-Rom drives.
C) the price of CD-Rom drives in the United States will decrease to $5.
D) U.S. imports of CD-Rom drives will increase by 3 million CD-Rom drives.
Answer: B
Diff: 2
Topic: Supply and Demand Analysis
Skill: Analytic
AACSB: Analytic Skills

2 True/False

1) A U.S. import fee on oil would reduce imports and raise the price of U.S. oil products.
Answer: TRUE
Diff: 2
Topic: Supply and Demand Analysis
Skill: Conceptual
AACSB: Reflective Thinking

2) A U.S. import fee on oil would reduce the domestic quantity demanded of oil.
Answer: TRUE
Diff: 2
Topic: Supply and Demand Analysis
Skill: Conceptual
AACSB: Reflective Thinking

3) A U.S. import fee on oil would reduce the domestic quantity supplied of oil.
Answer: FALSE
Diff: 2
Topic: Supply and Demand Analysis
Skill: Conceptual
AACSB: Reflective Thinking
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4.3 Supply and Demand and Market Efficiency
1 Multiple Choice

1) Producer surplus is

A) the difference between the maximum a person is willing to pay and current market price.
B) the difference between current market price and full costs of production for the firm.
C) the difference between willingness to sell and full costs of productions for the firm.
D) current market price.

Answer: B

Diff: 2

Topic: Supply and Demand and Market Efficiency

Skill: Definition

2) Consumer surplus is

A) the difference between the maximum a person is willing to pay and current market price.

B) the difference between current market price and full costs of production for the firm.

C) the difference between the maximum a person is willing to pay and full costs of
productions for the firm.

D) current market price.

Answer: A

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Definition

3) If the most someone is willing to pay for ticket to see their favorite team is $100 and the market
price of the ticket is $35, then this buyer will get consumer surplus of
A) 1 ticket. B) $35. C) $65. D) $100.
Answer: C
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Analytic
AACSB: Analytic Skills

4) The market price of a basketball is $35 and the full cost of producing it is $20, then a basketball
producing firm gets producer surplus of
A) 1 basketball. B) $35. C) $20. D) $15.
Answer: D
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Analytic
AACSB: Analytic Skills
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5) In figure 4.6 at equilibrium consumer surplus is area

A) A. B) A+B+C. Q) G.

Answer: B

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Analytic

AACSB: Analytic Skills

6) In figure 4.6 at equilibrium producer surplus is area

A) A. B) A+B+C. C) G

Answer: D

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Analytic

AACSB: Analytic Skills

7) In figure 4.6 if price is P1, consumer surplus is area

A) A. B) A+B+E. O G

Answer: B

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Analytic

AACSB: Analytic Skills

8) In figure 4.6 if price is P1, producer surplus is area

A) A. B) A+B+E. Q) G.

Answer: C

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in Figure 4.6 below to answer the questions that follow.
Equilibrium in this market occurs at the intersection of curves S and D.

Quantity/time

D) E+F+G.

D) E+F+G.

D) B+C+E+F+G.

D) B++E+G.



9) In figure 4.6 if price is P1, the deadweight loss due to under production is area
A) A+C. B) C+F C) E+G. D) F+G.
Answer: B
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Analytic
AACSB: Analytic Skills

10) In figure 4.6 if price goes from equilibrium to P1, producer surplus changes by the area

A) E-C. B) C+E C) E+F. D) B-F.
Answer: C
Diff: 3

Topic: Supply and Demand and Market Efficiency
Skill: Analytic
AACSB: Analytic Skills

11) In figure 4.6 if price goes from equilibrium to P1, consumer surplus changes by the area

A) E-C. B) C+E C) E+F. D) B-F.
Answer: A
Diff: 3

Topic: Supply and Demand and Market Efficiency
Skill: Analytic
AACSB: Analytic Skills

12) The total of consumer plus producer surplus is greatest

A) when consumer surplus is maximized. B) when producer surplus is maximized.
C) at the the market equilibrium. D) all of the above

Answer: C

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Conceptual
AACSB: Reflective Thinking

13) When there is over production in a market,
A) market price is too low.
B) there is excess quantity demanded.
C) the total of consumer and producer surplus is maximized.
D) there is a deadweight loss.

Answer: D

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) Consumer surplus is the difference between the most a person is willing to pay and market
price.
Answer: TRUE
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Definition

114



2) Consumer surplus describes a situation in which there is excess quantity supplied.
Answer: FALSE
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Conceptual
AACSB: Reflective Thinking

3) If someone is willing to pay $500 to go to the Super Bowl but can buy a ticket for $300, they
will get $200 in consumer surplus.

Answer: TRUE

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Analytic

AACSB: Analytic Skills

4) A firm that sells a car for $30,000 gets producer surplus of $30,000.

Answer: FALSE

Diff: 2

Topic: Supply and Demand and Market Efficiency
Skill: Conceptual

AACSB: Reflective Thinking

5) The total of consumer plus producer surplus is largest at the market equilibrium.
Answer: TRUE
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Conceptual
AACSB: Reflective Thinking

6) The total of producer and consumer surplus is maximized when there is underproduction.
Answer: FALSE
Diff: 2
Topic: Supply and Demand and Market Efficiency
Skill: Conceptual
AACSB: Reflective Thinking
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Chapter 5 Introduction to Macroeconomics

5.1 Macroeconomic Concerns

1 Multiple Choice

1) Which of the following is NOT a topic studied in Macroeconomics?

A) gross domestic product B) the unemployment rate
C) the price of IBM computers D) the inflation rate
Answer: C
Diff 1

Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

2) Which of the following is a topic studied in Macroeconomics?

A) gross domestic product B) the wage of auto workers

C) the price of IBM computers D) the amount of pizza produced
Answer: A
Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

3) Which of the following is a topic studied in Macroeconomics?
A) the functioning of individual industries
B) aggregate behavior of households and industries
C) the behavior of individual households
D) the decision-making behavior of individual business firms

Answer: B

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

4) Prices that do not always adjust rapidly to maintain equality between quantity supplied and
quantity demanded are

A) administered prices. B) sticky prices.
C) regulatory prices. D) market prices.
Answer: B
Diff 1

Topic: Macroeconomic Concerns
Skill: Definition
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5) The demand for corn has increased in May without any change in supply. Eight months later
there still has been no change in corn prices. This is an example of a

A) price floor. B) price control.

C) sticky price. D) macroeconomic price.
Answer: C
Diff: 2

Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

6) The demand for massage therapists declined in the spring of 2007, but the starting wages paid
to massage therapists was still the same at the end of 2007. This is an example of a

A) sticky price. B) flexible price.
C) highly regulated market. D) price control.
Answer: A
Diff: 2

Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

7) An increase in the overall price level is known as
A) deflation. B) recession. Q) inflation. D) stagflation.
Answer: C
Diff 1
Topic: Macroeconomic Concerns
Skill: Definition

8) Aggregate behavior is

A) the behavior of each household and firm.
B) the behavior of each individual.
C) the behavior of all households and firms together.
D) none of the above.

Answer: C

Diff: 2

Topic: Macroeconomic Concerns

Skill: Definition

9) Inflation is a(n)
A) decrease in the overall price level.
B) decrease in the overall level of economic activity.
C) increase in the overall price level.
D) increase in the overall level of economic activity.

Answer: C

Diff: 1

Topic: Macroeconomic Concerns
Skill: Definition
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10) Deflation occurs when
A) the average price level declines.
C) the economic growth rate declines.
Answer: A
Diff: 2
Topic: Macroeconomic Concerns
Skill: Definition

B) economic activity declines.
D) the unemployment rate declines.

11) A period of very rapid increase in the overall price level is known as

A) stagnation.
C) stagflation.

Answer: B

Diff: 1

Topic: Macroeconomic Concerns
Skill: Definition

12) The trend of the economy is
A) the long run growth path of the economy.
B) the long run inflation rate.
C) the long run unemployment rate.

B) hyperinflation.
D) depression.

D) the short run production capacity of an economy.

Answer: A

Diff: 1

Topic: Macroeconomic Concerns
Skill: Definition

13) The term business cycle refers to the

A) short-term ups and downs in the price level.

B) long-term trends in the price level.

C) short-term ups and downs in the level of economic activity.
D) long-term trends in the level of economic activity.

Answer: C

Diff: 1

Topic: Macroeconomic Concerns
Skill: Definition

14) A period during which aggregate output rises is known as a(n)

A) recession.

C) hyperinflation.
Answer: D
Diff: 1
Topic: Macroeconomic Concerns
Skill: Definition

15) A period when the economy shrinks is known as
A) a recession.
C) a slump.

Answer: D

Diff: 1

Topic: Macroeconomic Concerns
Skill: Definition
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D) expansion.
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16) In a business cycle, a peak represents the end of

A) an expansion; a recession
C) a trough; a peak
Answer: A
Diff: 1
Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

17) In a business cycle, a peak represents the end of
A) an expansion. B) a depression.

Answer: A

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

18) In a business cycle, a trough represents the end of
A) an expansion. B) an inflation.

Answer: D

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

and a trough represents the end of

B) a depression; an expansion
D) a recession; an expansion

C) trough. D) a recession

C) a peak D) a recession.

19) It has become conventional to classify an economic downturn as a recession when aggregate

output declines for
A) three consecutive quarters.
C) ayear.
Answer: B
Diff: 1
Topic: Macroeconomic Concerns
Skill: Fact

B) two consecutive quarters.
D) six consecutive quarters.

20) If the labor force is 500 and employment is 450, then the unemployment rate is

A) 100%.
Answer: C
Diff: 2
Topic: Macroeconomic Concerns
Skill: Analytic

B) 90%.

21) A prolonged and deep recession is called
A) a business cycle.
C) a stagflation.

Answer: B

Diff: 1
Topic: Macroeconomic Concerns
Skill: Definition
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C) 10%.

D) 0%.

B) a depression.

D) hyperinflation.



22) Between a trough and a peak, the economy goes through a(n)

A) recession. B) bust.

C) expansion. D) hyperinflation.
Answer: C
Diff 1

Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

23) Between a peak and a trough, the economy goes through a(n)

A) expansion. B) inflation.

C) recession. D) boom.

Answer: C

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

24) Unemployment means that

A) at the going wage rate, there are people who want to work but cannot find work.
B) people are not willing to work at the going wage rate.
C) there are some people who will not work at the going wage rate.
D) there is excess demand in the labor market.

Answer: A

Diff: 1

Topic: Macroeconomic Concerns

Skill: Definition

25) Unemployment implies that in the labor market
A) there is an excess supply of labor.
B) there is an excess demand for labor.
C) there are too few workers for the jobs available.
D) quantity demanded of labor exceeds quantity supplied.
Answer: A
Diff: 1
Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

26) The unemployment rate equals
A) labor force/population.
C) (employed - unemployed)/labor force.

B) unemployed/employed.

Answer: D

Diff: 2
Topic: Macroeconomic Concerns
Skill: Definition
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27) The unemployment rate equals

A) labor force/population. B) unemployed/employed.
C) (employed - unemployed)/labor force. D) unemployed/labor force.
Answer: D
Diff: 2

Topic: Macroeconomic Concerns
Skill: Definition

28) If the labor force is 50 million and 48 million are employed then the unemployment rate is:
A) 2%. B) 4%. C) 5%. D) 52%.
Answer: B
Diff: 2
Topic: Macroeconomic Concerns
Skill: Analytic
AACSB: Analytic Skills

29) If 20 million workers are unemployed and 180 million workers are employed, then the
unemployment rate is
A) 10%. B) 11.1%. C) 18%. D) 80%.
Answer: A
Diff: 2
Topic: Macroeconomic Concerns
Skill: Analytic
AACSB: Analytic Skills

30) The period in the business cycle from a trough to peak is called a(n)
A) recession. B) expansion. C) slump. D) depression.
Answer: B
Diff 1
Topic: Macroeconomic Concerns
Skill: Conceptual

31) If output is rising and unemployment is falling, the economy MUST be in a(n)

A) contraction. B) expansion.

C) depression. D) hyperinflationary period.
Answer: B
Diff 1

Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

32) The period in the business cycle from a peak to a trough is a(n)
A) recession. B) boom. C) expansion. D) inflation.
Answer: A
Diff 1
Topic: Macroeconomic Concerns
Skill: Conceptual
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33) Unemployment generally during recessions and during expansions.
A) falls; rises. B) falls; falls. C) rises; falls. D) rises; rises.

Answer: C

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

34) Which of the following statements is FALSE?
A) The rate of change in economic activity is used to assess whether an economy is
expanding or contracting.
B) Short-term ups and downs in the economy are known as business cycles.
C) During a recession, output and employment are falling.
D) Business cycles are always symmetric—the length of an expansion is the same as the
length of a contraction.

Answer: D

Diff: 2

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) Macroeconomics is concerned with inflation or deflation, output growth and unemployment.

Answer: TRUE

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

2) Macroeconomics is concerned with the market price and equilibrium quantity of each good or
service.

Answer: FALSE

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

3) The employment rate is the number of people employed divided by number of people in the
labor force.

Answer: TRUE
Diff: 1

Topic: Macroeconomic Concerns
Skill: Definition

4) Hyperinflation and stagflation are two different names which refer to identical economic
conditions.
Answer: FALSE
Diff: 1
Topic: Macroeconomic Concerns
Skill: Definition
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5) Macroeconomic behavior is the sum of all the microeconomic decisions made by individual
households and firms.

Answer: TRUE

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

6) All business cycles are symmetric—the length of an expansion is the same as the length of a
recession.

Answer: FALSE

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

7) The following is a correct order in a business cycle: recession, trough, peak, expansion.
Answer: FALSE
Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

8) A recession is usually associated with increasing unemployment.

Answer: TRUE

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

9) An expansion is usually associated with rising price levels.

Answer: TRUE

Diff: 1

Topic: Macroeconomic Concerns
Skill: Conceptual

AACSB: Reflective Thinking

10) A recession is associated with a negative rate of growth of the economy.
Answer: TRUE
Diff: 1
Topic: Macroeconomic Concerns
Skill: Conceptual
AACSB: Reflective Thinking

123



5.2 The Components of the Macroeconomy

1 Multiple Choice

1) If the central bank decreases the money supply, it is conducting

A) monetary policy. B) supply-side policy.
C) fiscal policy. D) incomes policy.
Answer: A
Diff: 1

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

2) If Congress increases government spending, it is using

A) monetary policy. B) supply-side policy.
C) fiscal policy. D) incomes policy.
Answer: C
Diff 1

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

3) Government policies regarding taxes and expenditures are called

A) fiscal policy. B) income policies.
C) supply-side policy. D) monetary policy.
Answer: A
Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition

4) The government implements fiscal policy when it changes

A) spending and/or interest rate. B) money supply and/or taxes.
C) taxes and/or spending. D) taxes and/or interest rate.
Answer: C
Diff 1

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

5) The government wants to encourage consumer spending through cutting income taxes. This is
an example of

A) an incomes policy. B) a fiscal policy.

C) a supply-side policy. D) a monetary policy.
Answer: B
Diff: 1

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking
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6) The can change the quantity of money in the economy.
A) Treasury Department
B) Federal Reserve
C) Congress
D) Office of the Comptroller of the Currency

Answer: B

Diff: 1

Topic: The Components of the Macroeconomy
Skill: Fact

7) The Federal Reserve affecting the supply of money is known as

A) fiscal policy. B) monetary policy.
C) growth policy. D) supply side policy.
Answer: B
Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition

8) Policies designed to affect the quantity of money are

A) fiscal policies. B) supply side or growth policies.
C) government spending policies. D) monetary policies.

Answer: D

Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition

9) The diagram that shows the income received and payments made by each sector of the
economy is the

A) aggregate demand-aggregate supply diagram.
B) circular flow diagram.
C) income flow diagram.
D) income-production diagram.
Answer: B
Diff: 1
Topic: The Components of the Macroeconomy
Skill: Definition

10) In the circular flow diagram, the different payments made by firms to households include

A) wages and profits. B) interest and taxes.

C) transfer payments and dividends. D) taxes and transfer payments.
Answer: A
Diff 1

Topic: The Components of the Macroeconomy
Skill: Conceptual

125



11) An example of a transfer payment is

A) an interest payment on a General Motors' bond.
B) the added value of stock from the time it was bought to the time it was sold.
C) a Social Security retirement benefit.
D) the salary paid to a member of the armed forces.

Answer: C

Diff: 2

Topic: The Components of the Macroeconomy

Skill: Conceptual

AACSB: Reflective Thinking

12) A transfer payment is
A) a bonus to get a worker to accept a transfer.

B) a cash payment made by the government to people who do not supply goods, services or
labor in exchange for the payment.
C) a cash payment for transferring a good from one person to another.
D) an in kind payment for working "off the books."
Answer: B
Diff: 2
Topic: The Components of the Macroeconomy
Skill: Definition

13) A household that spends less than it receives in income during a given period is

A) saving. B) dissaving.

C) running a deficit. D) receiving transfer payments.
Answer: A
Diff: 1

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

14) The major lesson of the circular flow diagram is that
A) saving must always be less than investment.
B) taxes must always be greater than government expenditures.
C) total income in the economy must always equal total spending.
D) tax receipts must be equal to transfer payments

Answer: C

Diff: 2

Topic: The Components of the Macroeconomy
Skill: Conceptual

AACSB: Reflective Thinking

15) In which of the following markets are funds demanded and supplied?

A) the labor market B) the goods and services market
C) the money market D) the factor market

Answer: C

Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition
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16) In the goods-and-services market, households

A) only supply. B) only demand.

C) both supply and demand. D) neither supply nor demand.
Answer: B
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

17) The demanders in the goods-and-services market are
A) households and business firms.
B) households, the government, and the rest of the world.
C) the government and business firms.
D) households, the government, business firms, and the rest of the world.
Answer: D
Diff: 2
Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

18) In which basic market would DVDs be traded?

A) the goods and services market B) the money market
C) the labor market D) the factor market
Answer: A
Diff 1

Topic: The Components of the Macroeconomy
Skill: Conceptual

19) In the circular flow diagram, firms labor and households goods and
services.
A) demand; supply. B) demand; demand.
C) supply; demand. D) supply; supply.
Answer: B
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

20) In the circular flow diagram, households demand and supply
A) labor; labor. B) goods; services.
C) goods and services; labor. D) labor; goods and services.
Answer: C
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking
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21) Promissory notes issued by the federal government when it borrows money are known as

A) Treasury shares. B) Treasury stocks.
C) Treasury bonds. D) none of the above
Answer: C
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Definition

22) A promissory note issued by a corporation when it borrows money is a

A) share. B) corporate bond.
C) corporate dividend. D) stock.

Answer: B

Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition

23) Dividends are

A) government profits distributed among bondholders.
B) corporate profits distributed among shareholders.
C) capital gains realized by stockholders.
D) promissory notes issued by corporations.

Answer: B

Diff: 1

Topic: The Components of the Macroeconomy

Skill: Definition

24) Which of the following is a CORRECT statement?
A) Companies issue shares but don't issue bonds.
B) The government issues both bonds and shares.
C) Bondholders earn dividends but shareholders don't.
D) Shareholders earn dividends but bondholders don't.
Answer: D
Diff: 2
Topic: The Components of the Macroeconomy
Skill: Conceptual

25) A capital gain is
A) a financial instrument that gives the holder a share in the ownership of a firm and
therefore the right to share in the profits of the firm.

B) the portion of a corporation's profits that the firm pays out each period to its
shareholders.

C) an increase in the value of an asset over the price initially paid for it.
D) the difference between an individual's economic income and money income.
Answer: C
Diff: 2
Topic: The Components of the Macroeconomy
Skill: Definition
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26) An increase in the value of an asset over the price initially paid foritis a

A) dividend. B) share of stock.
C) promissory note. D) capital gain.
Answer: D
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Definition

27) If Tomas purchases a share of stock for $150 and one year later sells it for $225, he will realize a

A) dividend of $75. B) capital gain of $75.
C) dividend of $225. D) a capital gain of $225
Answer: B
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Analytic
AACSB: Analytic Skills

28) If Juanita purchases a share of stock for $20 and three years later sells it for $120, she will

realize a
A) dividend of $100. B) capital gain of $100.
C) dividend of $120. D) capital gain of $140.
Answer: B
Diff 2

Topic: The Components of the Macroeconomy
Skill: Analytic
AACSB: Analytic Skills

29) Wayne purchased 10 autographed Eli Manning football cards when he was 15 years old for a
total cost of $50 and then sold those football cards 4 years later for $800. Due to these

transactions
A) Wayne earned a capital gain of $800. B) Wayne earned a capital gain of $750.
C) Wayne earned a dividend of $800. D) Wayne earned a dividend of $750.
Answer: B
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Analytic
AACSB: Analytic Skills

30) Mike purchased a 1968 Chevy Corvette in 2006 for $30,000 and a year later he sold it for
$36,000. Due to these transactions

A) Mike earned a capital loss of $6,000. B) Mike earned a dividend of $36,000.
C) Mike earned a dividend of $600. D) Mike earned a capital gain of $6,000.
Answer: D
Diff: 2

Topic: The Components of the Macroeconomy
Skill: Analytic
AACSB: Analytic Skills
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31) Ami purchased 100 shares of stock for $10,000. A year later the stock is valued at $18,000.
Instead of selling the stock, Ami held onto it for another year. Which of the following is TRUE?
A) The $8,000 increase in the value of the stock represents an unrealized capital gain.
B) The $8,000 increase in the value of the stock represents a dividend.
C) To determine the capital gain, it is first necessary to know the normal rate of return on
capital.
D) none of the above

Answer: A

Diff: 2

Topic: The Components of the Macroeconomy
Skill: Analytic

AACSB: Analytic Skills

32) A dividend is
A) a promissory note issued by corporations when they borrow money.
B) an increase in the value of an asset over the purchase price initially paid for it.
C) the difference between the interest rate a bank pays on deposits and the interest rate it
charges for loans.
D) the portion of a corporation's profits that the firm pays out each period to its
shareholders.

Answer: D

Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition

33) The portion of a corporation's profits that a firm pays out each period to its shareholders is a

A) dividend. B) promissory note.
C) capital gain. D) corporate bond.
Answer: A
Diff 1

Topic: The Components of the Macroeconomy
Skill: Definition

2 True/False

1) Fiscal policy generally takes the form of regulations specifying the maximum amount by
which the money supply can be changed.
Answer: FALSE
Diff 1
Topic: The Components of the Macroeconomy
Skill: Conceptual

2) Contractionary fiscal policy includes raising taxes.
Answer: TRUE
Diff: 1
Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking
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3) Monetary policy includes changing the level of household taxes.
Answer: FALSE
Diff: 2
Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

4) A corporate bond is a promissory note issued by a firm when it borrows money.
Answer: TRUE
Diff 1

Topic: The Components of the Macroeconomy
Skill: Definition

5) In the circular flow diagram everyone's expenditure is someone else's receipt.
Answer: TRUE
Diff 1
Topic: The Components of the Macroeconomy
Skill: Conceptual
AACSB: Reflective Thinking

6) A dividend is is paid by shareholders to firms.
Answer: FALSE
Diff: 1

Topic: The Components of the Macroeconomy
Skill: Definition

7) A transfer payment is the tax one pays when transferring real estate.
Answer: FALSE
Diff 1

Topic: The Components of the Macroeconomy
Skill: Definition

8) A capital gain is the increase in value of an asset above its initial cost.
Answer: TRUE
Diff 1

Topic: The Components of the Macroeconomy
Skill: Definition

5.3 A Brief History of Macroeconomics

1 Multiple Choice

1) To get the economy out of a slump, Keynes believed that the government should
A) cut both taxes and government spending.
B) increase both taxes and government spending.
C) increase taxes and/or decrease government spending.
D) decrease taxes and/or increase government spending.

Answer: D

Diff: 2

Topic: A Brief History of Macroeconomics
Skill: Fact

AACSB: Reflective Thinking
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2) To bring the economy out of an inflationary period, Keynes argued that the government
should

A) cut both taxes and government spending.
B) increase both taxes and government spending.
C) increase taxes and/or decrease government spending.
D) decrease taxes and/or increase government spending.
Answer: C
Diff: 2
Topic: A Brief History of Macroeconomics
Skill: Conceptual
AACSB: Reflective Thinking

3) Which of the following is an assumption used by Classical economists?

A) Wages adjust downward but not upward.
B) Wages adjust upward but not downward.
C) Wages are inflexible.
D) Wages adjust both upward and downward.

Answer: D

Diff: 1

Topic: A Brief History of Macroeconomics

Skill: Fact

4) According to the Classical model, unemployment

A) could not persist because wages would rise to eliminate the excess supply of labor.
B) could not persist because wages would fall to eliminate the excess supply of labor.
C) could be eliminated through fiscal and monetary policies.
D) could be eliminated only through government intervention.

Answer: B

Diff: 2

Topic: A Brief History of Macroeconomics

Skill: Fact

5) According to Classical economists, if the quantity of labor demanded exceeds the quantity
supplied, there is a
A) surplus of labor and wages will rise. B) shortage of labor and wages will fall.
C) shortage of labor and wages will rise. D) surplus of labor and wages will fall.
Answer: C
Diff: 2
Topic: A Brief History of Macroeconomics
Skill: Fact

6) According to the Classical economists, the economy

A) requires fine-tuning to reach full employment.
B) has sticky prices in many industries.
C) is self-correcting.
D) will never be at full employment.

Answer: C

Diff: 2

Topic: A Brief History of Macroeconomics

Skill: Fact
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7) Macroeconomic policies became more influenced by Keynes' theories starting with,

A) the period of high unemployment and high inflation in the 1970s.
B) the Great Depression.

C) the period of high inflation in the early 1980s.
D) the OPEC recession.

Answer: B

Diff: 1

Topic: A Brief History of Macroeconomics
Skill: Fact

8) According to Classical models, the level of employment is determined primarily by

A) the level of aggregate demand for goods and services.
B) prices and wages.
C) government taxation.
D) government spending.

Answer: B

Diff: 2

Topic: A Brief History of Macroeconomics

Skill: Fact

9) According to Keynes, the level of employment is determined by
A) flexible wages and prices.
B) interest rates.
C) price and wages.
D) the level of aggregate demand for goods and services.
Answer: D
Diff: 2
Topic: A Brief History of Macroeconomics
Skill: Fact

10) The concept of "market clearing" is adopted and defended by
A) Keynesian economists. B) Classical economists.
C) fine-tuning economists. D) demand-side economists.
Answer: B
Diff: 1
Topic: A Brief History of Macroeconomics
Skill: Fact

11) Suppose the economy suffers a high rate of unemployment. According to Keynesian
economists, the government should increase employment by
A) decreasing money supply. B) balancing the budget.
C) not doing anything.
Answer: D
Diff 1
Topic: A Brief History of Macroeconomics
Skill: Conceptual
AACSB: Reflective Thinking
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12) Which of the following would be an example of fine tuning?
A) Firms increase wages to attract high-quality workers.
B) Firms increase employment benefits to increase workers' productivity.
C) The federal government enacts legislation to increase spending to try to stimulate the
economy.
D) The federal government passes legislation that would require that the government's
budget always be balanced.

Answer: C

Diff: 2

Topic: A Brief History of Macroeconomics
Skill: Conceptual

AACSB: Reflective Thinking

13) Rapid increases in the price level during periods of recession or high unemployment are
known as
A) stagflation. B) stagnation. C) depression. D) inflation.
Answer: A
Diff: 1
Topic: A Brief History of Macroeconomics
Skill: Definition

14) Stagflation occurs when the economy's inflation rate is high and
A) employment is high.
B) the unemployment rate is high.
C) the unemployment rate is low.
D) the rate of change in economic activities is positive.

Answer: B

Diff: 1
Topic: A Brief History of Macroeconomics
Skill: Definition

15) Related to the Economics in Practice on p. 97 [409]: F. Scott Fitzgerald's The Great Gatsby is set in
the "Roaring '20s". This decade in U.S. history was characterized by
A) economic expansion and high unemployment.
B) recession and high unemployment.
C) economic expansion and low unemployment.
D) the Great Depression and stagflation.

Answer: C

Diff: 2

Topic: A Brief History of Macroeconomics: Economics in Practice
Skill: Fact

16) Related to the Economics in Practice on p. 97 [409]: John Steinbeck's The Grapes of Wrath is set in

the early 1930s. During this time, the U.S. economy was primarily in the phase of the
business cycle, culminating in the Great Depression.

A) peak B) recession C) trough D) expansion
Answer: B
Diff: 2
Topic: A Brief History of Macroeconomics: Economics in Practice
Skill: Fact
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17) Related to the Economics in Practice on p. 99 [411]: John Maynard Keynes' most notable
published work is entitled
A) Capitalism Doomed.
B) The General Theory of Employment, Interest, and Money.
C) The Communist Manifesto.
D) Freakonomics.

Answer: B

Diff: 2

Topic: A Brief History of Macroeconomics: Economics in Practice
Skill: Fact

18) Related to the Economics in Practice on p. 99 [411]: John Maynard Keynes sought to solve the
economic paradox of the Great Depression, which was the coexistence of
A) low production and low unemployment.
B) high production and low inflation.
C) high production and high inflation.
D) low production and high unemployment.
Answer: D
Diff: 2
Topic: A Brief History of Macroeconomics: Economics in Practice
Skill: Fact

2 True/False

1) Keynes believed that expansionary fiscal policy could help get an economy out of an inflation.
Answer: FALSE
Diff 1
Topic: A Brief History of Macroeconomics
Skill: Fact

2) According to the Classical model, an excess supply of labor would drive up wages to a new
equilibrium level and therefore unemployment would not persist.
Answer: FALSE
Diff: 2
Topic: A Brief History of Macroeconomics
Skill: Fact

3) According to Keynes, aggregate supply determines the level of economic activities in the
economy.
Answer: FALSE
Diff 1
Topic: A Brief History of Macroeconomics
Skill: Fact

4) According to Keynes, the government's role during periods when private demand is low is to
stimulate aggregate demand and, by so doing, lift the economy out of recession.
Answer: TRUE
Diff: 1
Topic: A Brief History of Macroeconomics
Skill: Fact

135



5) In the Classical model, the level of employment is determined by the level of aggregate

demand.

Answer: FALSE

Diff: 1
Topic: A Brief History of Macroeconomics
Skill: Fact

6) "Fine tuning" is any government attempt to regulate inflation or unemployment.

Answer: TRUE

Diff: 1
Topic: A Brief History of Macroeconomics
Skill: Definition

7) Classical economists believed that economic slowdowns are self-correcting.

Answer: TRUE
Diff: 1

Topic: A Brief History of Macroeconomics
Skill: Fact

5.4 The U.S. Economy Since 1970
1 Multiple Choice

1) Since 1970, the U.S. economy has experienced four
A) periods of high inflation.
C) deflations.

Answer: B

Diff: 1
Topic: The U.S. Economy Since 1970
Skill: Fact

2) Since 1970, the U.S. economy has experienced two
A) periods of high inflation.
C) deflations.

Answer: A

Diff: 1

Topic: The U.S. Economy Since 1970
Skill: Fact

B) recessions.
D) periods of stagflation.

B) recessions.
D) all of the above

3) During the U.S. recession of 1980-1982, the unemployment rate reached a high of

percent.
A)7.6

Answer: C

Diff: 1

Topic: The U.S. Economy Since 1970
Skill: Fact

B) 8.8
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4) In the U.S. economy, the inflation rate in 1975 peaked at percent.

A)10.1 B) 11.0 C) 142 D) 22.4
Answer: B
Diff: 1
Topic: The U.S. Economy Since 1970
Skill: Fact

Refer to the information for this hypothetical economy provided in Table 5.1 below to answer the questions
that follow.

Table 5.1
2006 2007 2008
Quarter |I II 11 1A% I II 111 1A% I II 11 1A%
Output (90 94 98 102 96 91 88 84 87 94 90 87

5) Refer to Table 5.1. In this economy, a trough existed around the

A) fourth quarter of the year 2007 B) fourth quarter of the year 2006.
C) second quarter of the year 2007. D) third quarter of the year 2008.
Answer: A
Diff: 2

Topic: The U.S. Economy Since 1970
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Table 5.1. In this economy, a peak existed around the

A) third quarter of the year 2008. B) third quarter of the year 2006.
C) fourth quarter of the year 2007. D) fourth quarter of the year 2006.
Answer: D
Diff: 2

Topic: The U.S. Economy Since 1970
Skill: Analytic
AACSB: Analytic Skills

7) Refer to Table 5.1. The period from after the fourth quarter of 2006 until before the first quarter
of 2008 can be categorized as a period of

A) high inflation. B) low unemployment.
C) high production. D) high unemployment.
Answer: D
Diff: 2

Topic: The U.S. Economy Since 1970
Skill: Analytic
AACSB: Analytic Skills

8) Refer to Table 5.1. Which of the following quarters can be associated with inflation?

A) the second quarter of the year 2006 B) the first quarter of the year 2008
C) the second quarter of the year 2008 D) all of the above

Answer: D

Diff: 2

Topic: The U.S. Economy Since 1970
Skill: Analytic
AACSB: Analytic Skills
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2 True/False

1) Since 1970, the U.S. economy has experienced 2 recessions.
Answer: FALSE
Diff 1
Topic: The U.S. Economy Since 1970
Skill: Fact

2) Since 1970, the U.S. economy has experienced 2 periods of high inflation.
Answer: TRUE
Diff: 1
Topic: The U.S. Economy Since 1970
Skill: Fact

3) Since 1970, the annual inflation rate in the U.S. has been about 9.7 percent or more.
Answer: FALSE
Diff: 1
Topic: The U.S. Economy Since 1970
Skill: Fact
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Chapter 6 Measuring National Output
and National Income

6.1 Gross Domestic Product

1 Multiple Choice

1) The total market value of all final goods and services produced within a given period by
factors of production located within a country is

A) gross domestic product. B) gross national product.
C) net national product. D) net national income.
Answer: A
Diff: 1

Topic: Gross Domestic Product
Skill: Definition

2) Gross domestic product measures
A) the total spending of everyone in the economy.
B) the value of all output in the economy.

C) the total income of everyone in the economy.
D) all of the above

Answer: D

Diff: 2

Topic: Gross Domestic Product

Skill: Definition

3) Which of the following is an example of a final good or service?

A) wheat a bakery purchases to make bread
B) coffee beans Starbucks purchases to make coffee
C) lumber purchased by a construction company to used in building houses
D) a computer purchased by Federal Express to track shipments

Answer: D

Diff: 2

Topic: Gross Domestic Product

Skill: Conceptual

AACSB: Reflective Thinking

4) Which of the following is a good or service counted in GDP?
A) tires Ford buys to put on a car
B) a used tire you buy for your personal car
C) a new tire you buy for your personal car
D) used tires bought by a used car dealer to put on a car on his lot
Answer: C
Diff: 2
Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking
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5) Which of the following is an example of an intermediate good?
A) the dough you buy to fix yourself a pizza for dinner
B) the chocolate you buy to make yourself some cookies
C) the pizza sauce you purchase to make pizzas to sell for a fund -raiser for an organization
you belong to

D) lumber you buy to build a house for your dog

Answer: C

Diff: 2

Topic: Gross Domestic Product

Skill: Conceptual

AACSB: Reflective Thinking

6) Double counting can be avoided by
A) including the value of intermediate goods in the current year.
B) not counting the value of intermediate goods in GDP.
C) including the value of intermediate goods in the GNP but not in the GDP.
D) including the value of intermediate goods in the production year but not in the selling
year of those goods.

Answer: B

Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual

AACSB: Reflective Thinking

7) Which of the following would NOT be counted in 2007's GDP?
A) the value of a 2005 boat you purchase from a boat dealer in 2007
B) the 2007 salary of a used motorcycle salesperson
C) the commissions earned by a real estate agent in selling condominiums built prior to
2007
D) the value of a refrigerator manufactured in 2007 but not sold in 2007
Answer: A
Diff: 2
Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

8) Which of the following would be counted in 2003's GDP?

A) the value of a loan you take in 2003
B) the value of a TV that was produced in 2002 but not sold until 2003
C) the bonus check a stockbroker gets from his/her company in 2003
D) the value of a bond sold by the federal government

Answer: C

Diff: 2

Topic: Gross Domestic Product

Skill: Conceptual

AACSB: Reflective Thinking
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9) Which of the following is NOT included in 2008's GDP?
A) the value of a motorcycle produced in the United States and exported to Japan
B) the profit earned in 2008 from selling a stock that you purchased in 2005
C) the value of a motor that is used in the production of a lawn mower
D) the commission earned by a headhunter when she locates a job for a client
Answer: B
Diff: 2
Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

10) Gross national product is the total market value of

A) all final and intermediate goods and service produced by resources owned by a country
in a given year.

B) all final and intermediate goods and services produced in a country, regardless of who
owns the resources.

C) all final goods and services produced in a country in a given year, regardless of who
owns the resources.

D) all final goods and services produced by resources owned by a country, regardless of
where production takes place.

Answer: D

Diff: 1
Topic: Gross Domestic Product
Skill: Definition

11) If no foreign companies produce in a country, but many of the country's companies produce
abroad, then

A) the country's GNP will tend to exceed its GDP.

B) the country's GDP will tend to exceed its GNP.

C) the country's GNP and GDP will tend to be equal.

D) the country's GDP will tend to be equal to its domestic income.
Answer: A
Diff: 2
Topic: Gross Domestic Product

Skill: Conceptual
AACSB: Reflective Thinking

12) Which of the following is included in both the U.S. GDP and GNP?

A) The value of all cars produced by Ford in Mexico.
B) The value of all cars produced by General Motors in the U.S.
C) The value of all cars produced by Toyota in the U.S.
D) The value of cars produced by Nissan in Japan and the U.S.

Answer: B

Diff: 2

Topic: Gross Domestic Product

Skill: Conceptual

AACSB: Reflective Thinking
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13) Which of the following is NOT counted in the GNP of the United States?
A) The wage of a U.S. citizen who works in a foreign country for a foreign firm.
B) The interest earned by a U.S. bank on loans to a business firm located in Brazil.
C) The profit earned by a restaurant located in the United States but owned by a Mexican
company.
D) The value of services that are produced by state and local governments in the United
States.

Answer: C

Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual

AACSB: Reflective Thinking

14) The value of what KFC produces in Japan is included in the U.S. and in the Japanese
A) GDP; GDP B) GNP; GNP C) GNP; GDP D) GDP; GNP
Answer: C
Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

15) Profits earned in the United States by foreign-owned companies are included in

A) the U.S. GDP but not GNP. B) neither the U.S. GDP nor GNP.
C) the U.S. GNP but not GDP. D) both the U.S. GDP and GNP.
Answer: A
Diff: 1

Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

16) The GDP of the U.S. in 2002 was around $10 trillion. This means
A) that the value of output in the U.S. in 2002 was around $10 trillion.
B) that total income in the U.S. in 2002 was around $10 trillion.
C) that total spending on final goods and services in the U.S. in 2002 was around $10
trillion.
D) all of the above

Answer: D

Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual

AACSB: Reflective Thinking
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17) The GDP includes
A) the value of all intermediate goods and services.
B) the value of all final goods and services.
C) the value of both intermediate and final goods and services.
D) the value of all transactions.

Answer: B

Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual

AACSB: Reflective Thinking

18) Income Mexican citizens earn in the U.S. counts in

A) U.S. GNP. B) Mexican GNP.

C) Mexican GDP. D) both U.S. and Mexican GDP.
Answer: B
Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) GDP measures the total income of everyone and the total spending by everyone in the
economy.
Answer: FALSE
Diff: 1
Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

2) Total income in the economy can sometimes be greater than total spending.

Answer: FALSE

Diff: 2

Topic: Gross Domestic Product
Skill: Conceptual

AACSB: Reflective Thinking

3) The income of U.S. citizens working abroad counts in U.S. GDP.
Answer: FALSE
Diff: 2
Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking

4) Stock market transactions are part of GNP.
Answer: FALSE
Diff: 2
Topic: Gross Domestic Product
Skill: Conceptual
AACSB: Reflective Thinking
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5) Value added is the difference between the value of good as they leave a stage of production
and cost of the goods as they entered that stage of production.

Answer: TRUE
Diff: 2
Topic: Gross Domestic Product
Skill: Definition
6.2 Calculating GDP
1 Multiple Choice

1) The equation for GDP using the expenditure approach is

A)GDP=C+I+G+EX-1IM. B) GDP=C+ 1+ G+ (IM - EX).
C)GDP=C+I1+G+EX+IM. D)GDP=C+I1+G-EX-IM.
Answer: A
Diff: 1

Topic: Calculating GDP
Skill: Definition

2) The single largest expenditure component in GDP is
A) government spending. B) investment.
C) consumption. D) net exports.

Answer: C

Diff: 1
Topic: Calculating GDP
Skill: Fact

Refer to the information provided in Table 6.1 below to answer the questions that follow.

Table 6.1
$Billions
Durable goods 800
Nonresidential investment 400
Federal purchases of goods 300
Exports 400
State and local purchases of goods 200
Residential investment 50
Services 500
Imports 250
Change in business inventories -25
Nondurable goods 700

3) Refer to Table 6.1. Personal consumption expenditures in billions of dollars are
A) 1,000. B) 1,300. C) 1,500. D) 2,000.

Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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4) Refer to Table 6.1. The value for gross private domestic investment in billions of dollars is
A) 300. B) 375. C) 425. D) 450.

Answer: C

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

5) Refer to Table 6.1. The value for net exports in billions of dollars is
A) 150. B) 250. C) 650. D) 800.
Answer: A

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Table 6.1. The value of gross domestic product in billions of dollars is
A) 3,000. B) 3,075. C) 3,125. D) 3,750.
Answer: B
Diff: 2
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

7) Refer to Table 6.1. The value of government spending in billions of dollars is
A) 100. B) 200. C) 300. D) 500.

Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in Table 6.2 below to answer the questions that follow.

Table 6.2

$Billions
Federal purchases of goods 800
Services 500
Imports 200
Change in business inventories 40
Durable goods 300
Nondurable goods 600
Exports 50
Residential investment 200
State and local purchases 200
Nonresidential investment 650

8) Refer to Table 6.2. Personal consumption expenditures in billions of dollars are
A) 900. B) 1,100. C) 1,400. D) 1,600.

Answer: C

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

9) Refer to Table 6.2. The value for gross private domestic investment in billions of dollars is
A) 740. B) 810. C) 850. D) 890.

Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

10) Refer to Table 6.2. The value for net exports in billions of dollars is
A) -200. B) -150. C) 50. D) 250.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

11) Refer to Table 6.2. The value for gross domestic product in billions of dollars is
A) 2,900. B) 3,140. C) 3,440. D) 3,650.

Answer: B

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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12) Refer to Table 6.2. The value of government spending in billions of dollars is
A) 200. B) 600. C) 800. D) 1,000.
Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

13) A company produced 8 dishwasher machines in 2005. The company sold 6 in 2005 and added
2 to its inventories. The market value of the dishwasher machines in 2005 was $200 per unit.
What is the value of this company's output that will be included in the 2005 GDP?

A) $400. B) $1,400. C) $1,600. D) $2,000.
Answer: C
Diff: 2
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

14) A farmer buys a new tractor from John Deere to use on her cotton farm. This tractor is
included in GDP as
A) part of gross private domestic investment.
B) a durable consumption good.
C) a service.
D) a nondurable consumption good.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

15) The change in business inventories is measured as

A) final sales minus GDP. B) final sales plus GDP.

C) GDP minus final sales. D) the ratio of final sales to GDP.
Answer: C
Diff: 2

Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

16) In 2007 final sales equal $200 billion, and the change in business inventories is $50 billion. GDP
in 2007
A) is $250 billion. B) is $200 billion. Q) is $150 billion. D) is $40 billion.
Answer: A
Diff 2
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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17) In 2006 final sales equal $350 billion and the change in business inventories is -$60 billion.
GDP in 2006
A) is $290 billion.
B) is $295 billion.
Q) is $410 billion.
D) cannot be determined from this information.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

18) In 2008 the change in business inventories is -$70 billion and GDP is $200 billion. Final sales in
2008

A) are $130 billion. B) are $200 billion.
C) are $270 billion. D) are $340 billion.
Answer: C
Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

19) In 2007, GDP was exactly equal to final sales. This implies that
A) there was accumulation of inventories that year.
B) there was a decline in inventories that year.
C) there was no change in inventories that year.
D) GDP did not grow that year compared to the year before.

Answer: C

Diff: 2

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

20) If the change in business inventories is zero, then final sales are

A) zero. B) less than GDP.
C) greater than GDP. D) equal to GDP.
Answer: D
Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

21) If in a year there is a positive inventory investment, then final sales

A) exceed GDP. B) are less than GDP.
C) equal GDP. D) are zero.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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22) Net investment equals

A) GDP minus final sales. B) gross investment minus final sales.
C) gross investment minus depreciation. D) depreciation plus GDP.

Answer: C

Diff: 1

Topic: Calculating GDP
Skill: Definition

23) If net investment is zero, then

A) gross investment is greater than depreciation.
B) gross investment is less than depreciation.

C) gross investment equals depreciation.

D) depreciation is zero.

Answer: C

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

24) Suppose that net investment in 2008 was $20 billion and depreciation was $4 billion. Gross
investment in 2008 was

A) $16 billion. B) $20 billion. C) $24 billion. D) $28 billion.
Answer: C
Diff: 1
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

25) The total value of all capital goods newly produced in a given period is

A) the change in business inventories. B) depreciation.

C) net investment. D) gross investment.
Answer: D
Diff: 1

Topic: Calculating GDP
Skill: Definition

26) The change in capital stock in a period is equal to

A) the ratio of the amount of the capital at the beginning of the period to the amount of
depreciation.

B) the amount of the capital stock at the beginning of the period plus gross investment
minus depreciation.
C) the amount of the capital at the beginning of the period plus gross investment.
D) the amount of the capital at the beginning of the period minus net investment.
Answer: B
Diff: 2
Topic: Calculating GDP
Skill: Definition
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27) Net investment is
A) gross investment minus depreciation.
C) depreciation minus gross investment.

Answer: A

Diff: 1
Topic: Calculating GDP
Skill: Definition

28) Depreciation is
A) the decrease in the overall price level.
B) the additional capital stock in a year.

C) the amount of used up machinery in a year.
D) the amount of decline in business inventories.

Answer: C

Diff: 1

Topic: Calculating GDP
Skill: Definition

B) gross investment plus depreciation.
D) GNP minus final sales.

29) If net investment in 2007 is $350 billion and gross investment in 2007 is $500 billion,

depreciation in 2007 is
A) $0.7 billion.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

B) $150 billion.

C) $175 billion. D) $250 billion.

30) If net investment in 2008 is $500 billion and gross investment in 2008 is $900 billion,

depreciation in 2008 is
A) -$500 billion. B) $0.

Answer: C

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

C) $400 billion. D) $1,400 billion.

31) If gross investment in 2008 is $750 billion and depreciation in 2008 is $850 billion, net

investment in 2008 is
A) -$50 billion.
C) -$800 billion.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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32) If gross investment in 2008 is $200 billion and depreciation in 2008 is $1,000 billion, net
investment in 2008 is
A) -$900 billion. B) -$800 billion. C) $1,000 billion. D) $1,200 billion.
Answer: B
Diff: 1
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

33) Exports equal

A) imports - net exports. B) net exports + imports.

C) net exports - imports. D) imports + (exports + imports).
Answer: B
Diff: 1

Topic: Calculating GDP
Skill: Definition

34) When calculating GDP, exports are and imports are .
A) added; added B) added; subtracted
C) subtracted; added D) subtracted; subtracted
Answer: B
Diff 1

Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

35) If the value of net exports is negative, then

A) exports exceed imports. B) imports exceed exports.
C) exports equal imports. D) imports are zero.
Answer: B
Diff: 1

Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

36) The largest income component of GDP is
A) proprietors' income. B) rental income.
C) compensation of employees. D) corporate profit.
Answer: C
Diff: 2
Topic: Calculating GDP
Skill: Fact
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37) What should be subtracted from GDP to calculate national income?

A) depreciation
B) indirect taxes
C) personal income taxes.
D) net factor payments to the rest of the world

Answer: A

Diff: 2

Topic: Calculating GDP

Skill: Conceptual

AACSB: Reflective Thinking

38) Proprietors' income is

A) the income of unincorporated businesses.
B) the income of all businesses—incorporated and unincorporated.
C) the income of sole proprietorships.
D) the income of partnerships.

Answer: A

Diff: 2

Topic: Calculating GDP

Skill: Definition

39) Net interest is the interest on loans paid by
A) businesses, households, and the government.
B) businesses and households.
C) businesses and the government.
D) businesses.

Answer: D

Diff: 3
Topic: Calculating GDP
Skill: Definition

40) Interest paid by households and by the government is
A) counted in national income, but not in GDP.
B) not counted in GDP because it is not assumed to flow from the production of goods and
services.
C) not counted in GDP but is counted in GNP because it is paid by U.S. citizens to people
living in the United States.
D) included in both GDP and GNP because it represents an expenditure by one group and a
receipt of income by another group.
Answer: B
Diff: 3
Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

41) What type of tax affects the amount of money you pay for a product?

A) direct tax B) income tax

C) indirect tax D) all of the above
Answer: C
Diff: 2

Topic: Calculating GDP
Skill: Conceptual
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42) Depreciation is
A) subtracted from national income to get GDP.
B) added to national income to get GDP.
C) subtracted from GNP to get NNP.
D) added to GNP to get NNP.

Answer: C

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

Refer to the information provided in Table 6.3 below to answer the questions that follow.

Table 6.3
$Billions
Compensation of employees 475
Proprietors' income 60
Corporate profit 40
Net interest 25
Rental income 10
Deprecation 70
Indirect taxes 40
Direct taxes 80
Subsidies 15
Payments of factor income to the rest of the world 20
Receipts of factor income from the rest of the world 15

43) Refer to Table 6.3. The value for national income in billions of dollars is
A) 585. B) 600. C) 635. D) 850.

Answer: C

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

44) Refer to Table 6.3. The value for gross domestic product in billions of dollars is
A) 485. B) 680. C) 685. D) 710.

Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

45) Refer to Table 6.3. The value of net factor payments to the rest of the world is
A) 5. B) 15. C) 25. D) 35.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills
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46) Refer to Table 6.3. The value of disposable income
A) is 505.
B) is 560.
C) is 605.
D) cannot be calculated given the information in Table 6.3.

Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

47) 1f receipts of factor income from the rest of the world exceed payments of factor income to the
rest of the world, then

A) GDP is greater than GNP. B) GDP equals GNP.

C) GNP equals NNP. D) GNP is greater than GDP.
Answer: D
Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Table 6.4 below to answer the questions that follow.

Table 6.4
$Billions
Depreciation 40
Receipts of factor income from the rest of the world 30
Government purchases 100
Imports 50
Payments of factor income to the rest of the world 50
Net private domestic investment 200
Personal income taxes 120
Personal consumption expenditures 600
Dividends 20
Exports 60
Amount of national income not going to households 20
48) Refer to Table 6.4. The value for GDP in billions of dollars is
A) 910. B) 920. C) 950. D) 1,050.

Answer: C

Diff: 2

Topic: Calculating GDP

Skill: Analytic

AACSB: Analytic Skills

49) Refer to Table 6.4. The value for GNP in billions of dollars is
A) 900. B) 930. C) 980. D) 1,010.
Answer: B
Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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50) Refer to Table 6.4. The value for NNP in billions of dollars is
A) 890. B) 910. C) 940. D) 970.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

51) Refer to Table 6.4. The value for national income in billions of dollars is
A) 890. B) 910. C) 940. D) 970.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

52) Refer to Table 6.4. The value for personal income in billions of dollars is
A) 870. B) 890. C) 950. D) 960.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

53) Refer to Table 6.4. The value for disposable personal income in billions of dollars is
A) 750. B) 770. C) 820. D) 990.

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

54) If GNP is $600 billion, receipts of factor income from the rest of the world are $50 billion, and
payments of factor income to the rest of the world are $30 billion, then GDP is
A) $520 billion. B) $580 billion. C) $620 billion. D) $680 billion.

Answer: B

Diff: 3

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

55) If GNP is $200 billion, receipts of factor income from the rest of the world are $10 billion, and
payments of factor income to the rest of the world are $30 billion, then GDP is
A) $160 billion. B) $210 billion. C) $220 billion. D) $240 billion.

Answer: C

Diff: 3

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

155



56) If GDP is $500 billion and depreciation is $40 billion, then net national product
A) is $460 billion.
B) is $500 billion.
Q) is $540 billion.
D) cannot be determined from this information.

Answer: D

Diff: 2

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

57) If GDP is $300 billion, depreciation is $30 billion, and net factor income from the rest of the
world is -$40 billion, then net national product is
A) $230 billion. B) $270 billion. C) $290 billion. D) $310 billion.

Answer: D

Diff: 3

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

58) If GNP is $800 billion and depreciation is $90 billion, then net national product is
A) $710 billion. B) $845 billion. C) $890 billion. D) $980 billion.

Answer: A

Diff: 1

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

59) If GNP is $200 billion and depreciation is $20 billion, then net national product is
A) $100 billion. B) $180 billion. C) $210 billion. D) $220 billion.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

60) If depreciation equals zero and retained earnings equal $5 billion, then
A) GNP is less than net national product by $5 billion.
B) GNP equals net national product.
C) Net national product is less than GNP by $5 billion.
D) GNP is greater than GDP by $5 billion.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills
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61) Net national product is

A) GDP plus depreciation. B) GDP minus depreciation.
C) GNP minus depreciation. D) GNP plus depreciation.
Answer: C
Diff 1

Topic: Calculating GDP
Skill: Definition

62) The total income of households is

A) net national product. B) personal income.
C) national income. D) production income.
Answer: B
Diff: 1

Topic: Calculating GDP
Skill: Definition

63) Personal income is national income minus

A) depreciation.
B) net factor income to the rest of the world.
C) the amount of national income not going to households.
D) imports.

Answer: C

Diff: 2

Topic: Calculating GDP

Skill: Fact

64) If national income is $600 billion, personal income is $400 billion, personal taxes are $120
billion, then disposable income equals
A) $480 billion. B) $320 billion. C) $280 billion. D) $80 billion.
Answer: C
Diff: 2
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

65) Which of the following is subtracted from national income to get to personal income?

A) retained earnings B) personal interest income
C) depreciation D) personal Taxes

Answer: A

Diff: 2

Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking
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66) Personal income
A) is always less than national income.
B) is always greater than national income.
C) may be greater than or less than national income.
D) will always equal national income.

Answer: C

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

67) If personal income is $925 billion and personal income taxes are $70 billion, the value of
disposable personal income is

A) $835 billion. B) $855 billion. C) $890 billion. D) $995 billion.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

68) If personal saving is -$10 billion and disposable personal income is $370 billion, then personal
consumption spending
A) is $360 billion.
B) is $380 billion.
C) is $390 billion.
D) cannot be determined from this information.

Answer: B

Diff: 2

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

69) The personal saving rate is

A) the difference between total personal spending and personal saving.
B) the difference between personal income and disposable personal income.
C) the ratio of personal income to personal saving.
D) the percentage of disposable personal income that is saved.

Answer: D

Diff 2

Topic: Calculating GDP

Skill: Definition

70) If disposable personal income is $400 billion and personal saving is $8 billion, the personal
saving rate is
A) 1.5%. B) 2%. C) 5%. D) 12%.
Answer: B
Diff: 1
Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills
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71) If the personal saving rate is 5% and personal saving is $10 billion, the value of personal
disposable income

A) is $100 billion.
B) is $200 billion.
C) is $500 billion.
D) cannot be determined from this information.

Answer: B

Diff: 1

Topic: Calculating GDP
Skill: Analytic
AACSB: Analytic Skills

72) Saving rates tend to during boom times and during recession periods.
A) rise; rise B) rise; fall C) fall; rise D) fall; fall
Answer: C
Diff: 2

Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

73) Related to the Economics in Practice on p. 109 [421]: The value of the used goods sold on eBay
from a U.S. seller to a U.S. buyer is

A) counted in U.S. GDP but not GNP.

B) counted in U.S. GNP but not GDP.

C) counted in both U.S. GDP and GNP.

D) not counted in either U.S. GDP or GNP.

Answer: D

Diff: 2

Topic: Calculating GDP: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking

74) Related to the Economics in Practice on p. 109 [421]: If a Swiss dealer sells a newly produced
Swiss watch on eBay to a U.S. customer, the value of the watch is
A) counted in U.S. GDP.
B) counted in U.S. GDP and Swiss GDP.
C) counted in Swiss GDP.
D) not counted in either U.S. or Swiss GDP.

Answer: C

Diff: 2

Topic: Calculating GDP: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking
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75) Related to the Economics in Practice on p. 113 [425]: The National Income and Product Accounts
(NIPAs) allow policymakers and economists to analyze the impact of

A) spending and tax plans. B) price shocks.
C) monetary policy. D) all of the above
Answer: D
Diff 1

Topic: Calculating GDP: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

76) Related to the Economics in Practice on p. 113 [425]: is responsible for producing and
maintaining the National Income and Product Accounts (NIPAs).
A) The Department of the Treasury B) The Federal Reserve Bank
C) Congress D) The Department of Commerce
Answer: D
Diff: 1
Topic: Calculating GDP: Economics in Practice
Skill: Fact

2 True/False

1) Transfer payments are subtracted from national income to get to personal income.
Answer: FALSE
Diff: 1
Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

2) If investment is larger than depreciation, the capital stock decreases.

Answer: FALSE
Diff: 1

Topic: Calculating GDP
Skill: Analytic

AACSB: Analytic Skills

3) Depreciation is included in GDP, but excluded from NNP.

Answer: TRUE

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

4) Final sales plus changes in inventories equals GDP.
Answer: TRUE
Diff: 2
Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking
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5) New houses count as consumer durables.
Answer: FALSE
Diff: 2
Topic: Calculating GDP
Skill: Conceptual
AACSB: Reflective Thinking

6) Dairy Queen opens a branch in Estonia. The sales of the restaurant enter the U.S. GDP and the
Estonian GNP.

Answer: FALSE

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

7) Consumers can spend their entire personal income.

Answer: FALSE

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

8) The difference between GNP and GDP is depreciation.

Answer: FALSE

Diff: 2

Topic: Calculating GDP
Skill: Conceptual

AACSB: Reflective Thinking

9) Disposable personal income is personal income minus personal taxes.
Answer: TRUE
Diff: 2
Topic: Calculating GDP
Skill: Definition
6.3 Nominal versus Real GDP
1 Multiple Choice

1) Nominal GDP measures the value of all goods and services

A) in constant dollars. B) in current dollars.
Q) in fixed dollars. D) without inflation.
Answer: B
Diff 1

Topic: Nominal versus Real GDP
Skill: Definition

2) Gross domestic product measured in terms of the prices of a fixed, or base, year is
A) current GDP. B) base GDP. C) real GDP. D) nominal GDP.
Answer: C
Diff: 1
Topic: Nominal versus Real GDP
Skill: Definition
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3) Nominal GDP is gross domestic product measured
A) in the prices of a base year.
B) in current dollars.
C) at a constant output level but at the base-year prices.
D) as the difference between the current year's GDP and last year's GDP.
Answer: B
Diff 1
Topic: Nominal versus Real GDP
Skill: Definition

4) Real GDP is gross domestic product measured
A) at a constant output level but at current prices.
B) in current dollars.
C) in the prices of a base year.
D) as the difference between the current year's GDP and last year's GDP.

Answer: C

Diff: 1

Topic: Nominal versus Real GDP
Skill: Definition

5) If real GDP in 2007 using 2006 prices is lower than nominal GDP of 2007, then
A) prices in 2007 are lower than prices in 2006.
B) nominal GDP in 2007 equals nominal GDP in 2006.
C) prices in 2007 are higher than prices in 2006.
D) real GDP in 2007 is larger than real GDP in 2006.

Answer: C

Diff: 3

Topic: Nominal versus Real GDP
Skill: Analytic

AACSB: Analytic Skills

6) If real GDP in 2008 using 2007 prices is higher than nominal GDP of 2008, then
A) prices in 2008 are lower than prices in the base year.
B) nominal GDP in 2008 equals nominal GDP in 2007.
C) prices in 2008 are higher than prices in the base year.
D) real GDP in 2008 is larger than real GDP in 2007.

Answer: A

Diff: 3

Topic: Nominal versus Real GDP
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in Table 6.5 below to answer the questions that follow.

Table 6.5
Production Prices
Yearl Year2 Year3 Year1l Year2 Year 3
Good X 60 80 100 $1.00 $1.00 $1.40
Good Y 100 110 130 $0.80 $0.90 $1.00

7) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y.
The value for this economy's nominal GDP in year 1
A) is $140. B) is $160. C) is $180. D) is $200.
Answer: A
Diff: 1
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

8) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y.
The value for this economy's nominal GDP in year 3 is
A) $204. B) $222. C) $250. D) $270.
Answer: D

Diff: 1

Topic: Nominal versus Real GDP
Skill: Analytic

AACSB: Analytic Skills

9) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y.
The value for this economy's nominal GDP in year 2 is
A) $168. B) $179. C) $202. D) $214.
Answer: B
Diff: 1
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

10) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y. If
year 1 is the base year, the value for this economy's real GDP in year 2 is
A) $168. B) $179. C) $202. D) $214.
Answer: A

Diff: 2

Topic: Nominal versus Real GDP
Skill: Analytic

AACSB: Analytic Skills

11) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y. If
year 1 is the base year, the value for this economy's GDP deflator in year 1 is
A) 1. B) 100. C) 110. D) 111.
Answer: B
Diff: 2
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills
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12) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y. If
year 1 is the base year, the value for this economy's GDP deflator in year 2 is
A) 93.9. B) 100. C) 106.5. D) 179.
Answer: C
Diff: 2
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

13) Refer to Table 6.5. Assume that this economy produces only two goods Good X and Good Y. If
year 1 is the base year, the value for this economy's inflation rate between year 1 and year 2 is
A) -6.1%. B) -5.5%. C) 6.5%. D) 79%.
Answer: C
Diff: 3
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

14) The GDP deflator is the

A) difference between real GDP and nominal GDP multiplied by 100.
B) difference between nominal GDP and real GDP multiplied by 100.
C) ratio of nominal GDP to real GDP multiplied by 100.
D) ratio of real GDP to nominal GDP multiplied by 100.

Answer: C

Diff 1

Topic: Nominal versus Real GDP

Skill: Definition

15) If nominal GDP is $8 trillion and real GDP is $6 trillion, the GDP deflator is
A) 48. B) 75. C) 133.33. D) 480.
Answer: C
Diff 1
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

16) If the GDP deflator is greater than 100, then
A) nominal GDP is greater than real GDP.
B) nominal GDP is lower than real GDP.
C) nominal GDP equals real GDP.
D) prices decreased by more than half between the current and the base years.
Answer: A
Diff: 1
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills
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17) The GDP deflator in year 2 is 110 and the GDP deflator in year 3 is 118. The rate of inflation
between years 2 and 3 is
A) 4.55%. B) 7.27%. C) 8%. D) 18%.
Answer: B
Diff: 2
Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

18) The GDP deflator in year 2 is 110 using year 1 as a base year. This means that, on average, the
price of goods and services is

A) 110% higher in year 2 than in year 1. B) 10% higher in year 2 than in year 1.
C) 5% higher in year 1 than in year 2. D) 110% higher in year 1 than in year 2.
Answer: B
Diff: 2

Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

19) The GDP deflator in year 2 is 95 using year 1 as a base year. This means that, on average, the
price of goods and services is

A) 105% higher in year 2 than in year 1. B) 5% higher in year 2 than in year 1.
C) 5% higher in year 1 than in year 2. D) 105% higher in year 1 than in year 2.
Answer: C
Diff 2

Topic: Nominal versus Real GDP
Skill: Analytic
AACSB: Analytic Skills

2 True/False

1) If in the same period output doubles and the price level remains the same, nominal GDP
doubles.

Answer: TRUE

Diff: 2

Topic: Nominal versus Real GDP
Skill: Analytic

AACSB: Analytic Skills

2) A GDP deflator is real GDP divided by nominal GDP times 100.
Answer: FALSE

Diff: 2
Topic: Nominal versus Real GDP
Skill: Definition

3) If the GDP deflator next year is less than the GDP deflator this year, then the price level has
fallen.

Answer: TRUE

Diff: 2

Topic: Nominal versus Real GDP
Skill: Analytic

AACSB: Analytic Skills
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4) GDP measured in base year prices is real GDP.
Answer: TRUE

Diff: 2
Topic: Nominal versus Real GDP
Skill: Definition

5) If nominal GDP rises, then so must real GDP.

Answer: FALSE

Diff: 2

Topic: Nominal versus Real GDP
Skill: Conceptual

AACSB: Reflective Thinking

6) If real GDP rises, then so must nominal GDP.

Answer: FALSE

Diff: 2

Topic: Nominal versus Real GDP
Skill: Conceptual

AACSB: Reflective Thinking

7) If real GDP increased during a year, then output must have increased.
Answer: TRUE
Diff: 2
Topic: Nominal versus Real GDP
Skill: Conceptual
AACSB: Reflective Thinking

6.4 Limitations of the GDP Concept

1 Multiple Choice

1) GDP is not a perfect measure of social welfare and the society's economic well-being because
A) it does not say anything about the distribution of income.
B) GDP accounting rules do not adjust for production that causes negative externalities.
C) it does not include all economic activities in the economy.
D) all of the above

Answer: D

Diff: 2

Topic: Limitations of the GDP Concept
Skill: Conceptual

AACSB: Reflective Thinking

2) Legalizing all forms of illegal activities would
A) reduce measured GDP.
B) reduce the size of the underground economy and increase measured GDP.
C) reduce both the underground economy and measured GDP.
D) increase the size of the underground economy and reduce measured GDP.

Answer: B

Diff: 2

Topic: Limitations of the GDP Concept
Skill: Conceptual

AACSB: Reflective Thinking

166



3) Per capita gross national income (GNI) decreases when

A) GNI and the population increase at the same rate.
B) GNI does not change and the population increases.
C) GNI and the population decrease at the same rate.
D) GNI increases and the population does not change.

Answer: B

Diff: 2

Topic: Limitations of the GDP Concept

Skill: Conceptual

AACSB: Reflective Thinking

4) Gross national income is

A) GNP converted into dollars using an average exchange rate over several years adjusted
for rates of inflation.

B) GDP converted into dollars using an average exchange rate over several years adjusted
for rates of inflation.

C) GNP measured using an incomes approach.
D) GNP divided by population.

Answer: A

Diff: 2

Topic: Limitations of the GDP Concept
Skill: Conceptual

AACSB: Reflective Thinking

5) The base year of an index is

A) the year chosen for the weights in a fixed weight procedure.
B) the year currently being calculated.
C) the last year of the index.
D) the first year of the index.

Answer: A

Diff: 2

Topic: Limitations of the GDP Concept

Skill: Fact

6) Fixed weight indexes
A) account for responses to supply shifts.
B) account for response to demand shifts.
C) generally become less accurate the farther in time they are from the base year.
D) generally become less accurate the closer in time they are to the base year.
Answer: C
Diff: 2
Topic: Limitations of the GDP Concept
Skill: Conceptual
AACSB: Reflective Thinking
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2 True/False

1) All economic activities in the economy are included in the GDP.

Answer: FALSE

Diff: 1

Topic: Limitations of the GDP Concept
Skill: Conceptual

AACSB: Reflective Thinking

2) The costs of pollution are subtracted from the value of final sales before calculating GDP.
Answer: FALSE
Diff: 1
Topic: Limitations of the GDP Concept
Skill: Conceptual
AACSB: Reflective Thinking

3) A weakness in the concept of GDP is that it ignores income distribution.
Answer: TRUE
Diff: 1
Topic: Limitations of the GDP Concept
Skill: Conceptual
AACSB: Reflective Thinking

4) Production in the illegal or underground economy is not reflected in GDP.

Answer: TRUE

Diff: 1

Topic: Limitations of the GDP Concept
Skill: Conceptual

AACSB: Reflective Thinking

5) Fixed weight indexes can not account for new goods.

Answer: TRUE

Diff: 1

Topic: Limitations of the GDP Concept
Skill: Conceptual

AACSB: Reflective Thinking
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Chapter 7 Unemployment, Inflation,
and Long-Run Growth

7.1 Unemployment

1 Multiple Choice

1) We can safely say that total output can increase if there is a(n)

A) increase in the size of the labor force and a decrease in the productivity of workers.
B) decrease in the size of capital and an increase in the productivity of machines.
C) increase in the number of machines per worker.
D) decrease in the number of workers per machine.

Answer: C

Diff 2

Topic: Unemployment

Skill: Conceptual

AACSB: Reflective Thinking

2) The productivity of workers is defined as the
A) total output produced by the labor force.
B) output produced by a worker per hour.
C) number of hours a worker spends at work.
D) number of workers needed to produce one day's volume of output.
Answer: B
Diff: 2
Topic: Unemployment
Skill: Definition

3) The capital per worker ratio is a measure of

A) how many tools or machines each worker has to work with.
B) how productive workers are.
C) how much GDP is growing.
D) how much borrowed money is needed per worker.

Answer: A

Diff: 2

Topic: Unemployment

Skill: Definition

4) Productivity is the ratio of

A) total output to the total number of worker hours.
B) total output to the total population.
C) total output to the total number of unemployed.
D) total capital to the total number of workers.

Answer: A

Diff: 1

Topic: Unemployment

Skill: Definition
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5) For the 1952-2003 period in the United States, output per worker hour
A) increased at a constant rate.
B) decreased during the 1960s.
C) fluctuated around an upward trend.
D) showed the largest increase during the 1980s.

Answer: C

Diff: 1

Topic: Unemployment
Skill: Fact

6) All of the following explain the growth in output per worker hour during the 20th century
EXCEPT
A) the quality of labor improved during that period.
B) the quantity of labor increased during that period.
C) the quality of capital improved during that period.
D) the worker capital ratio decreased during that period.
Answer: B
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

7) Bob is unemployed if he
A) is temporarily laid off.
B) is not looking for a job.
C) has looked for a job for two months and then quit looking.
D) A and C are correct

Answer: A

Diff: 1

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

8) For you to be considered out of the labor force, you can be

A) a full-time student. B) a full-time retiree.
C) a full-time volunteer. D) any of the above
Answer: D
Diff: 1

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

9) Cheryl graduated from college a month ago and is now without work. She accepted a job that
will start next month. Today, Cheryl is

A) not in the labor force. B) in the labor force.

C) employed. D) a discouraged worker.
Answer: B
Diff: 2

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking
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10) The number of people unemployed equals

A) the number of people employed minus the labor force.

B) the labor force plus the number of people employed.

C) the labor force minus the number of people employed.

D) the number of people employed divided by the labor force.

Answer: C

Diff: 1

Topic: Unemployment
Skill: Definition

11) Jake retired from the police force. He started working an hour or two a day at a paid job in

city's courthouse. Jake is
A) employed.
C) unemployed.
Answer: A
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

B) in the labor force.
D) not in the labor force.

12) Diane lost her job and immediately started looking for another job. As a result the

A) unemployment rate increases.
C) labor force decreases.

Answer: A

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

B) labor force increases.
D) unemployment rate remains constant.

Refer to the information provided in Table 7.1 below to answer the questions that follow.

Table 7.1
Employed 14,000 people
Unemployed 3,000 people
Not in the Labor Force 4,000 people

13) Refer to Table 7.1. The labor force equals
A) 14,000 people. B) 17,000 people.

Answer: B

Diff: 2

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

14) Refer to Table 7.1. The unemployment rate is
A) 17.6%. B) 16.7%.

Answer: A

Diff: 2

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills
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15) Refer to Table 7.1. The labor-force participation rate is
A) 75.0%. B) 66.7%. C) 77.8%. D) 80.9%.
Answer: D

Diff: 2

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

16) Refer to Table 7.1. The employment rate is
A) 85.7%. B) 83.3%. C) 82.4%. D) 75.0%.
Answer: C
Diff: 2
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Table 7.2 below to answer the questions that follow.

Table 7.2
Labor force participation rate 75%
Total population 16 years of age and older 200 million
Unemployment rate 10%

17) Refer to Table 7.2. The labor force
A) equals 150 million.
B) equals 130 million.
C) equals 170 million
D) cannot be determined from this information.

Answer: A

Diff: 3

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

18) Refer to Table 7.2. The total number of people unemployed is
A) 20 million. B) 13 million. C) 17 million. D) 15 million.
Answer: D
Diff: 3
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

19) Refer to Table 7.2. The total number of people employed is
A) 153 million. B) 117 million. C) 135 million. D) 180 million.
Answer: C
Diff: 3
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills
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20) The unemployment rate is

A) unemployed/population x 100.
B) (employed - unemployed)/labor force x 100.
C) (labor force - employed)/labor force x 100.
D) (employed - labor force)/employed x 100.

Answer: C

Diff: 3

Topic: Unemployment

Skill: Definition

21) The number of people classified as employed is 260,000 and the number of people classified as
unemployed is 30,000. The size of the labor force

A) equals 290,000. B) equals 230,000.
C) equals 260,000. D) equals 320,000.
Answer: A
Diff 1

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

22) The number of people classified as employed is 350,000 and the number of people in the labor
force is 500,000. The total number of people classified as unemployed is
A) 350,000. B) 150,000. C) 425,000. D) 500,000.

Answer: B

Diff: 1

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

23) If the number of people classified as unemployed is 20,000 and the number of people classified
as employed is 400,000, what is the unemployment rate?
A) 2.0% B) 4.8% C) 5.0% D) 9.2%
Answer: B
Diff: 2
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

24) If the number of people classified as unemployed is 20,000 and the number of people classified
as employed is 620,000, what is the unemployment rate?
A)3.1% B) 10.6% C) 1.6% D) 632%
Answer: A
Diff: 2
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills
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25) If the number of people employed is 150,000 and the labor force is 170,000, the unemployment

rate is
A) 6.25%. B) 11.76%. C) 2.5%. D) 6.55%.

Answer: B

Diff: 2

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

26) If the unemployment rate is 6.2% and the number of people employed is 200,000, the total

number of people unemployed is approximately
A) 12,400 people
B) 10,970 people.
C) 13,220 people.
D) cannot be determined from this information
Answer: C
Diff: 3
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

27) If the unemployment rate is 6.2% and the number of people employed is 200,000, the labor

force is approximately
A) 212,400 people.
B) 210,970 people
C) 213,220 people.
D) cannot be determined from this information

Answer: C

Diff: 3

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

28) If the labor force is 320,000 and the total population 16 years of age or older is 400,000, the

labor-force participation rate is
A) 72%. B) 76%. C) 80%. D) 88%.

Answer: C

Diff: 2

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

29) If the labor-force participation rate is 82% and the total population 16 years of age or older is 1

million people, the labor force is

A) 910,000 people. B) 820,000 people.
C) 740,000 people. D) 180,000 people.
Answer: B
Diff: 2

Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills
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30) If the number of unemployed equals 30,000, the number of employed equals 60,000, and the
number not in the labor force is 10,000, the labor-force participation rate
A) is 90%.
B) is 67%.
C) is 88.9%.
D) cannot be determined from this information.
Answer: A
Diff: 3
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

31) If the number of unemployed equals 240,000 and the number of employed equals 300,000, the
labor-force participation rate
A) is 80%.
B) is 24%.
C) is 55.6%.
D) cannot be determined from this information.
Answer: D
Diff: 2
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

32) In the U.S. the highest unemployment rate is for and the lowest is for

A) African-American teenagers; white males
B) men over 55; women below 25
C) African-American teenagers; white females
D) African- American women over 25; white males

Answer: A

Diff: 1

Topic: Unemployment

Skill: Fact

33) When an individual quits his/her job and decides to stay at home for a while, the labor -force
participation rate
A) decreases.
B) increases.
C) stays the same.
D) may increase or decrease, depending on the length of time he/she stays at home.
Answer: A
Diff: 1
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking
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34) Mike has just graduated from college and is now looking for a job, but has not yet found one.

This causes the unemployment rate to and the labor -force participation rate to
A) increase; decrease B) stay the same; stay the same
C) increase; increase D) increase; stay the same

Answer: C

Diff: 2

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

35) Discouraged workers are
A) considered cyclically unemployed.
B) considered structurally unemployed.
C) considered frictionally unemployed.
D) not considered as part of the labor force.

Answer: D

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

36) In June there are 30,000 people classified as unemployed and the size of the labor force is
600,000. The only change between June and July is that 10,000 of the unemployed give up
looking for work. Which of the following is true?

A) In June the unemployment rate was 6% and in July the unemployment rate was 3.8%.
B) The unemployment rate in both June and July was 5%.
C) In June the unemployment rate was 5% and in July the unemployment rate was 3.39%.
D) In June the unemployment rate was 3.8% and in July the unemployment rate was 6%.
Answer: C
Diff: 3
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

37) When 100 people who were previously looking for jobs stop looking for jobs, the
A) unemployment rate increases.
B) size of the labor force decreases.
C) labor-force participation rate does not change.
D) unemployment rate does not change.

Answer: B

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking
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38) Classifying discouraged workers as unemployed would
A) increase the unemployment rate.
B) decrease the unemployment rate.
C) not change the unemployment rate.
D) have an indeterminate impact on the unemployment rate.
Answer: A
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

39) In normal times the number of discouraged workers is approximately of the labor
force.
A) 5% B) 4% C) 3% D) 1%
Answer: D
Diff: 1
Topic: Unemployment
Skill: Fact

40) Which of the following groups has the highest unemployment rate among teenagers?
A) white males B) African American males
C) white females D) African American females
Answer: B
Diff 1
Topic: Unemployment
Skill: Fact

41) Which of the following statements is TRUE?
A) The unemployment rate does not tell us anything about the duration of unemployment.
B) The duration of unemployment decreases during recessions.
C) The duration of unemployment increases during economic expansions.
D) The median duration of unemployment is usually greater than the average duration.
Answer: A
Diff: 2
Topic: Unemployment
Skill: Analytic
AACSB: Analytic Skills

42) The labor force participation rate is the
A) total number of people who are participating in the labor force.
B) ratio of the number of employed people to the number of unemployed people.
C) ratio of the labor force to the total population 16 years old or older.
D) the number of people in the labor force minus the number of people who are
unemployed.

Answer: C

Diff: 1

Topic: Unemployment
Skill: Fact
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43) During recessions, the number of discouraged workers and this the
unemployment rate.

A) falls; reduces B) decreases; increases
Q) increases; reduces D) increases; increases
Answer: C
Diff: 2

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

44) The Humphrey-Hawkins Act formally established a specific unemployment target for the
economy of
A) 2%. B) 4%. C) 6%. D) 8%.
Answer: B
Diff: 1
Topic: Unemployment
Skill: Fact

45) When an economics professor quits his/her job at a university and starts looking for a better
job in another university, he/she is

A) frictionally unemployed. B) structurally unemployed.
C) cyclically unemployed. D) naturally unemployed.
Answer: A
Diff 1

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

46) Increasing the efficiency of various employment agencies to find better matches for those
looking for jobs will
A) reduce the natural rate of unemployment.
B) reduce structural unemployment.
C) reduce cyclical unemployment.
D) not affect frictional unemployment.

Answer: A

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

47) A man is fired from his job because he was late for work too many times. While he is searching
for another job he would be classified as
A) not in the labor force because his employer had a legitimate reason for firing him.
B) structurally unemployed.
C) cyclically unemployed.
D) frictionally unemployed.
Answer: D
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking
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48) When the Fed slows the rate of growth of the money supply to slow down the economy, the
unemployment type that will be directly affected is the

A) frictional unemployment. B) structural unemployment.

C) cyclical unemployment. D) natural rate of unemployment.
Answer: C
Diff: 2

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

49) When an individual is not working and is not looking for a job because he/she lacks any
marketable job skills, he/she is

A) structurally unemployed. B) frictionally unemployed.
C) cyclically unemployed. D) none of the above
Answer: D
Diff: 1

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

50) Structural unemployment is the
A) portion of unemployment that is due to changes in the structure of the economy that
result in a significant loss of jobs in certain industries.
B) unemployment that occurs during recessions and depressions.
C) portion of unemployment that is due to the normal working of the labor market.
D) unemployment that results when people become discouraged about their chances of
finding a job so they stop looking for work.
Answer: A
Diff: 2
Topic: Unemployment
Skill: Definition

51) An auto worker in Ohio who loses her job because the company relocated the plant to another
country represents an example of

A) frictional unemployment. B) structural unemployment.
C) cyclical unemployment. D) natural unemployment.
Answer: B
Diff: 2

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking
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52) A textile firm closes a plant in Massachusetts and transfers production to a plant in South
Carolina, where the firm can take advantage of cheaper labor. The plant supervisor at the

Massachusetts plant is given the opportunity to move to South Carolina to become the plant
supervisor at that plant. He turns down this opportunity because of family obligations. While

he is searching for a new job he would be classified as
A) structurally unemployed.
B) cyclically unemployed.
C) frictionally unemployed.
D) not in the labor force because he turned down the opportunity to relocate.

Answer: A

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

53) An individual who cannot find a job because his or her job skills have become obsolete is an

example of
A) frictional unemployment. B) structural unemployment.
C) cyclical unemployment. D) seasonal unemployment.
Answer: B
Diff 1

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

54) The natural rate of unemployment is generally thought of as the
A) ratio of the frictional unemployment rate to the cyclical unemployment rate.
B) sum of structural unemployment and cyclical unemployment.
C) sum of frictional unemployment and cyclical unemployment.
D) sum of frictional unemployment and structural unemployment.

Answer: D

Diff: 1
Topic: Unemployment
Skill: Definition

55) The sum of frictional and structural unemployment is thought of as the

A) natural rate of unemployment. B) normal rate of unemployment.
C) cyclical rate of unemployment. D) seasonal rate of unemployment.
Answer: A
Diff: 1

Topic: Unemployment
Skill: Definition

56) Estimates for the natural rate of unemployment in the United States range from
A) 4% to 6%. B) 4% to 10%. C) 4% to 5%. D) 4% to 8%.
Answer: A
Diff 1
Topic: Unemployment
Skill: Fact
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57) If the labor market becomes more efficient so that the unemployed are more quickly matched
with jobs, then
A) the natural rate of unemployment will increase.
B) the natural rate of unemployment will decrease.
C) the natural rate of unemployment will not change.
D) the natural rate of unemployment could either increase or decrease.
Answer: B
Diff 1
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

58) During the early 1990s, companies started downsizing. One of the results of this downsizing

was the permanent reduction in the number of middle management positions. This change in
the way businesses operate would have

A) increased the natural rate of unemployment.
B) decreased the natural rate of unemployment.
C) not affected the natural rate of unemployment.
D) could have either increased or decreased the natural rate of unemployment.
Answer: A
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

59) The increase in unemployment that occurs during recessions and depressions is called
A) frictional unemployment. B) structural unemployment.
C) cyclical unemployment. D) normal unemployment.
Answer: C
Diff: 1
Topic: Unemployment
Skill: Definition

60) Cyclical unemployment is the
A) portion of unemployment that is due to changes in the structure of the economy that
result in a significant loss of jobs in certain industries.
B) unemployment that occurs during recessions and depressions.
C) portion of unemployment that is due to the normal working of the labor market.
D) unemployment that results when people become discouraged about their chances of
finding a job so they stop looking for work.
Answer: B
Diff: 1
Topic: Unemployment
Skill: Definition
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61) The demand for refrigerators falls when the economy enters a downturn. If a refrigerator
manufacturer lays off workers during an economic downturn, this would be an example of

A) frictional unemployment. B) natural unemployment.
C) structural unemployment. D) cyclical unemployment.
Answer: D
Diff 1

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

62) The economy is in a recession and the housing market is in a slump. As a result of this, a real
estate firm lays off half of its real estate agents. This is an example of

A) frictional unemployment. B) structural unemployment.
C) cyclical unemployment. D) natural unemployment.
Answer: C
Diff: 1

Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

63) During the severe recession of the early 1980s, cyclical unemployment increased as the
recession continued. This increase in cyclical unemployment would have
A) increased the natural rate of unemployment.
B) decreased the natural rate of unemployment.
C) had no effect on the natural rate of unemployment.
D) caused structural unemployment to decrease.

Answer: C

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

64) During the Great Depression, real output fell by approximately and the
unemployment rate rose to about .
A) 15%; 15% B) 25%; 30% C) 30%; 40% D) 30%; 25%
Answer: D
Diff: 1
Topic: Unemployment
Skill: Fact

65) Recessions today may cause lost output in the future because during a recession
A) consumption tends to fall.
B) investment tends to fall.
C) imports tend to fall.
D) government spending tends to increase.

Answer: B

Diff: 3

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking
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66) Related to the Economics in Practice on p. 127 [439]: In the U.S. from 1955 to 1996, the labor force

participation rate for men and
A) increased; increased

C) decreased; increased

Answer: C

Diff: 1
Topic: Unemployment: Economics in Practice
Skill: Fact

for women.
B) increased; decreased
D) decreased; decreased

67) Related to the Economics in Practice on p. 127 [439]: If more women enter the labor force and the
number of available jobs remains unchanged, the unemployment rate will, ceteris paribus,

A) increase.
B) decrease.
C) remain unchanged.

D) equal the natural rate of unemployment.

Answer: A

Diff: 2

Topic: Unemployment: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) When more people who are not working start looking for jobs, the labor -force participation

rate increases.

Answer: TRUE

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

2) Labor productivity is total output divided by the total number of worker hours.

Answer: TRUE
Diff: 1

Topic: Unemployment
Skill: Definition

3) An increase in search costs will decrease structural unemployment.

Answer: FALSE

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

4) The natural rate of unemployment is the unemployment rate during a period of full

employment.

Answer: TRUE
Diff: 1

Topic: Unemployment
Skill: Definition
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5) Anyone 16 years of age or older who is not classified as employed is classified as unemployed.
Answer: FALSE
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

6) If discouraged workers were counted as unemployed, the measured unemployment rate
would increase.

Answer: TRUE

Diff: 2

Topic: Unemployment
Skill: Conceptual

AACSB: Reflective Thinking

7) An unemployment rate of 10% means that the average worker has been unemployed for 10%
of the year.
Answer: FALSE
Diff: 1
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

8) If labor markets were perfectly efficient, the unemployment rate would fall to zero.
Answer: FALSE
Diff: 2
Topic: Unemployment
Skill: Conceptual
AACSB: Reflective Thinking

9) The natural rate of unemployment in the economy is determined by the Congress and the
president of the country.
Answer: FALSE
Diff 1
Topic: Unemployment
Skill: Fact

7.2 Inflation
1 Multiple Choice

1) In which of the following conditions is the inflation rate likely to fall and the unemployment
rate likely to rise?
A) hyperinflation B) recession C) boom D) stagflation
Answer: B
Diff- 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills
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2) Which of the following statements is TRUE?
A) The costs of recessions are distributed equally among all groups of the population.
B) Recessions tend to increase the demand for imports and therefore improve the nation's
balance of payments.
C) Recessions may increase efficiency by driving the least efficient firms in the economy out
of business.
D) A recession may lead to an increase in the inflation rate.

Answer: C

Diff: 3

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

3) An economic boom tends to the demand for imports, which anation's
balance of payments.
A) reduce; worsens. B) reduce; improves.
C) increase; improves. D) increase; worsens.
Answer: D
Diff: 2

Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

4) The floods of 1993 caused the price of corn to increase. This is an example of

A) inflation. B) deflation.

C) a sustained inflation. D) the operations of supply and demand.
Answer: D
Diff: 2

Topic: Inflation
Skill: Conceptual
AACSB: Reflective Thinking

5) The decrease in the demand for mainframe computers caused manufacturers of mainframe
computers to reduce prices by 20%. This is an example of

A) inflation. B) deflation.

C) a sustained inflation. D) the operations of supply and demand.
Answer: D
Diff: 2

Topic: Inflation
Skill: Conceptual

6) Inflation is an increase in

A) the price of one item. B) the overall price level.

C) the average income level. D) real gross national product.
Answer: B
Diff: 1

Topic: Inflation
Skill: Definition

185



7) An increase in the overall price level is
A) inflation. B) deflation. C) a price index. D) a recession.
Answer: A
Diff: 1
Topic: Inflation
Skill: Definition

8) Deflation is a decrease in

A) the price of one item. B) the overall price level.

C) the average income level. D) real gross national product.
Answer: B
Diff: 1

Topic: Inflation
Skill: Definition

9) An increase in the overall price level that continues over a significant period of time is

A) high inflation. B) sustained recovery.
C) sustained inflation. D) super inflation.
Answer: C
Diff 1

Topic: Inflation
Skill: Definition

10) A price index is
A) a measurement showing how the average price of a bundle of goods changes over time.
B) a measurement showing the cost of a bundle of goods at a point in time.
C) a sustained increase in the overall price level.
D) a decrease in the overall price level.

Answer: A

Diff: 1
Topic: Inflation
Skill: Definition

Refer to the information provided in Table 7.3 below to answer the questions that follow.
Table 7.3

Price per Unit in
Units Purchased 2005 2006 2007 2008

Blueberries 8 $2.00 $2.00 $2.10 $2.40
Pineapples 5 $2.00 $2.50 $2.50 $3.00
Cheese 3 $2.50 $3.00 $3.50 $4.00
11) Refer to Table 7.3. Suppose 2006 is the base year. The price index in 2006 is
A) 1,000. B) 100. C) 1. D) 10.
Answer: B
Diff: 2

Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills
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12) Refer to Table 7.3. If 2006 is the base year, the price index in 2005 is
A) 96.0. B) 104.0. C) 111.9. D) 89.3.

Answer: D

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

13) Refer to Table 7.3. If 2006 is the base year, the price index in 2007 is
A)93.9. B) 106.1. C) 94.2. D) 105.8.

Answer: B

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

14) Refer to Table 7.3 If 2006 is the base year, the price index in 2008 is
A) 81.2. B) 118.8. C) 123.2. D) 86.8.

Answer: C

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

15) Refer to Table 7.3. If 2006 is the base year, the inflation rate between 2006 and 2007 is
A) 3.9%. B) 10.2%. C) 7.4%. D) 6.1%.
Answer: D
Diff: 3
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

16) Refer to Table 7.3. If 2006 is the base year, the inflation rate between 2006 and 2007 is

%, and the inflation rate between 2007 and 2008 is %.

A)7.4;13.9 B) 6.1; 16.1 C) 3.9;17.1 D) 10.2;10.4
Answer: B
Diff: 3

Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

17) Refer to Table 7.3. The lowest inflation rate is between the years
A) 2007 and 2008.
B) 2006 and 2007.
C) 2005 and 2006.
D) cannot be determined from the given information
Answer: B
Diff: 3
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Table 7.4 below to answer the questions that follow.

Table 7.4
Price per Unit in
Units Purchased 2006 2007 2008
Good A 5 $1.00 $1.50 $1.50
Good B 10 $2.00 $2.50 $3.00
Good C 4 $4.00 $4.50 $5.00

18) Refer to Table 7.4. The bundle price for the goods in period 2006 is
A) $100. B) $41. C) $50.50. D) $57.50.

Answer: B

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

19) Refer to Table 7.4. If 2006 is the base period, the price index in 2006 is
A) 1000. B) 100. Q) 10. D) 1.

Answer: B

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

20) Refer to Table 7.4. If 2006 is the base year, the price index in 2007 is
A) 81.9. B) 123.2. Q) 119.1. D) 76.8.

Answer: B

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

21) Refer to Table 7.4. If 2006 is the base year, the price index in 2008 is
A)71.3. B) 140.2. C) 59.8. D) 128.7.

Answer: B

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

22) Refer to Table 7.4. If 2006 is the base year, the inflation rate between 2006 and 2007 is
A) 12.4%. B) 19.1%. C) 23.2%. D) 17.6%.

Answer: C

Diff: 3

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills
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23) Refer to Table 7.4. If 2006 is the base year, the inflation rate between 2006 and 2008 is
A) 28.7%. B) 17.4%. C) 25.1%. D) 40.2%.

Answer: D

Diff: 3

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

24) Refer to Table 7.4. If 2007 is the base year, the inflation rate between 2007 and 2008 is
A) 12.2%. B) 7.0%. C) 13.9%. D) 9.4%.

Answer: C

Diff: 3

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

25) If period 1 is the base year, the bundle price of goods in period 1 is $300, and the bundle price
of goods in period 2 is $320, the period 2 price index is
A)93.8. B) 106.2. C) 93.3. D) 106.7.

Answer: D

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

26) If 2007 is the base year, the bundle price of goods in 2007 is $500, and the bundle price of
goods in 2008 is $700, the 2008 price index is
A) 128.6. B) 140.0. C) 71.4. D) 60.0.

Answer: B

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

27) If the price index in period 2 is 109 and the price index in period 3 is 125, the rate of inflation
between period 2 and period 3 is
A) 16%. B) 9%. C) 14.7%. D) 8.7%.
Answer: C
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills
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28) If 2007 is the base year and the inflation rate between 2007 and 2008 is 6.4%, the price index in
2008 is
A) 164.
B) 106.4.
C) 64.
D) cannot be determined from this information because the index in the base year is not
given
Answer: B
Diff: 3
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

29) If 2007 is the base year and the inflation rate between 2007 and 2008 is -4.5, the price index in
2008 is
A) 104.5.
B) -145.
C) 95.5.
D) cannot be determined from this information because the base year is not known
Answer: C
Diff: 3
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

30) If the price index in 2007 is 115 and the price index in 2008 is 102, the rate of inflation between
2007 and 2008 is
A) 12.7%. B) -11.3%. C) -13.0%. D) 13.0%.
Answer: B
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

31) The index used most often to measure inflation is the

A) producer price index. B) consumer price index.
C) wholesale price index. D) GDP deflator.

Answer: B
Diff: 1

Topic: Inflation
Skill: Fact

32) If the CPI in 2007 was 114.7 and the CPI in 2008 was 124.5, then the rate of inflation between
2007 and 2008 was
A) 9.8%. B) 8.5%. C) 7.9%. D) 14.7%.
Answer: B
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills
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33) If the CPI in 2007 was 104 and the CPI in 2008 was 106, then the rate of inflation between 2007
and 2008 was
A) 2.0%. B) 1.92%. C) 1.89%. D) 2.2%.
Answer: B
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

34) If the CPI in period 1 is 180 and the CPI in period 2 is 240, then the rate of inflation between
period 1 and period 2 is

A) 66.7%. B) 25%. C) 33.33%. D) 50%.
Answer: C

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

35) The CPI in period 1 is 300 and the CPI in period 2 is 150. The rate of inflation between period 1
and period 2 is
A) -50%. B) -100%. C) 33.33%. D) -60%.
Answer: A
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

36) Which of the following statements is FALSE?

A) One problem with any fixed-bundle index as a measure of the cost of living is that it
does not account for substitutions that consumers might make in response to price
changes.

B) The producer price index is considered to be a leading indicator of future inflation rates.

C) The best overall indicator of inflationary pressures in the economy is the GDP deflator.

D) The consumer price index somewhat understates changes in the cost of living.

Answer: D
Diff: 3

Topic: Inflation
Skill: Fact

37) A price index that tends to be a leading indicator of future inflation rates is the
A) consumer price index. B) producer price index.
C) GDP price index. D) retail price index.
Answer: B
Diff: 3
Topic: Inflation
Skill: Fact
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38) The broadest-based price index available is the
A) GDP deflator. B) producer price index.
C) consumer price index. D) wholesale price index.
Answer: A
Diff: 2
Topic: Inflation
Skill: Fact

39) Most economists consider the as the best overall indicator of inflationary pressures in
the economy.
A) producer price index B) GDP deflator
C) wholesale price index D) consumer price index
Answer: B
Diff: 1
Topic: Inflation
Skill: Fact

40) Which of the following statements is FALSE?
A) An individual living on a fixed income is always made worse off as a result of inflation.
B) Those individuals receiving welfare benefits have been harmed by inflation because
increases in welfare payments have not kept pace with inflation.
C) Inflation will have no effect on an individual whose income is indexed to the inflation
rate.
D) Some people in society benefit from inflation.
Answer: C
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

41) The difference between the interest rate on a loan and the inflation rate is the

A) nominal interest rate. B) inflation premium.

C) real interest rate. D) expected interest rate.
Answer: C
Diff: 2

Topic: Inflation
Skill: Definition

42) Which of the following increases the real interest rate?
A) a decrease in the nominal interest rate, holding the inflation rate constant
B) an increase in both the nominal interest rate and the inflation rate by the same percentage
points
C) a decrease in the inflation rate, holding the nominal interest rate constant
D) a decrease in both the nominal interest rate and the inflation rate by the same percentage
points
Answer: C
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills
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43) If Mr. Garrison is paid an interest rate of 4% on his savings, but the inflation rate is 7%, the
real interest rate Mr. Garrison earns is
A) 4%. B) -3%. C) -7%. D) 28%.
Answer: B
Diff: 1
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

44) You want to make a 10% real return on a loan that you are planning to make, and the expected
inflation rate during the period of the loan is 4%. You should charge a nominal interest rate of
A) 6%. B) -6%. C) 10%. D) 14%.
Answer: D
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

45) Lola wants to make an 6% real return on a loan that she is planning to make, and the expected
inflation rate during the period of the loan is 5%. She should charge an interest rate of
A) 6%. B) 16%. C) 11%. D) 1%.
Answer: C
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

46) If the inflation rate is smaller than the nominal interest rate, the real interest rate is

A) positive. B) negative.

C) zero. D) either positive or zero.
Answer: A
Diff: 2

Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

47) Eliza wants to borrow $100 from Sandy. Sandy wants to make 4% real return on his money, so
they both agree on a 4% interest rate paid next year. Eliza and Sandy did not anticipate any
inflation, yet the actual inflation turned out to be -5% next year. In this case,

A) Eliza will pay an 9% real interest rate.
B) Sandy is better off.

C) Eliza will pay a 4% nominal interest rate.
D) all of the above

Answer: D

Diff: 2

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills
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48) Dean borrows $400 from Tim. Tim wants to make a 10% real return on his money, so they
both agree on a 10% interest rate paid next year. Dean and Tim did not anticipate any
inflation, yet the actual inflation turned out to be 4% next year. In this case,

A) Tim is better off.
B) Dean will pay $56 a year from now on.
C) Dean is better off.
D) Tim will receive more than 10% of real rate of return a year from now.
Answer: C
Diff: 2
Topic: Inflation
Skill: Analytic
AACSB: Analytic Skills

49) Which of the following is a cost of anticipated inflation?
A) Debtors are made worse off.
B) If people are not fully informed about the price level changes, resources will be
misallocated.

C) The degree of risk associated with investments in the economy increases.
D) Creditors are made worse off.

Answer: B

Diff: 2

Topic: Inflation

Skill: Conceptual

AACSB: Reflective Thinking

50) Stopping inflation
A) can only benefit the economy, because the price level will be reduced.
B) may be costly, if the inflation is stopped by inducing a recession.
C) may be costly, but the benefits of stopping inflation will always outweigh the costs of
such actions.
D) will have no benefits or costs associated with it.
Answer: B
Diff: 2
Topic: Inflation
Skill: Conceptual
AACSB: Reflective Thinking

51) Which of the following statements is FALSE?

A) Whether you gain or lose during a period of inflation depends on whether your income
rises faster or slower than the prices of the things you buy.

B) Inflation that is higher than expected benefits debtors, and inflation that is lower than
expected benefits creditors.

C) There are no costs or losses associated with anticipated inflation.

D) When unanticipated inflation occurs regularly, the degree of risk associated with
investments in the economy increases.

Answer: C

Diff: 3

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills
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52) When unanticipated inflation occurs regularly, the degree of risk associated with investments
in the economy

A) increases. B) decreases.
C) remains stable. D) falls to zero.
Answer: A
Diff: 3

Topic: Inflation
Skill: Conceptual
AACSB: Reflective Thinking

53) Which of the following is TRUE?

A) A recession will lead to reduced output in the future, but inflation has no effect on future
output.

B) Both recessions and inflations may reduce output in the future.

C) A recession will lead to reduced output in the future, but inflation will lead to increased
output in the future.

D) A recession will lead to increased output in the future, but inflation will lead to
decreased output in the future.

Answer: B

Diff: 2

Topic: Inflation

Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) The CPI somewhat overstates changes in the cost of living because it does not allow for
substitutions that consumers might make in response to price changes.

Answer: TRUE

Diff: 3

Topic: Inflation

Skill: Analytic
AACSB: Analytic Skills

2) A 100% increase in the price of salt changes the CPI more than a 10% increase in rent.
Answer: FALSE
Diff: 2
Topic: Inflation
Skill: Fact

3) An inflation rate that is lower than expected benefits creditors.
Answer: TRUE
Diff: 3
Topic: Inflation
Skill: Conceptual
AACSB: Reflective Thinking

4) There are no costs associated with inflation if the inflation rate is perfectly anticipated.

Answer: FALSE

Diff: 2

Topic: Inflation

Skill: Conceptual

AACSB: Reflective Thinking
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5) The actual real rate of interest is the nominal rate less the actual inflation rate.
Answer: TRUE
Diff: 2
Topic: Inflation
Skill: Definition
7.3 Long-Run Growth
1 Multiple Choice

1) Which of the following is NOT a desirable feature in an economy?

A) rapid increase in output per worker B) rapid increase in the general price level
C) low unemployment D) low inflation

Answer: B

Diff 1

Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking

2) Which of the following is a desirable characteristic in an economy?

A) high inflation B) rapid increase in the general price level
C) low unemployment D) low employment

Answer: C

Diff: 1

Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking

3) Which of the following is a desirable characteristic in an economy?
A) growing per capita output
B) rapid increase in the general price level
C) population growing the same rate as output
D) population growing faster than output

Answer: A

Diff: 1

Topic: Long-Run Growth
Skill: Conceptual

AACSB: Reflective Thinking

4) Which of the following is a desirable characteristic in an economy?

A) growing per capita output B) high inflation

C) cyclical unemployment D) sustained deflation
Answer: A
Diff 1

Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking
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5) Output in an economy can be increased by

A) adding more workers. B) limiting the work week.
C) using fewer machines. D) decreasing inflation.
Answer: A
Diff 1

Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking

6) Human capital is

A) the machines people own.

B) the money people have.

C) the mental or physical skills people have.
D) the property people own.

Answer: C

Diff: 2

Topic: Long-Run Growth
Skill: Definition

7) The average growth rate of output in the U.S. economy since 1900 has been
A) 3.4%. B) 2.3%. C) 6.3%. D) 10.5%.
Answer: A
Diff: 1
Topic: Long-Run Growth
Skill: Fact

8) A prolonged and deep recession is a

A) hyperinflation. B) slowdown.
C) contraction. D) depression.
Answer: D
Diff 1

Topic: Long-Run Growth
Skill: Definition

9) Which of the following is not considered capital?

A) a factory a company builds to produce other output

B) a tractor produced by John Deere

C) the knowledge an individual acquires through education
D) 10,000 U.S. dollars

Answer: D

Diff: 2

Topic: Long-Run Growth
Skill: Conceptual

AACSB: Reflective Thinking
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2 True/False

1) The only source of economic growth is growth in the number of workers in the economy.

Answer: FALSE

Diff: 2

Topic: Long-Run Growth
Skill: Conceptual

AACSB: Reflective Thinking

2) Workers who take a job related training course are enhancing their human capital.
Answer: TRUE
Diff: 2
Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking

3) If the population is growing as fast the economy, then per capita output is growing.
Answer: FALSE
Diff: 2
Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking

4) If more workers have more capital to work with, then production will increase.
Answer: TRUE
Diff: 2
Topic: Long-Run Growth
Skill: Conceptual
AACSB: Reflective Thinking

5) Productivity is output per worker hour.
Answer: TRUE

Diff: 2
Topic: Long-Run Growth
Skill: Definition

198



Chapter 8 Aggregate Expenditure
and Equilibrium Output

8.1 The Keynesian Theory of Consumption
1 Multiple Choice

1) The MPC is

A) the change in consumption divided by the change in income.
B) consumption divided by income.
C) the change in consumption divided by the change in saving.
D) the change in saving divided by the change in income.

Answer: A

Diff 1

Topic: The Keynesian Theory of Consumption

Skill: Definition

2) The MPS is

A) the change in saving divided by the change in income.
B) 1+ MPC

C) income divided by saving.

D) total saving divided by total income.
Answer: A
Diff: 1
Topic: The Keynesian Theory of Consumption
Skill: Definition

3) Saving equals

A)Y-C. B) Y - planned I.

C) Y - actual L. D) Inventory changes.
Answer: A
Diff: 1

Topic: The Keynesian Theory of Consumption
Skill: Definition

4) If the MPS is .60, MPC
A)is 1.60.
B) is .30.
C) is .40.
D) cannot be determined by the given information.
Answer: C
Diff: 1
Topic: The Keynesian Theory of Consumption
Skill: Conceptual
AACSB: Reflective Thinking
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5) If you earn additional $500 in disposable income one week for painting your neighbors house,

A) the total of your consumption and saving will increase by more than $500.
B) the total of your consumption and saving will increase by $500.
C) the total of your consumption and saving will increase by less than $500.
D) your consumption will increase by more than $500, even if your MPS is 0.1.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption

Skill: Conceptual

AACSB: Reflective Thinking

6) If Logan received a $2,500 bonus and his MPS is 0.20, his consumption rises by $ and
his saving rises by $
A) 500; 100 B) 2,500; 200 C) 2,000; 500 D) 2,500; 20
Answer: C
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

7) Saving is a variable and savings is a variable.
A) flow; flow B) stock; stock Q) flow; stock D) stock; flow
Answer: C
Diff 1

Topic: The Keynesian Theory of Consumption
Skill: Conceptual
AACSB: Reflective Thinking

8) Uncertainty about the future is likely to
A) increase current spending.
B) have no impact on current spending.
C) decrease current spending.
D) either increase or decrease current spending.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Conceptual

AACSB: Reflective Thinking

9) Higher interest rates are likely to
A) have no effect on consumer spending or saving.
B) decrease consumer spending and increase consumer saving.
C) decrease both consumer spending and consumer saving,.
D) increase consumer spending and decrease consumer saving.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Conceptual

AACSB: Reflective Thinking
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10) Consumption is

A) positively related to household income and wealth and households' expectations about
the future, but negatively related to interest rates.

B) negatively related to household income and wealth, interest rates, and households'
expectations about the future.

C) determined only by income.

D) positively related to household income and wealth, interest rates, and households'
expectations about the future.

Answer: A

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

11) In a closed economy with no government, aggregate expenditure is

A) consumption plus investment. B) saving plus investment.
C) consumption plus the MPC. D) MPC + MPS.

Answer: A

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Conceptual
AACSB: Reflective Thinking

12) If Wanda's income is reduced to zero after she loses her job, her consumption will be
and her saving will be

A) less than zero; less than zero B) greater than zero; greater than zero
C) less than zero; greater than zero D) greater than zero; less than zero
Answer: D
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 8.1 below to answer the questions that follow.

.g %’ S

» O

g3 o0

ZE 50

1,000
Aggregate output, Y (billions of dollars)
Figure 8.1
13) Refer to Figure 8.1. The MPS for this household is and the MPC is .
A)04; 0.6 B) 0.5; 0.5 C) 0.2,0.8 D) 0.3; 0.7

Answer: B
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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14) Refer to Figure 8.1. The equation for this household's saving function is

A) S§=-200 + .8Y. B) S=-300 + 0.25Y.
C) §=-500 + .5Y. D) S=-1,000 + 0.8Y.
Answer: C
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

15) Refer to Figure 8.1. At income level $1,500, this household's saving is than (to) zero
and this household's consumption is Zero.
A) less than; greater than B) equal to ; equal to
C) greater than; less than D) greater than; greater than
Answer: D
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

16) Refer to Figure 8.1. This household's consumption function is

A) C=200+0.2Y. B) C =300+ 0.75Y.
C) C=500+0.5Y. D) C=1,000 + 0.2Y.
Answer: C
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

17) Refer to Figure 8.1. This household saves -$300 at an income level of
A) $400. B) $300 C) $250. D) $125.

Answer: A

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

18) Refer to Figure 8.1. This household consumes $2,000 at an income level of
A) $3,000. B) $2,000. C) $2,275. D) $1,840.
Answer: A
Diff: 3
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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19) Refer to Figure 8.1. An increase in the amount of consumption this household makes when this
household's income is zero
A) makes the consumption function steeper.
B) makes the saving function flatter.
C) shifts the consumption function downward.
D) shifts the saving function downward.

Answer: D

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

20) Refer to Figure 8.1. An increase in the MPC
A) makes the consumption function flatter.
B) makes the saving function flatter.
C) shifts the consumption function upward.
D) shifts the saving function downward.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Figure 8.2 below to answer the questions that follow.

A
_5 Jerry’s Consumption Function
a
: A C
2 E ! |
3 B - ' [
R !
£ | |
Q | |
w 45° | | >
b Y, Y, Y
derry’s Income
Figure 8.2

21) Refer to Figure 8.2. The line segment BD represents Jerry's

A) consumption when income equals Y7.
B) saving when income equals zero.
C) saving when income is Y1.
D) consumption when income equals zero.

Answer: D

Diff: 2

Topic: The Keynesian Theory of Consumption

Skill: Analytic

AACSB: Analytic Skills
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22) Refer to Figure 8.2. Jerry's consumption equals his income at Point
A) B. B) A. O D. D) C.
Answer: B
Diff: 2
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

23) Refer to Figure 8.2. Jerry's saving equals zero at income level
A) zero. B) Y1. C) Y. D) Y2 - Y1.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

24) Refer to Figure 8.2. Along the line segment AC, Jerry's

A) consumption equals his income.
B) consumption is greater than his income.
C) saving is zero.
D) saving is positive.

Answer: D

Diff: 2

Topic: The Keynesian Theory of Consumption

Skill: Analytic

AACSB: Analytic Skills

25) Refer to Figure 8.2. Along the segment AB, Jerry's

A) consumption is less than his income. B) saving is positive.
C) consumption equals his income. D) saving is negative.
Answer: D
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

26) Refer to Figure 8.2. Positive saving occurs along the line segment
A) BC. B) DC. C) AC. D) BA.
Answer: C
Diff: 2
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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27) Refer to Figure 8.2. An increase in Jerry's income is represented by
A) an upward shift in Jerry's consumption function.
B) an increase in the slope of Jerry's consumption function.
C) a movement from Point B to A.
D) none of the above

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

28) Refer to Figure 8.2. Suppose Jerry's MPC increases. At income Y7, Jerry's
A) consumption will be greater than his income.
B) consumption will be less than his income.

C) saving will be zero.
D) all of the above

Answer: A

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

29) The fraction of a change in income that is consumed or spent is called

A) the marginal propensity of income. B) the marginal propensity to save.
C) the marginal propensity to consume. D) average consumption.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Definition

30) If you save $80 when you experience a $400 rise in your income,

A) your MPS is 0.25. B) your MPC is 0.80.
C) your MPC is 0.85. D) your MPS is 0.40.
Answer: B
Diff 1

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

31) If consumption is $30,000 when income is $35,000, and consumption increases to $36,000 when
income increases to $43,000, the MPC is
A) 0.65. B) 0.80. C) 0.75. D) 0.95.
Answer: C
Diff: 2
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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32) If consumption is $10,000 when income is $10,000, and consumption increases to $11,000 when

income increases to $12,000, the MPS is

A) 0.10. B) 0.25. C) 0.50.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

D) 0.90.

33) Suppose consumption is $5,000 when income is $8,000 and the MPC equals 0.9. When income

increases to $10,000, consumption is

A) $4,500. B) $2,700. C) $6,800.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

D) $7,200.

34) Suppose saving is $1,400 when income is $10,000 and the MPC equals 0.8. When income

increases to $12,000, saving is

A) $1,680. B) $1,800. C) $2,200.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

D) $3,000.

35) Suppose consumption is $60,000 when income is $90,000 and the MPS equals 0.25. When

income increases to $100,000, consumption is

A) $70,000. B) $85,000. C) $67,500.

Answer: C

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

36) If the MPS is .22, the MPC is

A) -0.22. B) 0.78. C) 1.22.

Answer: B

Diff: 1

Topic: The Keynesian Theory of Consumption
Skill: Conceptual

AACSB: Reflective Thinking

37) If the MPS is .05, the MPC is

A) -0.05. B) 2.25. C) 0.95.

Answer: C

Diff: 1

Topic: The Keynesian Theory of Consumption
Skill: Conceptual

AACSB: Reflective Thinking
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38) If the consumption function is of the form C =80 + 0.4Y, the MPS equals
A) -0.4. B) 0.4. Q) 0.6. D) -0.6.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Conceptual

AACSB: Reflective Thinking

39) If the saving function is of the form S =-20 + 0.3Y, consumption at an income level of 200 is
A) 80. B) 120. C) 160. D) 180.
Answer: C
Diff: 3
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

40) If Lily's consumption function is of the form C = 100 + 0.8Y, her saving equals zero at an
income level of
A) 180.
B) 500.
C) 800.
D) cannot be determined from the given information

Answer: B

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

41) If Zander's saving function is of the form S =-150 + 0.5Y, his consumption equals his income
at an income level of
A) 150. B) 225. C) 1,500. D) 300.
Answer: D
Diff: 3
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Table 8.1 below to answer the questions that follow.

Table 8.1
Aggregate Income ($ billion) Aggregate Consumption ($billion)
0 80
50 125
100 170
150 215
200 260

42) Refer to Table 8.1. The equation for the aggregate consumption function is
A)C=80+.95Y. B) C=80+.9Y. C) C=80+.75Y. D) C=-80+ 45Y.

Answer: B

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

43) Refer to Table 8.1. Society's MPC is
A) 0.90. B) 0.95. C) 0.80. D) 0.05.

Answer: A

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

44) Refer to Table 8.1. Society's MPS is
A) 0.05. B) 0.10. C) 0.20. D) 0.95.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

45) Refer to Table 8.1. At an aggregate income level of $100, aggregate saving would be
A) -$30. B) $30. C) -$70. D) $50.
Answer: C
Diff- 3
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

46) Refer to Table 8.1. Assuming society's MPC is constant at an aggregate of income of $300,
aggregate consumption would be .
A) $325. B) $350. C) $305. D) $425.

Answer: B

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in Table 8.2 below to answer the questions that follow.

Table 8.2
Aggregate Income ($ billions)  Aggregate Saving ($ billion)
0 -100
150 -85
300 -70
450 -55
600 -40

47) Refer to Table 8.2. The equation for the aggregate saving function is

A) S=-100 + .15Y. B) S=-100 + .1Y.
C) S=-150 + .2Y. D) S=-150 + .85Y.
Answer: B
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

48) Refer to Table 8.2. Society's MPC is
A)0.1. B) 0.2. C)0s. D) 0.9.

Answer: D

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

49) Refer to Table 8.2. Society's MPS is
A)0.2. B) 0.3. C) 0.1. D) 0.9.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

50) Refer to Table 8.2. Assuming society's MPC is constant, at an aggregate income level of $900,
aggregate consumption would be
A) $665. B) $910. C) $1,200. D) $1,750.

Answer: B

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

51) Refer to Table 8.2. Assuming society's MPC is constant, at an aggregate income of $1,200
aggregate saving would be .
A) $0 B) $20 C) $55 D) $150
Answer: B
Diff: 3
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 8.3 below to answer the questions that follow.

Aggregate consumption (C)

Aggregate income (Y)

Figure 8.3
52) Refer to Figure 8.3. The equation for the aggregate consumption function is
A) C=140+ .5Y. B) C=60+.7Y. C) C=80+.6Y. D) C=60 + 4Y.
Answer: B
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

53) Refer to Figure 8.3. The equation for the aggregate saving function is

A) S=-60+ .3Y. B) S=-200 + .6Y. C) S=-140 + .5Y. D) S=-80+ 4Y
Answer: A
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

54) Refer to Figure 8.3. In this economy, aggregate saving will be zero if income is
A) $100 billion. B) $200 billion. C) $300 billion. D) $400 billion.
Answer: B
Diff: 2
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

55) Refer to Figure 8.3. For this society, aggregate saving is positive if aggregate income is

A) above zero. B) between $0 and $150 billion.
C) equal to $200 billion. D) above $200 billion.

Answer: D

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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56) Refer to Figure 8.3. If aggregate income is $1,000 billion, then in this society aggregate saving is

billion.
A) $300 B) $320 C) $240 D) $550

Answer: C

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

57) Refer to Figure 8.3. Which of the following statements is FALSE?
A) Aggregate saving is negative for all income levels below $400 billion.
B) For all aggregate income levels above $200 billion, aggregate consumption is less than
aggregate income.
C) If consumption is the only expenditure, this economy would be in equilibrium at an
aggregate income level of $200 billion.
D) Saving is negative at all income levels below $200 billion.

Answer: A

Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Figure 8.4 below to answer the questions that follow.
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58) Refer to Figure 8.4. The aggregate consumption functions C1 and C2
A) have the same MPC values.
B) imply a different MPS values.
C) have the same autonomous consumption values.
D) have the same break-even values.

Answer: A

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills
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59) Refer to Figure 8.4. Which consumption function has the largest MPC?

A) C1. B) C2.

Q) Cs. D) cannot be determined from the figure
Answer: C
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

60) Refer to Figure 8.4. Suppose the consumption function for C1 = 10 + 0.8Y, the consumption
function that best fits C2 is

A) C2=20+0.38Y. B) C2=10+04Y.
C) C2=40+0.5Y. D) C2=20+0.1Y.
Answer: A
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

61) Refer to Figure 8.4. Suppose the consumption function for C1 = 20 + 0.5Y, the consumption
function that best fits C3 is

A) C3=20+0.38Y. B)C3=20+04Y.
C) C3=40+0.5Y. D)C3=40+04Y.
Answer: A
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

62) Refer to Figure 8.4. If income is Y1, aggregate consumption is the greatest when the aggregate
consumption function is

A) C3. B) C2.

Q) C1. D) cannot be determined from the figure
Answer: B
Diff: 3

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

63) Refer to Figure 8.4. If income is Y2

A) the society's saving is negative along C1, C2, and C3.
B) the society's consumption is equal along C2 and C3.
C) the society's saving is positive along C2 and C3.
D) the society's savings is negative along C1,

Answer: B

Diff: 3

Topic: The Keynesian Theory of Consumption

Skill: Analytic

AACSB: Analytic Skills
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64) If the consumption function is below the 45-degree line,
A) consumption is less than income and saving is positive.
B) consumption is less than income and saving is negative.
C) consumption exceeds income and saving is positive.
D) consumption exceeds income and saving is negative.

Answer: A

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Figure 8.5 below to answer the questions that follow.
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65) Refer to Figure 8.5. The MPS for this saving function is
A) 5. B) 0.25. C) 0.5. D) 4.

Answer: B

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

66) Refer to Figure 8.5. If aggregate income is $400 billion, aggregate saving is billion.
A) -$300 B) -$100 C) $0 D) $500
Answer: B
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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67) Refer to Figure 8.5. If aggregate income is $900 billion, aggregate consumption
A) is $25 billion.
B) is $800 billion.
Q) is $875 billion.
D) cannot be determined from this information.

Answer: C

Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Figure 8.6 below to answer the questions that follow.
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68) Refer to Figure 8.6. The MPS for this saving function is
A) 4. B) .2. C) .25. D) .1
Answer: D
Diff: 2

Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

69) Refer to Figure 8.6. If aggregate income is $800, aggregate saving is .
A) -$100 B) -$20 C) $40 D) $20
Answer: D
Diff: 2
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills

70) Refer to Figure 8.6. If aggregate income is $1,000, aggregate consumption is
A) $850. B) $960. C) $910. D) $920.
Answer: B
Diff: 3
Topic: The Keynesian Theory of Consumption
Skill: Analytic
AACSB: Analytic Skills
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2 True/False

1) As interest rates fall, spending decreases.
Answer: FALSE
Diff: 1
Topic: The Keynesian Theory of Consumption
Skill: Conceptual
AACSB: Reflective Thinking

2) Uncertainty about the future is likely to increase current spending.
Answer: FALSE
Diff: 1
Topic: The Keynesian Theory of Consumption
Skill: Conceptual
AACSB: Reflective Thinking

3) The marginal propensity to consume is the change in consumption per change in income.
Answer: TRUE
Diff: 1
Topic: The Keynesian Theory of Consumption
Skill: Definition

4) If the marginal propensity to consume is .8, the marginal propensity to save is 8.
Answer: FALSE
Diff: 1
Topic: The Keynesian Theory of Consumption
Skill: Conceptual
AACSB: Reflective Thinking

8.2 Planned Investment

1 Multiple Choice

1) The Tiny Tots Toy Company manufactures only sleds. In 2007 Tiny Tots manufactured 10,000
sleds, but sold only 8,000 sleds. In 2007 Tiny Tots' change in inventory was
A) -2,000 sleds. B) 1,000 sleds. C) 2,000 sleds. D) 3,000 sleds.
Answer: C
Diff: 2
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills

2) The Jackson Tool Company manufactures only tools. In 2008 Jackson Tools manufactured
20,000 tools, but sold 21,000 tools. In 2008 Jackson Tools' change in inventory was
A) -2,000 tools. B) 1,000 tools. C) -1,000 tools. D) 3,000 tools.
Answer: C
Diff: 2
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills
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3) Which of the following is NOT considered investment?

A) The acquisition of capital goods B) The purchase of government bonds
C) The increase in planned inventories D) The construction of a new factory
Answer: B
Diff 1

Topic: Planned Investment
Skill: Conceptual
AACSB: Reflective Thinking

4) Which of the following is an investment?

A) the purchase of a new printing press by a business
B) the purchase of a corporate bond by a household
C) the purchase of a share of stock by a household
D) a leveraged buyout of one corporation by another

Answer: A

Diff: 1

Topic: Planned Investment

Skill: Conceptual

AACSB: Reflective Thinking

5) Over which component of investment do firms have the least amount of control?

A) purchases of new equipment B) construction of new factories
C) changes in inventories D) building new machines
Answer: C
Diff: 1

Topic: Planned Investment
Skill: Conceptual
AACSB: Reflective Thinking

6) Assume that in Scandia, planned investment is $80 billion but actual investment is $60 billion.
Unplanned inventory investment is

A) -$10 billion. B) $140 billion. C) -$20 billion. D) $70 billion.
Answer: C

Diff: 1

Topic: Planned Investment
Skill: Analytic

AACSB: Analytic Skills

7) Assume that in Jabara, planned investment is $30 billion, but actual investment is $45 billion.
Unplanned inventory investment is
A) $75 billion. B) -$15 billion. C) $15 billion. D) -$75 billion.
Answer: C
Diff 1
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills
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8) If unplanned business investment is $20 million and planned investment is $20 million, then
actual investment is
A) $20 million. B) $40 million. C) -$20 million. D) $200 million.
Answer: B
Diff: 1
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills

9) In 2006 Happyland's planned investment was $90 billion and its actual investment was $140
billion. In 2006 Happyland's unplanned inventory change was
A) -$50 billion. B) -$115 billion. C) $50 billion. D) $230 billion.
Answer: C
Diff: 1
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills

10) If planned investment exceeds actual investment,
A) there will be an accumulation of inventories.
B) there will be no change in inventories.
C) there will be a decline in inventories.
D) none of the above

Answer: C

Diff: 1

Topic: Planned Investment
Skill: Conceptual

AACSB: Reflective Thinking

11) If Inventory investment is higher than firms planned,

A) actual and planned investment are equal.
B) actual investment is less than planned investment.
C) actual investment is greater than planned investment.
D) actual investment must be negative.

Answer: C

Diff: 1

Topic: Planned Investment

Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 8.7 below to answer the questions that follow.
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12) Refer to Figure 8.7. In Azora, planned investment does not vary with income. Azora's planned
investment function is represented by
A) Panel A. B) Panel B. C) Panel C. D) Panel D.
Answer: B
Diff: 2
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills

13) Refer to Figure 8.7. In Farley, planned investment varies inversely with income. Farley's
planned investment function is represented by
A) Panel A. B) Panel B. C) Panel C. D) Panel D.
Answer: D
Diff: 2
Topic: Planned Investment
Skill: Analytic
AACSB: Analytic Skills
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14) Without the government or the foreign sector in the income-expenditure model, planned
aggregate expenditure equals
A) consumption plus actual investment.
B) consumption plus inventory adjustment.
C) consumption minus planned investment.
D) consumption plus planned investment.
Answer: D
Diff 1
Topic: Planned Investment
Skill: Conceptual

15) Related to the Economics in Practice on p. 147 [459]: A recent study by economists at Yale
University and the University of Chicago suggests that changing retirement plan enrollment
options from "opt-in" systems to "opt-out” systems increased pension plan enrollment after
three months of work from percent of workers to percent of workers.

A) 80; 22 B) 10; 100 C) 65;98 D) 77; 42
Answer: C
Diff 1
Topic: Planned Investment: Economics in Practice
Skill: Fact

16) Related to the Economics in Practice on p. 147 [459]: Early results from the Save More Tomorrow
retirement plans have shown in the savings rates of the enrolled.
A) very little change B) mixed results
C) significant decreases D) dramatic increases
Answer: D
Diff: 1
Topic: Planned Investment: Economics in Practice
Skill: Fact

2 True/False

1) If actual investment is greater than planned investment, unplanned inventories decline.

Answer: FALSE

Diff: 2

Topic: Planned Investment
Skill: Conceptual

AACSB: Reflective Thinking

2) Firms react to an unplanned inventory investment by increasing output.

Answer: FALSE

Diff: 2

Topic: Planned Investment
Skill: Conceptual

AACSB: Reflective Thinking

3) Firms react to negative inventory investment by increasing output.
Answer: TRUE
Diff: 2
Topic: Planned Investment
Skill: Conceptual
AACSB: Reflective Thinking
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4) If planned saving exceeds planned investment, injections are greater than leakages.
Answer: FALSE
Diff: 2
Topic: Planned Investment
Skill: Conceptual
AACSB: Reflective Thinking

5) If planned investment increases, equilibrium will be restored only when saving has increased
by exactly the amount of the initial increase in planned investment, assuming there is no
government or foreign sector.

Answer: TRUE

Diff 2

Topic: Planned Investment
Skill: Conceptual

AACSB: Reflective Thinking

8.3 The Determination of Equilibrium Output (Income)

1 Multiple Choice

1) In macroeconomics, equilibrium is defined as that point at which

A) saving equals consumption.
B) planned aggregate expenditure equals aggregate output.
C) planned aggregate expenditure equals consumption.
D) aggregate output equals consumption minus investment.

Answer: B

Diff: 1

Topic: The Determination of Equilibrium Output (Income)

Skill: Definition

2) The economy can be in equilibrium if, and only if,
A) planned investment is zero.
B) actual investment is zero.
C) planned investment is greater than actual investment.
D) planned investment equals actual investment.

Answer: D

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual

AACSB: Reflective Thinking

3) If aggregate output is greater than planned spending, then
A) unplanned inventory investment is zero.
B) unplanned inventory investment is negative.
C) unplanned inventory investment is positive.
D) actual investment equals planned investment.
Answer: C
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking
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4) If unplanned inventory investment is positive, then
A) planned investment must be zero.
B) planned aggregate spending must be greater than aggregate output.
C) planned aggregate spending must be less than aggregate output.
D) planned aggregate spending must equal aggregate output.

Answer: C

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual

AACSB: Reflective Thinking

5) If aggregate output equals planned aggregate expenditure, then
A) unplanned inventory investment is zero.
B) unplanned inventory adjustment is negative.
C) unplanned inventory adjustment is positive.
D) actual investment is greater than planned investment.

Answer: A

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual

AACSB: Reflective Thinking

Refer to the information provided in Table 8.3 below to answer the questions that follow.

Table 8.3
All Figures in Billions of Dollars
Aggregate Output Aggregate Consumption Planned Investment

200 300 100
400 450 100
600 600 100
800 750 100
1,000 900 100

6) Refer to Table 8.3. At an aggregate output level of $400 billion, planned expenditure equals
A) $550 billion. B) $450 billion. C) $500 billion. D) $850 billion.

Answer: A

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

7) Refer to Table 8.3. At an aggregate output level of $800 billion, aggregate saving
A) equals -$50 billion.
B) equals $0.
C) equals $50 billion.
D) cannot be determined from this information.

Answer: C

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills
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8) Refer to Table 8.3. At an aggregate output level of $200 billion, the unplanned inventory
change is

A) -$150 billion. B) -$200 billion. C) -$50 billion. D) $100 billion.

Answer: B

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

9) Refer to Table 8.3. At an aggregate output level of $600 billion, the unplanned inventory
change is
A) -$100 billion. B) -$50 billion. C) $0. D) $50 billion.

Answer: A

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

10) Refer to Table 8.3. If aggregate output equals
decrease in inventories.

A) $200 billion B) $400 billion C) $600 billion D) $800 billion

Answer: C

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

there will be a $100 billion unplanned

11) Refer to Table 8.3. The equilibrium level of aggregate output equals
A) $400 billion. B) $600 billion. C) $800 billion. D) $1,000 billion.
Answer: D
Diff: 1
Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

12) Refer to Table 8.3. Which of the following statements is FALSE?
A) At output levels greater than $800 billion, there is a positive unplanned inventory
change.
B) If aggregate output equals $1000 billion, then aggregate saving equals $100.
C) The MPC for this economy is .75.
D) At an output level of $400 billion, there is a $150 billion unplanned inventory decrease.
Answer: A
Diff: 3
Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills
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13) Refer to Table 8.3. Planned saving equals planned investment at an aggregate output level
A) of $1000 billion.
B) of $600 billion.
Q) of $800 billion.
D) that cannot be determined from this information.

Answer: A

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

14) Refer to Table 8.3. Planned investment equals actual investment at

A) all income levels. B) all income levels above $600 billion.
Q) all income levels below $600 billion. D) $1000 billion.

Answer: D

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Table 8.4 below to answer the questions that follow.

Table 8.4
Aggregate Output Aggregate Consumption Planned Investment
($ million) ($ million) ($ million)
3,000 2,000 1,600
4,000 2,800 1,600
5,000 3,600 1,600
6,000 4,400 1,600
7,000 5,000 1,600

15) Refer to Table 8.4. At an aggregate output level of $3,000 million, planned expenditure equals
A) $3,000. B) $3,600. C) $2,800. D) $4,400.

Answer: B

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

16) Refer to Table 8.4. The MPC in this economy is
A)0.5. B) 0.6. C)0.7. D) 0.8.

Answer: D

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills
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17) Refer to Table 8.4. At an aggregate output level of $4,000 million, the unplanned inventory
change is
A) $1,200 million. B) 0. C) $400 million. D) -$400 million.
Answer: D
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

18) Refer to Table 8.4. At an aggregate output level of $7,000 million, the unplanned inventory

change is
A) 0. B) $400 million.
C) -$400 million. D) -$1,200 million.
Answer: B
Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

19) Refer to Table 8.4. If aggregate output equals
decrease in inventories.
A) $3,000 million B) $4,000 million C) $5,000 million D) $6,000 million
Answer: C
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

there will be a $200 million unplanned

20) Refer to Table 8.4. The equilibrium level of aggregate output equals
A) $3,000 million. B) $4,000 million. C) $5,000 million. D) $6,000 million.
Answer: D
Diff: 1
Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

21) Refer to Table 8.4. Which of the following statements is FALSE?
A) At an output level $4,000, there is a $400 million unplanned inventory decrease.
B) If aggregate output equals $4,000 million, then aggregate saving equals $1000 million.
C) The MPC for this economy is 0.8.
D) At an output level of $3,000 million, there is a $600 million unplanned inventory
decrease.

Answer: B

Diff: 3

Topic: The Determination of Equilibrium Output (Income)

Skill: Analytic

AACSB: Analytic Skills
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22) Refer to Table 8.4. Planned saving equals planned investment at an aggregate output level of
A) $4,000 million. B) $5,000 million. C) $6,000 million. D) $7,000 million.
Answer: C

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

23) Refer to Table 8.4. Planned investment equals actual investment at

A) all income levels. B) all income levels above $6,000 million.
Q) all income levels below $6,000 million D) an income level of $6,000 million.
Answer: D
Diff 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

24) If C =100 + .8Y and I = 50, then the equilibrium level of income is
A) 600. B) 375. C) 187.5. D) 750.

Answer: D

Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

25) If C =500 + .9Y and I =400, then the equilibrium level of income is
A) 900. B) 1,800. C) 1,000. D) 9,000.

Answer: D

Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

26) If S=-200 + 0.2Y and I =100, then the equilibrium level of income is
A) 3,000. B) 1,500. C) 4,000. D) 1,200.

Answer: B

Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

27) If C=1,500 +.75Y and I = 500, then planned saving equals planned investment at aggregate
output level of
A) 8,000. B) 20,000. C) 2,666.67. D) 10,000.
Answer: A
Diff: 3
Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 8.8 below to answer the questions that follow.
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Figure 8.8

28) Refer to Figure 8.8. What is the equation for the aggregate expenditure function (AE)?

A) AE=200 + .5Y. B) AE =150 + .25Y.
C) AE=200 + .8Y. D) AE =350 + .6Y.
Answer: B
Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

29) Refer to Figure 8.8. Equilibrium output equals
A) 100. B) 200. C) 150. D) 300.

Answer: B

Diff: 1

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

30) Refer to Figure 8.8. At aggregate output level $300 million, there is a
A) $75 million unplanned increase in inventories.
B) $75 million unplanned decrease in inventories.
C) $100 million decrease in inventories.
D) $100 million increase in inventories.

Answer: A

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills
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31) Refer to Figure 8.8. At aggregate output level $100 million, there is a
A) $75 million unplanned increase in inventories.
B) $75 million unplanned decrease in inventories.
C) $100 million decrease in inventories.
D) $100 million increase in inventories.

Answer: B

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

32) Refer to Figure 8.8. How will equilibrium aggregate expenditure and equilibrium aggregate
output change as a result of a decrease in investment by $20 million?
A) AE line shifts down, increasing equilibrium output and equilibrium expenditure.
B) AE line shifts up, increasing equilibrium output and equilibrium expenditure.
C) AE line shifts down, decreasing equilibrium output and equilibrium expenditure.
D) AE line shifts down, increasing equilibrium output and decreasing equilibrium
expenditure.

Answer: C

Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

33) Refer to Figure 8.8. Leakages are greater than injections at an aggregate output level of

A) $300 million. B) $100 million.

C) $200 million. D) cannot be determined from the figure
Answer: A
Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 8.9 below to answer the questions that follow.

0 A AE
5 1160 f———————— |

9 _ |

o 2

£9 1,000 +————— l

v =

[T= | |

Swv 600 +—- | |
S

2 O TLs L

500 1,000 1,200
Aggregate output ($ millions)

Figure 8.9

34) Refer to Figure 8.9. What is the equation for the aggregate expenditure function (AE)?

A) AE=600 + .1Y. B) AE=200 + .8Y.
C) AE=550 + .8Y. D) AE=100 + .9Y.
Answer: B
Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic
AACSB: Analytic Skills

35) Refer to Figure 8.9. At an aggregate output level of $500 million, there is a
A) $100 million unplanned increase in inventories.
B) $175 million unplanned decrease in inventories.
C) $0 change in unplanned inventories.
D) $100 million unplanned decrease in inventories.

Answer: D

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

36) Refer to Figure 8.9. At aggregate output levels above $1,000 million, there are
A) unplanned increases in inventories and output increases.
B) unplanned decreases in inventories and output increases.
C) unplanned decreases in inventories and output decreases.
D) unplanned increases in inventories and output decreases.

Answer: D

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills
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A) unplanned decreases in inventories and output increases.
B) unplanned increases in inventories and output increases.

C) unplanned increases in inventories and output decreases.
D) unplanned decreases in inventories and output decreases.

Answer: A

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

38) Refer to Figure 8.9. At aggregate output levels above $1,000 million,

A) leakages equal injections.

B) leakages are more than injections.

C) leakages are zero, but injections are positive.
D) leakages are less than injections.

Answer: B

Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

39) Refer to Figure 8.9. At aggregate output levels below $1,000 million,

A) leakages equal injections.

B) leakages are greater than injections.

C) leakages are less than injections.

D) leakages are positive, but injections are negative.

Answer: C

Diff: 3

Topic: The Determination of Equilibrium Output (Income)
Skill: Analytic

AACSB: Analytic Skills

written as
A)C+I=C+S. B)C=S+1 C)C-5=1L

Answer: A

Diff: 1

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual

AACSB: Reflective Thinking

41) Firms react to unplanned inventory reductions by
A) reducing output. B) increasing output.

37) Refer to Figure 8.9. At aggregate output levels below $1,000 million, there are

40) Using the saving/investment approach to equilibrium, the equilibrium condition can be

D)C+S=1.

C) reducing planned investment. D) increasing consumption.

Answer: B

Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual

AACSB: Reflective Thinking
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42) Firms react to unplanned increases in inventories by

A) reducing output. B) increasing output.

C) increasing planned investment. D) increasing consumption.
Answer: A
Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

43) Aggregate output will increase if there is a(n)

A) increase in saving,. B) unplanned rise in inventories.
C) unplanned fall in inventories. D) decrease in consumption.
Answer: C
Diff: 2

Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

44) A decrease in planned investment causes

A) output to increase.
B) output to decrease, but by a smaller amount than the decrease in investment.
C) output to decrease, but by a larger amount than the decrease in investment.
D) output to decrease by an amount equal to the decrease in investment.

Answer: C

Diff: 2

Topic: The Determination of Equilibrium Output (Income)

Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) When aggregate expenditure is greater than aggregate output, there will be an unplanned
build up of inventories.
Answer: FALSE
Diff 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

2) When there is an unplanned draw down of inventories, firms will increase production.
Answer: TRUE
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

3) Actual investment equals planned investment plus unplanned changes in inventories.
Answer: TRUE
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Definition
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4) When the economy is in equilibrium, savings equals planned investment.
Answer: TRUE
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

5) If aggregate expenditure decreases, then equilibrium output increases.
Answer: FALSE
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

6) Assuming there is no government or foreign sector, the economy will be in equilibrium if, and
only if, planned investment equals actual investment.
Answer: TRUE
Diff: 2
Topic: The Determination of Equilibrium Output (Income)
Skill: Conceptual
AACSB: Reflective Thinking

8.4 The Multiplier
1 Multiple Choice

1) The ratio of the change in the equilibrium level of output to a change in some autonomous
variable is the
A) elasticity coefficient.
B) multiplier.
C) automatic stabilizer.
D) marginal propensity of the autonomous variable.

Answer: B

Diff: 2

Topic: The Multiplier
Skill: Definition
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Refer to the information provided in Figure 8.10 below to answer the questions that follow.
A
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Figure 8.10

2) Refer to Figure 8.10. The equation for the aggregate expenditure function AE( is

A) AEp =50 + .6Y. B) AEp =80+ .6Y.
C) AEp =50 +.75Y. D) AEp =50 + 4Y.
Answer: C
Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

3) Refer to Figure 8.10. The value of the multiplier is
A)2. B) 2.5. C) 3. D) 4.

Answer: D

Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

4) Refer to Figure 8.10. A $10 million increase in investment changes equilibrium output to
A) $240 million. B) $90 million. C) $225 million. D) $175 million.

Answer: A

Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills
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5) Refer to Figure 8.10. A $20 million decrease in autonomous consumption
A) changes equilibrium expenditure to $120 million.
B) changes equilibrium output to $180 million.
C) will change the MPC.
D) will change the MPS.

Answer: A

Diff: 3

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Figure 8.10. If MPC increases to 0.8, equilibrium aggregate output
A) increases to $250 million.
B) remains at $200 million.
Q) increases to $400 million.
D) cannot be determined from the given information.

Answer: A

Diff: 3

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

7) Assuming no government or foreign sector, if the MPC is 0.9, the multiplier is
A)O0.1. B) 5. C) 9. D) 10.
Answer: D
Diff: 1
Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

8) Assuming no government or foreign sector, the formula for the multiplier is
A) 1/MPC. B) 1/MPS. C) 1/(1 + MPC). D) 1-MPC.
Answer: B
Diff: 1
Topic: The Multiplier
Skill: Definition

9) Assuming there is no government or foreign sector, the formula for the multiplier is
A) 1/(1 - MPC). B) 1/MPC. C) 1/(1 + MPC). D) 1-MPC.
Answer: A
Diff 1
Topic: The Multiplier
Skill: Definition

10) Assuming there is no government or foreign sector, if the multiplier is 10, the MPC is
A) 0.9. B) 0.8. C) 0.5. D) 0.1.
Answer: A
Diff: 1
Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills
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11) Assume there is no government or foreign sector. If the MPS is .05, the multiplier is
A) 0.95. B) 20. C) 10. D) 50.
Answer: B
Diff: 1
Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

12) Assume there is no government or foreign sector. If the multiplier is 10, a $10 billion increase
in planned investment will cause aggregate output to increase by
A) $1 billion. B) $5 billion. C) $10 billion. D) $100 billion.
Answer: D
Diff- 1
Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

13) Assume there is no government or foreign sector. If the MPS is 0.2, a $40 billion decrease in
planned investment will cause aggregate output to decrease by
A) $20 billion. B) $50 billion. C) $80 billion. D) $200 billion.

Answer: D

Diff: 1

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

14) Assume there is no government or foreign sector. If the multiplier is 4, a $20 billion increase in
investment will cause aggregate output to increase by
A) $5 billion. B) $20 billion. C) $40 billion. D) $80 billion.
Answer: D
Diff 1
Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 8.11 below to answer the questions that follow.
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Figure 8.11

15) Refer to Figure 8.11. What is the equation for aggregate expenditure AE71?

A) AE1 =1,000 + .5Y. B) AE1 =600 + 4Y.
C) AE1 =1,000 + .6Y. D) AE1 =400 + 4Y.
Answer: B
Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

16) Refer to Figure 8.11. Suppose AE1, AE2 and AE3 are parallel. What is the value of Point B?
A) $750 million
B) $800 million
C) $900 million
D) cannot be determined from the given information

Answer: C

Diff: 3

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

17) Refer to Figure 8.11. Suppose AE1, AE2 and AE3 are parallel. What is the value of Point A?
A) $450 million
B) $540 million
C) $510 million
D) cannot be determined from the given information

Answer: A

Diff: 3

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills
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18) Refer to Figure 8.11. Suppose the economy's aggregate expenditure line is AE1. A $10 million
increase in planned investment causes aggregate equilibrium output to increase to

A) $1,016.7 million. B) $1,010 million.
C) $1,125.5 million. D) $1,215.6 million.
Answer: A
Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

19) As the MPS decreases, the multiplier will
A) increase.
B) decrease.
C) remain constant.
D) either increase or decrease depending on the size of the change in investment.

Answer: A

Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

20) Midwest State University in Nebraska is trying to convince Nebraska taxpayers that the tax
dollars spent at Midwest State University are well spent. One of the university's arguments is
that for every $1 spent by Midwest State University an additional $5 of expenditures are
generated within Nebraska. Midwest State University is arguing that the multiplier for their
expenditures is

A)0.2. B) 1. C) 4. D) 5.
Answer: D
Diff: 2
Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

21) If autonomous consumption increases, the size of the multiplier would
A) increase.
B) decrease.
C) remain constant.
D) either increase or decrease depending on the size of the change in autonomous
consumption.

Answer: C

Diff: 2

Topic: The Multiplier

Skill: Conceptual

AACSB: Reflective Thinking

22) In practice, the actual size of the multiplier is about
A) 1. B) 1.4. C) 2. D) 4.
Answer: B
Diff 1
Topic: The Multiplier
Skill: Fact
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23) Related to the Economics in Practice on p. 154 [466]: According to the "paradox of thrift," as
individuals increase their saving,

A) income in the economy increases because there is more money available for firms to
invest.

B) income in the economy increases because interest rates will fall and the economy will
expand.

C) income in the economy will remain constant because the change in consumption equals
the change in saving.

D) income in the economy will fall because the decreased consumption that results from
increased saving causes the economy to contract.

Answer: D

Diff: 1

Topic: The Multiplier: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking

24) Related to the Economics in Practice on p. 154 [466]: According to the "paradox of thrift,"
increased efforts to save will cause a(n)
A) increase in income and an increase in overall saving.
B) increase in income but no overall change in saving.
C) decrease in income and an overall decrease in saving.
D) decrease in income but an increase in saving.

Answer: C

Diff: 1

Topic: The Multiplier: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) The larger the MPC, the smaller the multiplier.
Answer: FALSE
Diff: 2
Topic: The Multiplier
Skill: Conceptual
AACSB: Reflective Thinking

2) The smaller the MPS, the larger the multiplier.

Answer: TRUE

Diff: 2

Topic: The Multiplier

Skill: Conceptual

AACSB: Reflective Thinking

3) If the MPC is .75, then the multiplier is 4.

Answer: TRUE

Diff: 2

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills
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4) If the MPS is .1, then the multiplier is 10.

Answer: TRUE

Diff: 1

Topic: The Multiplier
Skill: Analytic
AACSB: Analytic Skills

5) An increase in the MPC, reduces the multiplier.

Answer: FALSE

Diff: 2

Topic: The Multiplier

Skill: Conceptual

AACSB: Reflective Thinking

6) Related to the Economics in Practice on p. 154 [466]: The paradox of thrift is that all people
deciding to save more could lead to them saving less.

Answer: TRUE

Diff: 2

Topic: The Multiplier: Economics in Practice
Skill: Conceptual

AACSB: Reflective Thinking
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Chapter 9 The Government and Fiscal Policy

9.1 Government in the Economy

1 Multiple Choice

1) Fiscal policy refers to
A) the techniques used by a business firm to reduce its tax liability.
B) the behavior of the nation's central bank, the Federal Reserve, regarding the nation's
money supply.
C) the spending and taxing policies used by the government to influence the economy.
D) the government's ability to regulate a firm's behavior in the financial markets.
Answer: C
Diff: 1
Topic: Government in the Economy
Skill: Definition

2) Which of the following is NOT a category of fiscal policy?
A) government policies regarding the purchase of goods and services
B) government policies regarding taxation
C) government policies regarding money supply in the economy
D) government policies regarding transfer payments and welfare benefits
Answer: C
Diff: 1
Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

3) What determines tax revenues?

A) the income tax rate B) the rate of interest
C) the money supply in the economy D) the rate of inflation
Answer: A
Diff: 2

Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

4) Which of the following is INCORRECT regarding tax revenues?
A) they increase during recessions
B) they change with changes in the tax rate
C) they are a revenue source in the government's budget
D) they increase the rate of interest
Answer: A

Diff: 2

Topic: Government in the Economy
Skill: Conceptual

AACSB: Reflective Thinking
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5) During recessions, government spending usually

A) decreases because unemployment payments decrease.
B) increases because unemployment payments increase.
C) decrease because unemployment payments increase.
D) increases because unemployment payments decrease.

Answer: B

Diff: 1

Topic: Government in the Economy

Skill: Conceptual

AACSB: Reflective Thinking

6) Disposable income

A) increases when net taxes increase. B) increases when income increases.
C) decreases when saving increases. D) increases when saving decreases.
Answer: B
Diff: 1

Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

7) Bill's income is $1,000 and his net taxes are $350. His disposable income is
A) $1,350. B) $650. C) -$350. D) $750.
Answer: B
Diff: 1
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

8) When the government sector is included in the income-expenditure model, the equation for
aggregate income is

A)Y=C+S5-T. B)Y=C+L Q) Y=C+I+G. D)Y=C+S+1L
Answer: C
Diff 1

Topic: Government in the Economy
Skill: Definition

9) The difference between what a government spends and what it collects in taxes in a year is
A) net revenue.
B) net taxes.
C) the government budget deficit or surplus.
D) the government debt.

Answer: C

Diff: 1
Topic: Government in the Economy
Skill: Definition

240



10) In 2007, the city of Canfield collected $500,000 in taxes and spent $450,000. In 2007, the city of
Canfield had a

A) budget surplus of $450,000. B) budget surplus of $50,000.
C) budget deficit of $50,000. D) budget surplus of $5,000.
Answer: B
Diff 1

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

11) In 2007, the city of Miketown collected $250,000 in taxes and spent $350,000. In 2007, the city of
Miketown had a

A) budget surplus of $100,000. B) budget surplus of 57%.

C) budget deficit of $100,000. D) budget deficit of $200,000.
Answer: C
Diff: 1

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

12) After government is added to the income-expenditure model, the formula for the aggregate
consumption function is

A)C=a-bY-T). B)C=a-b(T-Y).
Q) C=a+b(Y+T). D)C=a+b(Y-T).
Answer: D
Diff 2

Topic: Government in the Economy
Skill: Definition

13) The aggregate consumption function is C = 100 + .6Yd. If income is $1,000 and net taxes are
$300, consumption equals
A) 800. B) 520. C) 580. D) 700.

Answer: B

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

14) The aggregate consumption function is C = 800 + .8Yd. If income is $2,000 and net taxes are
$500, consumption equals
A) 2,000. B) 1,500. C) 2,150. D) 2,050.

Answer: A

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills
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15) The aggregate consumption function is C = 100 + .8Yd. If income is $600 and net taxes are zero,
consumption equals
A) zero. B) 460. C) 580. D) 360.

Answer: C

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

16) The aggregate consumption function is C = 1,000 + .9Yd. If income is $3,600 and net taxes are
$600, consumption equals
A) 3,400. B) 3,700. C) 2,400. D) 4,000.

Answer: B

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

17) If output is less than planned aggregate expenditure, there will be

A) an unplanned increase in inventories. B) an unplanned decrease in inventories.
C) no change in inventories. D) a planned increase in inventories.
Answer: B
Diff: 2

Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

Refer to the information provided in Table 9.1 below to answer the questions that follow.

Table 9.1
All Numbers are in $ Billion
Output Consumption Net Investment Government
(Income) Spending Taxes Spending Spending
400 400 100 200 100
800 700 100 200 100
1,200 1,000 100 200 100
1,600 1,300 100 200 100
2,000 1,600 100 200 100

18) Refer to Table 9.1. At an output level of $1,200 billion, the level of aggregate expenditure is
A) $1,000 billion. B) $1,200 billion. C) $1,300 billion. D) $1,400 billion.

Answer: C

Diff: 1

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills
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19) Refer to Table 9.1. At an output level of $1,200 billion, there is an unplanned inventory change

of

A) positive $10 billion. B) zero.

C) negative $100 billion. D) positive $100 billion.
Answer: C
Diff: 2

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

20) Refer to Table 9.1. At an output level of $2,000 billion, the level of aggregate expenditure is
A) $1,500 billion. B) $1,800 billion. C) $1,900 billion. D) $2,000 billion.
Answer: C
Diff: 1
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

21) Refer to Table 9.1. At an output level of $2,000 billion, there is an unplanned inventory change

of
A) positive $100 billion. B) positive $10 billion.
C) negative $100 billion. D) zero.

Answer: A

Diff: 2

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

22) Refer to Table 9.1. The equilibrium level of output is billion.
A) $800 B) $1,200 C) $1,600 D) $2,000
Answer: C
Diff: 1

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

23) Refer to Table 9.1. At an output level of $800 billion, disposable income equals
billion.
A) $800 B) $700 C) $600 D) $500
Answer: B
Diff: 1
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills
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24) Refer to Table 9.1. At an output level of $2,000 billion, the value of saving
A) cannot be determined from the given information.
B) is $300 billion.
Q) is $200 billion.
D) is $100 billion.

Answer: B

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

25) Refer to Table 9.1. At the equilibrium level of income, leakages equal billion.
A) $0 B) $100 C) $200 D) $300
Answer: D
Diff: 3

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

26) Refer to Table 9.1 At an output level of $1,200 billion, there is a tendency for output

A) to fall. B) to increase.

C) to remain constant. D) to either increase or decrease.
Answer: B
Diff: 3

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Table 9.2 below to answer the questions that follow.

Table 9.2
Planned
Output Net Consumption Investment Government
(Income) Taxes  Spending Spending  Purchases

Y T C I G
500 100 400 150 50
1,000 100 800 150 50
1,500 100 1,200 150 50
2,000 100 1,600 150 50
2,500 100 2,000 150 50

27) Refer to Table 9.2. At an output level of $1,500 billion, the level of aggregate expenditure is
billion.
A) $1,300 B) $1,400 C) $1,500 D) $1,600

Answer: B

Diff: 1

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills
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28) Refer to Table 9.2. At an output level of $1,500 billion, there is an unplanned inventory

A) decrease of $200 billion. B) change of $0.

Q) increase of $100 billion. D) increase of $150 billion.
Answer: C
Diff: 2

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

29) Refer to Table 9.2. At an output level of $2,500, the level of aggregate expenditure is
billion.

A) $1,500 B) $2,000 C) $2,300 D) $2,200
Answer: D

Diff: 1

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

30) Refer to Table 9.2. At an output level of $2,500, there is an unplanned inventory

A) increase of $300 billion. B) decrease of $200 billion.
C) change of $0. D) increase of $200 billion.
Answer: A
Diff: 2

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

31) Refer to Table 9.2. The equilibrium level of output is billion.
A) $1000 B) $1,500 C) $2,000 D) $2,500
Answer: A
Diff: 1

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

32) Refer to Table 9.2. At an output level of $1,500, disposable income

A) is $1,000.
B) is $1,200.
Q) is $1,400.
D) cannot be determined from this information.

Answer: C

Diff: 1

Topic: Government in the Economy

Skill: Analytic

AACSB: Analytic Skills
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33) Refer to Table 9.2. At an output level of $2,500, the level for saving

A) is $300.
B) is $400.
C) is $500.
D) cannot be determined from this information.

Answer: B

Diff: 2

Topic: Government in the Economy

Skill: Analytic

AACSB: Analytic Skills

34) Refer to Table 9.2 At the equilibrium level of income, leakages equal billion.
A) $0 B) $300 C) $500 D) $200
Answer: D
Diff: 3

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

35) Refer to Table 9.2. At an output level of $2,500, there is a tendency for output

A) to increase. B) to remain constant.
Q) to either increase or decrease. D) to fall.

Answer: D

Diff: 2

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

The Italian economy can be characterized by Equation 9.1.
EQUATION 9.1:

C =300+ .8Yd
G =400

T =200
I=200

36) Refer to Equation 9.1. The equilibrium level of output for the Italian economy is
A) $2,850. B) $3,700. C) $3,145. D) $3,800.
Answer: B
Diff: 2
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

37) Refer to Equation 9.1. At the equilibrium level of output in Italy, consumption equals
A) $3,100. B) $3,250. C) $3,400. D) $3,625.
Answer: A
Diff: 2
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills
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38) Refer to Equation 9.1. At the equilibrium level of output in Italy, saving equals
A) $450. B) $400. C) $550. D) $500.

Answer: B

Diff: 3

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

39) Refer to Equation 9.1. At the equilibrium level of output in Italy, leakages equal
A) $650. B) $600. C) $750. D) $700.
Answer: B
Diff- 3
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

The Canadian economy can be characterized by Equation 9.2.
EQUATION 9.2:

C =500+ .5Yd
Taxes = 600
Equilibrium Output = $4,000

40) Refer to Equation 9.2. At equilibrium, the sum of investment and government purchases in
Canada is
A) $1,800.
B) $1,500.
C) $1,750.
D) cannot be determined from the given information

Answer: A

Diff: 3

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

41) Refer to Equation 9.2. At equilibrium, government purchases in Canada is
A) $1,500.
B) $1,000.
C) $1,250.
D) cannot be determined from the given information

Answer: D

Diff: 3

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills
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42) Refer to Equation 9.2. At equilibrium, saving in Canada equals
A) $1,200. B) $1,600. C) $1,350. D) $1,250.
Answer: A
Diff: 3
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

43) Refer to Equation 9.2. At equilibrium leakages in Canada equal
A) $1,750. B) $1,800. C) $2,100. D) $1,700.
Answer: B
Diff: 3
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

44) Assuming there is no foreign trade in the economy, the economy is in equilibrium when
A)S+T=C+1 B)I+G=S+T. C)IT=S5+G. D)G+T=S5+1

Answer: B

Diff: 1

Topic: Government in the Economy
Skill: Conceptual

AACSB: Reflective Thinking

45) Assuming there is no foreign trade in the economy, equilibrium is achieved when government
purchases equal
A) saving minus net taxes minus consumption.
B) saving plus net taxes minus investment.
C) net taxes plus investment minus saving.
D) net taxes minus investment minus saving.
Answer: B
Diff: 1
Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

248



Refer to the information provided in Figure 9.1 below to answer the questions that follow.
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Figure 9.1
46) Refer to Figure 9.1. The equilibrium level of aggregate expenditure is $ billion.
A) 3,000 B) 2,000 C) 4,000 D) 1,500
Answer: B
Diff: 1

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

47) Refer to Figure 9.1. The MPC in this economy is
A)0.4.
B) 0.6.
C) 05.
D) cannot be determined from the given information

Answer: C

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

48) Refer to Figure 9.1. At equilibrium, injections

A) can be greater than $1,000 billion. B) equal $1,500 billion.
C) equal leakages. D) equal $2,000 billion.
Answer: C
Diff: 3

Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills
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49) Refer to Figure 9.1. At equilibrium, the part of consumption that is dependent on income
equals $ billion.
A) $1,500
B) $1,000
C) $2,000
D) cannot be determined from the given information

Answer: B

Diff: 2

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

50) Refer to Figure 9.1. Suppose that the consumption function is C = 400 + 0.5Yd and taxes are
$200 billion, at equilibrium the value of injections are
A) $700 billion. B) $500 billion. C) $650 billion. D) $350 billion.

Answer: A

Diff: 3

Topic: Government in the Economy
Skill: Analytic

AACSB: Analytic Skills

51) Refer to Figure 9.1. Suppose that the consumption function is C = 400 + 0.5Yd and taxes are
$200 billion, at equilibrium the value of autonomous consumption is
A) $400 billion. B) $300 billion. C) $100 billion. D) $200 billion.
Answer: A
Diff: 2
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

52) Refer to Figure 9.1. Suppose that the consumption function is C = 400 + 0.5Yd and taxes are
$200 billion, at equilibrium, what is the value of consumption?
A) $1,350 B) $2,000 C) $1,300 D) $1,150
Answer: C
Diff: 2
Topic: Government in the Economy
Skill: Analytic
AACSB: Analytic Skills

53) If planned injections exceed leakages, output will

A) decrease. B) increase.

C) remain constant. D) either increase or decrease.
Answer: B
Diff: 2

Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking
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54) For the economy to be in equilibrium,

A) government purchases must equal tax revenue and saving must equal investment.
B) government purchases must equal the sum of tax revenue, saving and investment.
C) government purchases plus investment must equal saving plus tax revenue.
D) investment plus tax revenue must equal government purchases plus saving.

Answer: C

Diff: 1

Topic: Government in the Economy

Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) The economy is in equilibrium when aggregate output equals consumption spending.
Answer: FALSE
Diff: 1
Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

2) For the economy to be in equilibrium, the following condition must be satisfied: G+ =S+ T.
Answer: TRUE
Diff: 1
Topic: Government in the Economy
Skill: Definition

3) When investment is greater than planned investment, output grows.
Answer: FALSE
Diff: 2
Topic: Government in the Economy
Skill: Conceptual
AACSB: Reflective Thinking

4) Disposable income is income less net taxes.
Answer: TRUE
Diff: 1

Topic: Government in the Economy
Skill: Definition

9.2 Fiscal Policy at Work: Multiplier Effects
1 Multiple Choice

1) If the government wants to reduce unemployment, government purchases should be
and/or taxes should be

A) increased; increased B) decreased; decreased
C) decreased; increased D) increased; decreased
Answer: D
Diff 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual
AACSB: Reflective Thinking
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2) The President of Vulcan hires you as an economic consultant. He is concerned that the output
level in Vulcan is too high and that this will cause prices to rise. He feels that it is necessary to
reduce output by $10 billion. He tells you that the MPC in Vulcan is 0.6. Which of the
following would be the best advice to give to the Vulcan president?

A) reduce government purchases by $4 billion
B) increase taxes by $10 billion

C) reduce government purchases by $10 billion
D) increase taxes by $2.5 billion

Answer: A

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

3) The leader of Atlantis hires you as an economic consultant. He is concerned that the output
level in Atlantis is too low and that this will cause prices to fall. He feels that it is necessary to
increase output by $200 billion. He tells you that the MPC in Atlantis is 0.8. Which of the
following would be the best advice to give to the Atlantis president?

A) reduce government spending by $100 billion
B) decease taxes by $50 billion

C) increase government spending by $200 billion
D) increase government spending by $100 billion

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Table 9.3 below to answer the questions that follow.

Table 9.3
All Numbers are in $ Million
Planned

Output  Net Planned Government
(Income) Taxes Consumption Savings Investment Spending

1,000 200 _ 120 200 200

1,100 200 760 140 200 200

1,200 200 840 _ 200 200

1,300 200 _ 180 200 200

1,400 200 1,000 200 200 200

1,500 200 1,080 220 200 200

1,600 200 1,160 _ 200 200

4) Refer to Table 9.3. Assuming constant MPC, at income of $1,000 million, consumption is

$ million, and at income of $1,300 million, consumption is $ million.
A) 600; 860 B) 640; 900 C) 680; 920 D) 720; 960

Answer: C

Diff 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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5) Refer to Table 9.3. Assuming constant MPC, at income of $1,200 million, saving is $

million, at income of $1,600 million, saving is $ million.

A) 150; 230 B) 160; 240 C) 170; 250 D) 180; 260
Answer: B
Diff: 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Table 9.3. The MPC in this economy is and the MPS is .
A)0.5;0.5 B) 0.7, 0.5 C) 0.9;0.1 D) 0.8;0.2
Answer: D
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

7) Refer to Table 9.3. The equilibrium level of aggregate output is $ million.
A) 1,200 B) 1,300 C) 1,400 D) 1,500
Answer: C
Diff: 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

8) Refer to Table 9.3. Which of the following variables is NOT considered autonomous?

A) Saving B) Planned investment
C) Planned government spending D) none of the above
Answer: A
Diff 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

9) Refer to Table 9.3. Suppose the economy is in equilibrium and the government increases

spending by $50 million, the new equilibrium output is $ million

A) 1,650 B) 1,450 C) 1,750 D) 1,350
Answer: A
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

10) Refer to Table 9.3. Suppose the economy is in equilibrium and the government raises taxes

from $200 million to $220 million, equilibrium output will by $ million.
A) decrease; 20 B) increase; 20 C) decrease; 80 D) increase; 80

Answer: C

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Table 9.4 below to answer the questions that follow.

Table 9.4
All Figures in Billions of Dollars
Consumption Planned
Output Net Spending Investment Government
(Income) Taxes (C=100+.9Yd) Savings Purchases Spending
2,400 100 2,170 150 130 200
2,800 100 2,530 170 130 200
3,000 100 2,710 190 130 200
3,200 100 2,890 210 130 200
3,400 100 3,070 230 130 200
3,600 100 3,250 250 130 200
3,800 100 3,300 270 130 200

11) Refer to Table 9.4. The equilibrium level of income is
A) $3,400 billion. B) $3,800 billion. C) $2,000 billion. D) $3,600 billion.

Answer: A

Diff: 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

12) Refer to Table 9.4. The MPS
A)is 8.
B) is .1.
C)is.2
D) cannot be determined from the available information.

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

13) Refer to Table 9.4. The value of the government spending multiplier
A)is 10.
B) is .9.
C) is 5.
D) cannot be determined from the available information.
Answer: A
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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14) Refer to Table 9.4. The economy is at the equilibrium level of output. If government spending
increases to a level of $400 billion, the new equilibrium level of output is
A) $5,400 billion. B) $2,100 billion. C) $6,040 billion. D) $6,600 billion.
Answer: A
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

15) Refer to Table 9.4. The economy is at the equilibrium level of output. If government spending
decreases by $100 billion, the new equilibrium level of output is
A) $3,100 billion. B) $2,400 billion. C) $1,450 billion. D) $1,550 billion.
Answer: B
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

16) Refer to Table 9.4. If taxes are reduced from $100 billion to $50 billion, the new equilibrium
level of output is
A) $4,050 billion. B) $1,600 billion. C) $3,850 billion. D) $2,100 billion.
Answer: C
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

17) Refer to Table 9.4. If taxes are reduced from $100 billion to $50 billion and government
spending is reduced from $200 billion to $150 billion, the new equilibrium level of income
A) is $3,350 billion.
B) is $3,550 billion.
C) is $1,600 billion.
D) cannot be determined from this information.

Answer: A

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

18) The government purchases multiplier is
A) the difference between the old equilibrium level of output and the new equilibrium level
of output.
B) the ratio of the change in government purchases to the change in the equilibrium level of
output.
C) the ratio of the change in the equilibrium level of output to a change in government
purchases.
D) the difference between the new and old levels of government purchases.
Answer: C
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Definition
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19) If the MPC is .75, the government spending multiplier is
A)25. B) 4. C) 3. D) 1.75.
Answer: B

Diff: 1

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

20) If the MPC is .5, the tax multiplier is
A) -25. B) -2. O) -1. D) -1.666.
Answer: C
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

21) If the government spending multiplier is 2 and government purchases increase by $200 billion,
output will increase by

A) $100 billion. B) $400 billion. C) $1,600 billion. D) $500 billion.
Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

22) If the government spending multiplier is 5 and government spending decreases by $200

billion, output will by $ billion.
A) increase; 200 B) decrease; 1,000
C) decrease; 40 D) decrease; 200
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

The economy of Bananaland can be characterized by Equation 9.3.
EQUATION 9.3:

C=2,000+.75Yd
T =200

G =400

I=500

23) Refer to Equation 9.3. The equilibrium level of income in Bananaland is
A) 4,800. B) 11,000. C) 10,000. D) 5,600.

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills
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24) Refer to Equation 9.3. If government spending in Bananaland increases by $50, equilibrium
output increases by
A) $100. B) $200. C) $400. D) $800.
Answer: B
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 9.3 below to answer the questions that follow.
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25) Refer to Figure 9.3. At equilibrium, autonomous planned expenditures equal $ billion.
A) 200 B) 100 C) 500 D) 300
Answer: D
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

26) Refer to Figure 9.3. The expenditure multiplier is
A) 4. B) 5. C) 2.5. D) 2.
Answer: C
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

27) Refer to Figure 9.3. If autonomous planned expenditure increases by $20 billion, equilibrium

aggregate output to$ billion.

A) decreases; 360 B) increases; 550 C) increases; 600 D) increases; 640
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 9.4 below to answer the questions that follow.
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Figure 9.4

Answer: C

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

29) Refer to Figure 9.4. What is the value of Point A?

A) $3,500 billion.
B) $6,000 billion.
C) $7,000 billion.
D) cannot be determined from the given information

Answer: A

Diff: 3

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

30) Refer to Figure 9.4. What is the value of Point B?

A) $7,000 billion
B) $3,500 billion
C) $6,000 billion
D) cannot be determined from the given information

Answer: B

Diff: 3

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills
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28) Refer to Figure 9.4. Along aggregate expenditure AE1, the MPC is
A) .6. B) .7. C) 8.



31) Refer to Figure 9.4. What is the value of the expenditure multiplier?
A)8 B) 10 Q)5 D) 20
Answer: C
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

32) Refer to Figure 9.4. Along AE1, injections equal leakages when aggregate output equals
$ billion.
A) 1,500 B) 3,000 C) 2,500 D) 2,000
Answer: D
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

33) Refer to Figure 9.4. If aggregate expenditures are represented by AE? and government

spending increases by $20 billion, equilibrium aggregate output increases by $ billion.
A) 100 B) 200 C) 400 D) 800

Answer: A

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

34) Government spending increases by $40 billion and the equilibrium level of output increases by
$200 billion. The government spending multiplier
A)isb5.
B) is 4.
C) is 6.
D) cannot be determined from this information, because the MPC is not given.
Answer: A
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

35) Assume an economy is in equilibrium at an output level of $1,500 billion. If government
spending increases by $200 billion, then at the output level of $1,500 billion, there is
A) an unplanned rise in inventories.
B) an unplanned fall in inventories.
C) an unplanned inventory change of zero.

D) either an unplanned increase or decrease in inventories depending on the value of the
MPC.

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills
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36) Assume an economy is in equilibrium at an output level of $600 billion. If government
purchases decrease by $75 billion, then at the output level of $600 billion, there is
A) an unplanned increase in inventories.
B) an unplanned inventory change of zero.

C) either an unplanned increase or decrease in inventories depending on the value of the
MPC.

D) an unplanned decrease in inventories.

Answer: A

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

37) A decrease in lump-sum taxes will

A) make the consumption function flatter.
B) make the consumption function steeper.
C) shift the consumption function downward.
D) shift the consumption function upward.

Answer: D

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects

Skill: Conceptual

AACSB: Reflective Thinking

38) The tax multiplier is
A) the ratio of the change in taxes to the change in the equilibrium level of output.
B) the MPC multiplied by the MPS.
C) the difference in taxes multiplied by the change in the equilibrium level of output.
D) the ratio of the change in the equilibrium level of output to the change in taxes.
Answer: D
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Definition

39) If the MPC is 0.7, the tax multiplier is
A)-2.22. B) -1.22. C) -2.33. D) -3.33.
Answer: C
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

40) If the MPS is 0.4, the tax multiplier is
A) -25. B) -1.67. C) -1.5. D) -2.33.
Answer: C
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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41) If the MPS is 0.5, the tax multiplier is
A) -5. B) -2. O -1 D) -0.5.
Answer: C
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

42) Taxes are reduced by $70 billion and income increases by $280 billion. The value of the tax
multiplier is
A) -4. B) -20. C) -10. D) -5.
Answer: A
Diff 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

43) Taxes are reduced by $15 billion and income increases by $75 billion. The value of the tax
multiplier is
A) -4. B) 9. C) -10. D) -5.
Answer: D
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

44) If the tax multiplier is -9 and taxes are reduced by $100 billion, output

A) falls by $100 billion. B) falls by $900 billion.

C) increases by $900 billion. D) increases by $100 billion.
Answer: C
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

45) If the tax multiplier is -12 and taxes are increased by $6 billion, output

A) falls by $2 billion. B) falls by $72 billion.

C) increases by $2 billion. D) increases by $72 billion.
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 9.5 below to answer the questions that follow.
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46) Refer to Figure 9.5. Which of the following equations best represents the aggregate
expenditure function?

A) AE=1,600 + .4Y. B) AE =400+ .75Y.
C) AE=1,200 + .8Y. D) AE=1,000 + .5Y.
Answer: B
Diff: 3

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

47) Refer to Figure 9.5. At aggregate output of $2,400 billion, unplanned inventories equal

$  billion.

A) 200 B) 800 C) -800 D) -400
Answer: A
Diff: 3

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

48) Refer to Figure 9.5. The government spending multiplier equals and the tax
multiplier equals .
A)25;-15 B) 4; -3 C)5 -4 D)9; -8
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

49) Refer to Figure 9.5. If the economy is in equilibrium and the government increases spending

by $100 billion, equilibrium aggregate expenditures increase to $ billion.

A) 1,700 B) 1,800 C) 2,000 D) 2,400
Answer: C
Diff 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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50) Refer to Figure 9.5. If the economy is in equilibrium and the government decreases spending

by $200 billion, equilibrium aggregate output decreases to $ billion.

A) 1,400 B) 1,200 C) 1,000 D) 800
Answer: D
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

51) Refer to Figure 9.5. If the economy is in equilibrium and the government increases taxes by $50

billion, equilibrium aggregate output to$ billion.
A) increases; 2,000 B) decreases; 1,550
C) decreases; 1,450 D) decreases; 1,400
Answer: C
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

52) Refer to Figure 9.5. If the economy is in equilibrium and the government increases spending
by $100 billion and increases taxes by $100 billion, equilibrium aggregate output

A) does not change. B) increases by $100 billion.

C) increases by less than $100 billion. D) increases by more than $100 billion.
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

53) If the government spending multiplier is 10, then the tax multiplier

A)is -5.
B) is -4.
C) is -9.
D) cannot be determined because the MPS is not given.

Answer: C

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects

Skill: Conceptual

AACSB: Reflective Thinking

54) If the tax multiplier is -8.42, then the government purchases multiplier
A)is 8.42.
B) is 9.42.
C) is 1.58.
D) cannot be determined because the MPS is not given.

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual

AACSB: Reflective Thinking
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55) If government spending is increased by $300, taxes are reduced by $300, and the MPS is .5,
equilibrium output will change by
A) $300.
B) $0.
C) $900.
D) an amount that cannot be determined from this information.
Answer: C
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

56) If government purchases are increased by $100, taxes are reduced by $100, and the MPC is .8,
equilibrium output will change by
A) -$400.
B) $1,800.
C) $900.
D) an amount that cannot be determined from this information.

Answer: C

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

57) If government spending is increased by $550 and taxes are increased by $550, the equilibrium
level of income will

A) decrease by $550. B) not change.

C) increase by $550. D) increase by $1,100.
Answer: C
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

58) If government purchases are decreased by $800 and taxes are decreased by $800, the
equilibrium level of income will

A) decrease by $800. B) increase by $800.
C) not change. D) decrease by $1600.
Answer: A
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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59) Assume that the MPC is .75. If government spending increases by $400, equilibrium output
; and if taxes increase by $400, equilibrium output .

A) increases by $1,600; decreases by $1,600 B) increases by $1,600; decreases by $1,200
C) increases by $1,200; decreases by $1,600 D) increases by $400; decreases by $400
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

60) Assume that the MPC is .9. If government purchases increase by $100, equilibrium output
; and if taxes increase by $100, equilibrium output .

A) increases by $1,000; decreases by $1,000 B) increases by $900; decreases by $1,000
C) increases by $1,000; decreases by $900 D) increases by $400; decreases by $400
Answer: C
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills

61) You are hired by the Council of Economic Advisors (CEA) as an economic consultant. The
Chairperson of the CEA tells you that she believes the current unemployment rate is too high.
The unemployment rate can be reduced if aggregate output increases. She wants to know
what policy to pursue to increase aggregate output by $300 billion. The best estimate she has
for the MPC is .8. Which of the following policies should you recommend?

A) Increase government purchases by $60 billion.

B) Increase government purchases by $150 billion.

C) Cut taxes by $60 billion.

D) Cut taxes by $60 billion and to increase government purchases by $60 billion.

Answer: A

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

62) You are hired by the Bureau of Economic Analogies (BEA) as an economic consultant. The
Chairperson of the BEA tells you that he believes the current unemployment rate is too low.
The unemployment rate can be increased if aggregate output decreases. He wants to know
what policy to pursue to decrease aggregate output by $100 billion. The best estimate he has
for the MPC is .9. Which of the following policies should you recommend?

A) Decrease government spending by $10 billion.
B) Decrease government spending by $100 billion.
C) Increase taxes by $100 billion.
D) Cut taxes by $60 billion and to increase government spending by $60 billion.
Answer: A
Diff: 2
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic
AACSB: Analytic Skills
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63) You are hired by the Council of Economic Advisors (CEA) as an economic consultant. The
chairperson of the CEA tells you that she believes the current unemployment rate is too high.
The unemployment rate can be reduced if aggregate output increases. She wants to know
what policy to pursue to increase aggregate output by $300 billion. The best estimate she has
for the MPC is .8. Which of the following policies should you recommend?

A) Increase government purchases by $75 billion.

B) Reduce taxes by $75 billion.

C) Reduce taxes by $75 billion and to increase government purchases by $75 billion.
D) Reduce the budget deficit by $300 billion.

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

64) You are hired by the Bureau of Economic Analogies (BEA) as an economic consultant. The
chairperson of the BEA tells you that he believes the current unemployment rate is too high.
The unemployment rate can be reduced if aggregate output increases. He wants to know what
policy to pursue to increase aggregate output by $500 billion. The best estimate he has for the
MPC is .7. Which of the following policies should you recommend?

A) Decrease government spending by $75 billion.

B) Reduce taxes by $214.3 billion.

C) Reduce taxes by $314.3 billion and to decrease government spending by $500 billion.
D) Reduce the budget deficit by $300 billion.

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

65) You are hired by the Council of Economic Advisors (CEA) as an economic consultant. The
chairperson of the CEA tells you that she believes the current unemployment rate is too high.
The unemployment rate can be reduced if aggregate output increases. She wants to know
what policy to pursue to increase aggregate output by $300 billion. The best estimate she has
for the MPC is .8. Which of the following policies should you recommend?

A) Increase government spending by $300 billion and reduce taxes by $300 billion.
B) Reduce government spending by $300 billion and increase taxes by $300 billion.
C) Increase both government spending and taxes by $300 billion.

D) Decrease both government spending and taxes by $300 billion.

Answer: C

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills
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66) You are hired by the Bureau of Economic Analogies (BEA) as an economic consultant. The
chairperson of the BEA tells you that he believes the current unemployment rate is too high.
The unemployment rate can be reduced if aggregate output increases. He wants to know what
policy to pursue to increase aggregate output by $500 billion. The best estimate he has for the
MPC is .75. Which of the following policies should you recommend?

A) Reduce government spending by $500 billion and reduce taxes by $500 billion.
B) Increase both government spending and taxes by $500 billion.

C) Increase government spending by $500 billion and reduce taxes by $500 billion.
D) none of the above

Answer: B

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Analytic

AACSB: Analytic Skills

67) As the size of the MPC increases, the value of the balanced-budget multiplier

A) increases. B) decreases.

C) remains constant. D) could either increase or decrease.
Answer: C
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual
AACSB: Reflective Thinking

68) Suppose that in the beginning of 2007 the federal debt was $9 trillion. During 2007, the
government balanced its budget. At the end of 2007, the federal debt

A) increased. B) stayed the same.
C) decreased. D) was eliminated.
Answer: B
Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) If autonomous spending increases, the aggregate expenditure function becomes steeper.
Answer: FALSE
Diff: 1
Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual
AACSB: Reflective Thinking

2) If the government increases taxes by $4 billion and increases spending by $4 billion,
equilibrium output increases by $4 billion.

Answer: TRUE

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual

AACSB: Reflective Thinking
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3) A tax cut of $12 billion will have less effect on the economy than an increase in government

purchases of $12 billion.

Answer: TRUE

Diff: 2

Topic: Fiscal Policy at Work: Multiplier Effects
Skill: Conceptual

AACSB: Reflective Thinking

9.3 The Federal Budget

1 Multiple Choice

1) The total amount owed by the federal government to the public is the

A) federal budget deficit.
C) net tax revenue.

Answer: B

Diff: 1

Topic: The Federal Budget
Skill: Definition

B) federal debt.
D) fiscal drag.

2) What is the largest expenditure source in the government's budget?

A) consumption
C) net interest payments

Answer: B

Diff: 1

Topic: The Federal Budget
Skill: Fact

B) transfer payments
D) net subsidies

3) What is the largest source of revenue in the government's budget?

A) social insurance
C) corporate taxes

Answer: D

Diff: 1

Topic: The Federal Budget
Skill: Fact

4) A government's debt is reduced when it
A) balances is budget.
Q) runs a deficit.

Answer: D

Diff: 2

Topic: The Federal Budget
Skill: Conceptual

AACSB: Reflective Thinking
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B) indirect business taxes
D) personal taxes

B) sells more bonds.
D) runs a surplus.



5) When a government runs a deficit
A) its debt increases.
Q) its debt decreases.

Answer: A

Diff: 1

Topic: The Federal Budget
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

B) it must raise taxes
D) it must cut spending.

1) The amount the government owes to the public is the deficit.

Answer: FALSE

Diff: 1

Topic: The Federal Budget
Skill: Definition

2) If tax receipts are less than government expenditures the government is running a deficit.

Answer: TRUE

Diff: 1

Topic: The Federal Budget
Skill: Conceptual

AACSB: Reflective Thinking

3) If the government runs a deficit, then the government debt increases.

Answer: TRUE

Diff: 2

Topic: The Federal Budget
Skill: Conceptual

AACSB: Reflective Thinking

4) Defense spending is the largest part of the U.S. government spending.

Answer: FALSE

Diff: 2

Topic: The Federal Budget
Skill: Fact

5) The government budget is balanced when tax receipts equal government spending.

Answer: TRUE

Diff: 1

Topic: The Federal Budget
Skill: Conceptual

AACSB: Reflective Thinking
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9.4 The Economy's Influence on the Government Budget

1 Multiple Choice

1) Which of the following is a CORRECT sequence of events during a recession?
A) unemployment falls, income falls, tax revenue falls, unemployment benefits rise, and the
budget deficit rises

B) unemployment rises, income falls, tax revenue falls, unemployment benefits rise, and the
budget deficit rises

C) unemployment rises, income falls, tax revenue rises, unemployment benefits fall, and the
budget deficit falls

D) unemployment rises, income rises, tax revenue rises, unemployment benefits rise, and
the budget deficit rises

Answer: B

Diff: 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Analytic

AACSB: Analytic Skills

2) Which of the following is a CORRECT sequence of events during an expansion?
A) unemployment falls, income falls, tax revenue falls, unemployment benefits rise, and the
budget deficit falls

B) unemployment rises, income falls, tax revenue falls, unemployment benefits rise, and the
budget deficit rises

C) unemployment rises, income falls, tax revenue rises, unemployment benefits fall, and the
budget deficit falls

D) unemployment falls, income rises, tax revenue rises, unemployment benefits fall, and the
budget deficit falls

Answer: D

Diff: 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Analytic

AACSB: Analytic Skills

3) The presence of automatic stabilizers means that the federal deficit is than it
otherwise would be in a recession and than it otherwise would be in an expansion.
A) larger; smaller B) smaller; larger
C) smaller; smaller D) larger; larger
Answer: A
Diff 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual
AACSB: Reflective Thinking

4) During a recession, automatic stabilizers cause the federal deficit to

A) decrease. B) either increase or decrease.
C) remain unchanged. D) increase.

Answer: D

Diff: 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual

AACSB: Reflective Thinking
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5) An example of an automatic stabilizer is
A) the food stamp program.
B) changing the tax laws to increase the marginal tax rates.
C) the indexation of social security benefits to the consumer price index.
D) the interest the government pays on loans.

Answer: A

Diff: 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual

AACSB: Reflective Thinking

6) If the economy is in a recession, the full-employment deficit is the actual deficit.
A) larger than B) equal to
C) smaller than D) equal to or larger than
Answer: C
Diff: 1

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual
AACSB: Reflective Thinking

7) If the economy's full-employment output is $6 trillion, actual output is $3.5 trillion, and the
budget deficit is $20 billion, the deficit in this case is known as a

A) natural employment deficit. B) cyclical deficit.
Q) structural deficit. D) debt deficit.
Answer: B
Diff 1

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual
AACSB: Reflective Thinking

8) If the economy's full-employment output is $9 trillion, actual output is $9 trillion, and the
budget deficit is $20 billion, the deficit in this case is known as a

A) natural employment deficit. B) cyclical deficit.
C) structural deficit. D) fiscal deficit.
Answer: C
Diff 1

Topic: The Economy's Influence on the Government Budget
Skill: Conceptual
AACSB: Reflective Thinking

9) Assume that in the United States the actual deficit is $300 billion. If the United States were at

full employment, the deficit would be $100 billion. The structural deficit in the United States is
A) $100 billion. B) $200 billion. C) $300 billion. D) $400 billion.

Answer: A
Diff: 1
Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual
AACSB: Reflective Thinking
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10) Assume that in the Atlantis the actual deficit is $200 billion. If the Atlantis were at full
employment, the deficit would be $50 billion. The structural deficit in the Atlantis is
A) $100 billion. B) $200 billion. C) $50 billion. D) $150 billion.
Answer: C
Diff: 1
Topic: The Economy'’s Influence on the Government Budget

Skill: Conceptual
AACSB: Reflective Thinking

11) In which case will the government collect more tax revenue?
A) 40% tax rate and $40,000 average income
B) 90% tax rate and $10,000 average income
C) 20% tax rate and $90,000 average income
D) 4% tax rate and $80,000 average income

Answer: C

Diff: 1

Topic: The Economy'’s Influence on the Government Budget
Skill: Analytic

AACSB: Analytic Skills

12) If taxes are a function of income, then the AE function is
A) flatter than if taxes are a lump-sum amount.
B) steeper than if taxes are a lump-sum amount.
C) vertical.
D) downward sloping.

Answer: A

Diff: 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual

AACSB: Reflective Thinking

13) Related to the Economics in Practice on p. 174 [486]: The value of the rebate checks issued by the
government in 2008 will impact the economy and be affected by the

A) government spending multiplier. B) tax multiplier.

C) money multiplier. D) balanced-budget multiplier.
Answer: B
Diff 1

Topic: The Economy'’s Influence on the Government Budget: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

14) Related to the Economics in Practice on p. 174 [486]: As a direct stimulus for the economy, tax

rebates will generally have increasing government spending.

A) a greater impact than B) a smaller impact than

C) an equal impact to D) no impact, as opposed to
Answer: B
Diff: 2

Topic: The Economy’s Influence on the Government Budget: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking
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2 True/False

1) During recessions, automatic stabilizers work to reduce government expenditures and

increase government revenues.

Answer: FALSE

Diff: 2

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual

AACSB: Reflective Thinking

2) The structural deficit is the deficit at full employment.
Answer: TRUE
Diff: 1
Topic: The Economy'’s Influence on the Government Budget
Skill: Definition

3) In an expansion the U.S. federal government deficit automatically grows.

Answer: FALSE

Diff: 1

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual

AACSB: Reflective Thinking

4) Automatic stabilizers include those elements of government spending that automatically grow

during a recession.

Answer: TRUE

Diff: 1

Topic: The Economy'’s Influence on the Government Budget
Skill: Conceptual

AACSB: Reflective Thinking

9.5 Appendix A: Deriving the Fiscal Policy Multipliers

1 Multiple Choice

1) The formula for the government spending multiplier is

A) 1/(1 + MPC). B) 1/MPS. C) 1/MPC.

Answer: B

Diff: 1

Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Definition

2) If the MPS is 0.2, the tax multiplier is
A) -4. B) -1.11. C) -9.
Answer: A
Diff: 1
Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Analytic
AACSB: Analytic Skills
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3) If the MPS is 0.1, the government spending multiplier is
A) 10. B) 1.11. Q) 5.

Answer: A

Diff: 1

Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Analytic

AACSB: Analytic Skills

4) The formula for the tax multiplier is
A) -(MPS/MPC). B) MPS/MPC. C) -(MPC/MPS).
Answer: C
Diff: 1
Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Definition

5) If the MPC is 0.9, the tax multiplier is
A)-9. B) -10. C) -1.10.
Answer: A
Diff: 1
Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Analytic
AACSB: Analytic Skills

6) The balanced-budget multiplier

D) -1/MPS.

A) equals 0. B) is greater than 0 but less than 1.

C) is greater than 1. D) equals 1.
Answer: D
Diff: 1
Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Definition

2 True/False

1) As the MPC decreases, the government spending multiplier increases.
Answer: FALSE
Diff: 1
Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Conceptual
AACSB: Reflective Thinking

2) The balanced-budget multiplier works whenever the government increases spending and

increases taxes by the same amount.

Answer: TRUE

Diff: 1

Topic: Appendix A: Deriving the Fiscal Policy Multipliers
Skill: Conceptual

AACSB: Reflective Thinking
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9.6 Appendix B: The Case in Which Tax Revenues Depend on Income

1 Multiple Choice

1) Assume that taxes depend on income. The MPC is 0.8 and ¢ is 0.25. The government spending
multiplier is
A) 1.67. B) 2.5. Q) 5. D) 10.
Answer: B
Diff: 2
Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills

2) Assume that taxes depend on income. The MPC is 0.9 and t is 0.3. The government spending
multiplier is
A) 10. B)2.7. C) 1.17. D) 1.42.
Answer: B
Diff: 2
Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills

3) Assume that taxes depend on income. The MPC is 0.5 and tis 0.2. If government spending
increases by $10 billion, the equilibrium level of output will increase by
A) $16.7 billion. B) $25 billion. C) $50 billion. D) $100 billion.
Answer: A
Diff: 2
Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills

4) Assume that taxes depend on income. The MPC is 0.8 and t is 0.4. If government purchases
increase by $100 billion, the equilibrium level of output will increase by

A) $16.7 billion. B) $215.9 billion.
C) $57.5 billion. D) $192.31 billion.
Answer: D
Diff: 2

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills

5) If taxes depend on income and the MPC is 0.6 and tis 0.3, the tax multiplier is
A)-1.72. B) -1.03. C) -2.0. D) -2.24.
Answer: B
Diff: 1
Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills
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6) Assume that taxes depend on income and the MPC is 0.6 and ¢ is 0.3. An increase in taxes of

$10 billion will decrease equilibrium income by
A) $17.2 billion. B) $10.3 billion. C) $20.0 billion.

Answer: B

Diff: 2

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic

AACSB: Analytic Skills

D) $22.4 billion.

7) If taxes depend on income, then the magnitude of the government spending multiplier

it would be if taxes were a lump-sum amount.
A) could be either larger than or smaller than
B) is larger than
C) is equal to what
D) is smaller than

Answer: D

Diff: 2

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Conceptual

AACSB: Reflective Thinking

8) If taxes depend on income, then the absolute value of the tax multiplier
taxes were a lump-sum amount.
A) could be either larger than or smaller than
B) is larger than
C) is equal to what
D) is smaller than

Answer: D

Diff: 2

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Conceptual

AACSB: Reflective Thinking

9) As the tax rate increases, the government spending multiplier
A) increases.
B) decreases.
C) does not change.
D) could either increase or decrease depending on the value of the MPC.

Answer: B

Diff: 1

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Conceptual

AACSB: Reflective Thinking

276

it would be if



10) As the tax rate increases, the absolute value of the tax multiplier
A) increases.
B) decreases.
C) does not change.
D) could either increase or decrease depending on the value of the MPC.

Answer: B

Diff: 2

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) When taxes depend on income, a higher tax rate implies a higher government spending
multiplier.

Answer: FALSE

Diff: 1

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Conceptual

AACSB: Reflective Thinking

2) When the MPC is 0.8 and t is 0.4, then the government spending multiplier is about -1.54.
Answer: FALSE
Diff: 2
Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills

3) If the MPS is 0.25 and t is 0.4, then the tax multiplier is about -2.96.
Answer: FALSE
Diff: 3
Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic
AACSB: Analytic Skills

4) If the MPS is 0.4 and t is 0.3, then the tax multiplier is about -1.03.

Answer: TRUE

Diff: 3

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Analytic

AACSB: Analytic Skills

5) When the tax rate increases, the absolute value of the tax multiplier falls.

Answer: TRUE

Diff: 1

Topic: Appendix B: The Case in Which Tax Revenues Depend on Income
Skill: Conceptual

AACSB: Reflective Thinking
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Chapter 10 The Money Supply and
the Federal Reserve System

10.1 An Overview of Money
1 Multiple Choice

1) Money is
A) the same as income.
B) anything that is generally accepted as a medium of exchange.
C) the value of all coins and currency in circulation at any time.
D) backed by gold in Fort Knox.

Answer: B

Diff: 1

Topic: An Overview of Money
Skill: Definition

2) Any transaction that involves exchanging one good for another without using money is
considered a

A) liquidity transaction. B) barter transaction.

C) deferred payment. D) black market exchange.
Answer: B
Diff 1

Topic: An Overview of Money
Skill: Definition

3) Jacob makes excellent tamales and Amanda is very good at mowing lawns. Amanda agrees to
mow Jacob's lawn, if he makes her a dozen tamales. This is an example of

A) legal tender. B) barter.

C) commodity money. D) fiat money.
Answer: B
Diff: 2

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

4) Which of the following factors causes the barter system to be inefficient?

A) Its cost of transaction is too low.
B) The cost associated with information search is too low.
C) It requires a double coincidence of wants.
D) It requires high liquidity.

Answer: C

Diff: 2

Topic: An Overview of Money

Skill: Conceptual

AACSB: Reflective Thinking
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5) Josie wants to trade swimming lessons for cooking lessons. Maria wants to trade cooking
lessons for swimming lessons. Josie and Maria have

A) the basis for a liquidity exchange. B) a double incidence of demand.
C) the basis for a double fiat exchange. D) a double coincidence of wants.
Answer: D
Diff: 2

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

6) The development of money as a medium of exchange has facilitated the expansion of trade
because
A) holding money increases people's wealth.
B) holding money increases people's income.
C) money eliminates the "double coincidence of wants" problem.
D) no other mediums of exchange are available.

Answer: C

Diff: 2

Topic: An Overview of Money
Skill: Conceptual

AACSB: Reflective Thinking

7) When money is used as a medium of exchange
A) the need for a barter system diminishes.
B) the cost of transactions increases.
C) the need for a banking system in the economy decreases.
D) it reduces the number of transactions in the economy.

Answer: A

Diff: 2

Topic: An Overview of Money
Skill: Conceptual

AACSB: Reflective Thinking

8) Betty won $500 in a poker tournament. She deposits her $500 winnings into a money market
fund so that she can use the money next year to help her pay for a trip to Las Vegas. This is an
example of money serving as a(n)

A) unit of account. B) medium of exchange.
C) store of value. D) investment good.
Answer: C
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

9) When you pay $8 for salad you ordered for lunch, you are using money as a(n)

A) store of value. B) investment good.
C) medium of exchange. D) unit of account.
Answer: C
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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10) Veronica received a federal income tax rebate check of $600 in May 2008. Veronica put this
money in a saving account so that she could spend it when she went on vacation in July 2008.
This is an example of money serving as a(n)

A) store of value. B) medium of exchange.
C) unit of account. D) investment good.
Answer: A
Diff 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

11) When you keep your savings in a saving account, you are using money as a(n)

A) investment good. B) store of value.
C) medium of exchange. D) unit of account.
Answer: B
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

12) The main disadvantage of using money as a store of value is that
A) money is not portable.
B) it requires a double coincidence of wants.
C) currency is intrinsically worthless.
D) the value of money actually falls when the prices of goods and services rise.
Answer: D
Diff: 1
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

13) The liquidity property of money is the property that makes money
A) a good medium of exchange and a good unit of account.
B) a good store of value and a good unit of account.
C) a good medium of exchange and a good store of value.
D) a good store of value and a good standard of deferred payment.
Answer: C
Diff 1
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

14) When the manager of a department store attaches price tags to his/her products, he/she is
using money as a

A) medium of exchange. B) store of value.
C) unit of transfer. D) unit of account.
Answer: D
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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15) Circuit City, a retailer of electronics, has 2,000 different products in inventory. Circuit City
reports its inventory is worth $12 million. This is an example of using money as a

A) medium of exchange. B) unit of account.
C) standard of deferred payment. D) store of value.
Answer: B
Diff 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

16) Denny's lists the price of a Grand Slam Breakfast at $4.99 a plate. Listing the price on the menu
is an example of money serving as a(n)

A) store of value. B) unit of account.
C) medium of exchange. D) investment good.
Answer: B
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

17) When Mexico experiences a period of high inflation and Mexicans lose confidence in their peso
as a store of value, which of the following would be most likely to occur?
A) The demand for pesos would increase.
B) The buying power of the peso would increase.
C) The value of foreign currencies would depreciate relative to the peso.
D) Mexicans would use a different currency as a medium of exchange.

Answer: D

Diff: 2

Topic: An Overview of Money
Skill: Analytic

AACSB: Analytic Skills

18) A currency that is not backed by gold, silver, or any other precious commodity equal to the
face value of the money is known as

A) fake money. B) weak money.

C) token money. D) commodity money.
Answer: C
Diff 1

Topic: An Overview of Money
Skill: Definition

19) After World War II, cigarettes were used as money in Germany. This is an example of

A) fiat money. B) legal money.

C) token money. D) commodity money.
Answer: D
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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20) The U.S. dollar is an example of fiat money because
A) it is the strongest currency in the world.
B) it is the most widely used currency in international trade.
C) it is backed by a large reserve of gold and silver.
D) by law, it is decreed as money.

Answer: D

Diff: 1

Topic: An Overview of Money
Skill: Conceptual

AACSB: Reflective Thinking

21) Which of the following is an example of fiat money?

A) cigarettes B) an ounce of gold
C) a U.S. one-hundred dollar bill D) a government bond
Answer: C
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

22) Money that a government has required to be accepted in settlement of debts is

A) fiat money. B) commodity money.
C) barter money. D) legal tender.
Answer: D
Diff 1

Topic: An Overview of Money
Skill: Definition

23) To ensure that paper money will be accepted, the U.S. government implicitly promises the
public that

A) it will not print money so fast that it loses its value.
B) it will not change the rate at which the dollar is exchanged for other currencies.
C) it will always remain the strongest currency of all industrialized nations.
D) the U.S. monetary system will always be backed by a precious metal.
Answer: A
Diff 2
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

24) Currency debasement occurs when
A) the value of money falls as a result of a rapid increase in its supply.

B) the government requires that a certain form of money must be accepted in settlement of
debts.

C) items are designated as money that are intrinsically worthless.
D) items are used as money that also have intrinsic value in some other use.
Answer: A
Diff: 2
Topic: An Overview of Money
Skill: Definition
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25) Assume that in the country of Salmon, the government tripled the money supply overnight.
As a result of this action, the price of a loaf of bread increased from 1 bill to 100 bills. This is an
example of

A) a change in the legal tender.

B) a change from commodity money to fiat money.
C) currency debasement.

D) deflation.

Answer: C

Diff: 2

Topic: An Overview of Money
Skill: Conceptual

AACSB: Reflective Thinking

26) Currency held outside banks + demand deposits + travelers checks + other checkable deposits

A) M3. B) M2 - M1. C) M3 - M1. D) M1.
Answer: D
Diff: 2
Topic: An Overview of Money
Skill: Definition

27) Transaction money is
A) M1. B) M. C) M3. D) M4.

Answer: A

Diff: 1

Topic: An Overview of Money
Skill: Conceptual

AACSB: Reflective Thinking

28) Traveler's checks are

A) not money. B) included in M1 and M>.
C) not included in M2. D) not included in M1.
Answer: B
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

29) Which of the following is included in M2, but not included in M1?

A) currency held outside banks B) travelers checks
C) demand deposits D) savings accounts
Answer: D
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

283



30) Jaime transfers $2,500 from his checking account to his savings account. This transaction will

A) decrease both M1 and M2. B) not change M1 and decrease M3.
C) decrease M1 and not change M). D) increase both M1 and M>.
Answer: C
Diff: 2

Topic: An Overview of Money
Skill: Analytic
AACSB: Analytic Skills

31) Ruby transfers $700 from her saving account to her checking account. This transaction will

A) increase M1 and not change M. B) not change M1 and decrease M?.
C) increase both M1 and M>. D) decrease both M1 and M>.
Answer: A
Diff: 2

Topic: An Overview of Money
Skill: Analytic
AACSB: Analytic Skills

32) Teddy transfers $175 from his money market fund to his checking account. This transaction

will
A) decrease M2 and increase M1. B) increase M1, but leave M2 unchanged.
C) decrease M1 and increase M?. D) decrease both M1 and M».

Answer: B

Diff: 2

Topic: An Overview of Money
Skill: Analytic
AACSB: Analytic Skills

33) Which of the following would NOT be counted as part of M1?

A) demand deposits B) traveler's check
C) money market accounts D) currency
Answer: C
Diff 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

34) Saving account balances are included in

A) M1. B) M>.

C) neither M1 nor M?. D) both M1 and M>.
Answer: B
Diff 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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35) Which of the following would NOT be included in M2?

A) demand deposits B) money market accounts
C) checking accounts D) Treasury bonds
Answer: D
Diff 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

36) Included in M2 are

A) bank loans. B) credit cards.

C) bank capital. D) demand deposits.
Answer: D
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

37) Which of the following would NOT be included in M1?

A) demand deposits B) money market accounts
C) checking accounts D) traveler's checks
Answer: B
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

38) Currency held outside banks is included in

A) both M1 and M>. B) M2 only.

C) M1 only. D) neither M1 nor M2.
Answer: A
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

39) Close substitutes for transactions money are known as

A) fiat monies. B) near monies.
C) commodity monies. D) token monies.
Answer: B
Diff 1

Topic: An Overview of Money
Skill: Definition

40) Which of the following is the best example of a near money?

A) a valuable painting B) a dollar bill

C) a Treasury bond D) a money market account
Answer: D
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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41) An equation for M1 is

A) M2 + Savings Accounts - Currency Held Outside Banks + Other Near Monies.
B) M2 - Savings Accounts - Money Market Accounts - Other Near Monies.
C) Money Market Accounts + Automatic-transfer Savings Accounts.
D) M2 + Near Monies.
Answer: B
Diff: 2
Topic: An Overview of Money
Skill: Definition

42) The main advantage of using M instead of M1 as the measure for money is that

A) M2 can be measured more accurately.
B) M2 includes only instantly accessible assets.
C) M2 is sometimes more stable.
D) M2 varies as the interest rate varies.

Answer: C

Diff: 2

Topic: An Overview of Money

Skill: Conceptual
AACSB: Reflective Thinking

43) Commercial banks
A) implement monetary policy.
B) are nonprofit organizations that lend and borrow funds.
C) are financial intermediaries that lend funds and accept deposits.
D) hold reserves against bank capital.

Answer: C

Diff: 1

Topic: An Overview of Money
Skill: Definition

44) Among the assets of a commercial bank are

A) loans. B) demand deposits.
C) savings deposits. D) time deposits.
Answer: A
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

45) Among the liabilities of commercial banks are

A) loans. B) demand deposits.

C) reserves. D) government securities.
Answer: B
Diff: 1

Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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46) Net worth is

A) assets - liabilities. B) assets + capital.
C) assets - capital. D) assets + liabilities.
Answer: A
Diff 1

Topic: An Overview of Money
Skill: Definition

47) Related to the Economics in Practice on p. 183 [495]: In the Solomon Islands, dolphin teeth are
used as currency. In this instance, dolphin teeth would be considered

A) fiat money. B) token money.
C) commodity money. D) legal tender.
Answer: C
Diff: 1

Topic: An Overview of Money: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

48) Related to the Economics in Practice on p. 183 [495]: In the Solomon Islands, dolphin teeth are
used as currency. Using dolphin teeth to make a purchase would be using the teeth as a(n)

A) medium of exchange. B) store of value.
C) unit of account. D) legal tender.
Answer: A
Diff 1

Topic: An Overview of Money: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) When you use money to fill your car with gas every week, you are using money as a unit of
account.
Answer: FALSE
Diff 1
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

2) Money is anything that generally is accepted as a medium of exchange.
Answer: TRUE
Diff: 1
Topic: An Overview of Money
Skill: Definition

3) In an economy that uses fiat money, there is no need for double coincidence of wants.
Answer: TRUE
Diff 1
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking
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4) When you take $100 from your saving account and deposit it in your checking account, M2
decreases.

Answer: FALSE

Diff: 2

Topic: An Overview of Money
Skill: Conceptual

AACSB: Reflective Thinking

5) If all banks are loaned up and so will not make further loans, a $1,000 deposit creates $1,000 in
new money.
Answer: FALSE
Diff: 2
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

6) Fiat money is money the government says is money.
Answer: TRUE

Diff: 2
Topic: An Overview of Money
Skill: Definition

7) The M1 definition of money includes money market accounts.
Answer: FALSE
Diff: 2
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

8) The M2 definition of money includes demand deposits.
Answer: TRUE
Diff: 2
Topic: An Overview of Money
Skill: Conceptual
AACSB: Reflective Thinking

10.2 How Banks Create Money

1 Multiple Choice

1) Napoli National Bank has liabilities of $3 million and net worth of $200,000. Napoli National
Bank's assets are
A) $200,000. B) $3 million C) $3.2 million. D) $2.8 million.
Answer: C
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills
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2) Saturn County Savings and Loan has liabilities of $400,000 and net worth of $125,000. Saturn

County Savings and Loan's assets are
A) $525,000. B) $275,000.

Answer: A

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

C) $400,000. D) $125,000.

3) Thompson National Trust has assets of $500,000 and liabilities of $400,000. Thompson

National Trust's net worth is
A) $900,000. B) $400,000.

Answer: C

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

4) A commercial bank lists
A) loans as liabilities.
C) required reserves as liabilities.

Answer: B

Diff: 1

Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

C) $100,000. D) $500,000.

B) deposits as liabilities.
D) excess reserves as liabilities.

5) Things that a firm owns that are worth something are classified as

A) liabilities.
Answer: B
Diff: 1
Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

B) assets.

C) deposits. D) net worth.

6) Which of the following is considered a liability to a bank?

A) time deposits
Q) the bank's loans
Answer: A

Diff: 2
Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking
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7) The central bank of the United States is known as the
A) Federal Reserve System.
B) Federal Deposit Insurance Corporation.
C) Department of the Treasury.
D) Federal Savings and Loan Insurance Corporation.

Answer: A

Diff: 1
Topic: How Banks Create Money
Skill: Fact

8) A loan made by a bank is considered of that bank.
A) a liability B) capital C) net worth D) an asset

Answer: D

Diff: 1

Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

9) A checking deposit in a bank is considered of that bank.
A) an asset B) a liability C) net worth D) capital
Answer: B
Diff 1

Topic: How Banks Create Money
Skill: Conceptual
AACSB: Reflective Thinking

Refer to the information provided in Table 10.1 below to answer the questions that follow.

Table 10.1
First Charter Bank
Assets Liabilities
Reserves — $800 Deposits
Loans — $400 Net Worth
Total — $1,200 Total

10) Refer to Table 10.1. The required reserve ratio is 25%. If the First Charter Bank is meeting its
reserve requirement and has no excess reserves, its reserves equal
A) $100. B) $200. C) $600. D) $300.

Answer: B

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills
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11) Refer to Table 10.1. The required reserve ratio is 25%. If the First Charter Bank is meeting its
reserve requirement and has no excess reserves, its loans equal
A) $900. B) $1,000. C) $600. D) $1,800.
Answer: B
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

12) Refer to Table 10.1. First Charter Bank's total assets are
A) $1,200. B) $400. C) $800. D) $2,400
Answer: A
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Table 10.2 below to answer the questions that follow.

Table 10.2
First Commercial Bank
Assets Liabilities + Net Worth

Reserves: $800,000 $2 million  Deposits

Required  $200,000 $500,000 Net Worth

Excess -
Loans -
Total $2.5 million $2.5 million _ Total

13) Refer to Table 10.2. First Commercial Bank's excess reserves equal $ .
A) 600,000 B) 1,000,000 C) 200,000 D) 1,500,000
Answer: A
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

14) Refer to Table 10.2. The required reserve ratio
A) is 5%.
B) is 10%.
C) is 20%.
D) cannot be determined from the given information.

Answer: B

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills
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15) Refer to Table 10.2. First Commercial Bank's total loans equal $

A) 1,000,000 B) 5,000,000 C) 2,500,000

Answer: D

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

D) 1,700,000.

Refer to the information provided in Table 10.3 below to answer the questions that follow.

Table 10.3
People's Bank
Assets Liabilities + Net Worth

Reserves: $300,000 $500,000 Deposits

Required  $100,000 — Net Worth

Excess —
Loans —
Total $800,000 $800,000 Total

16) Refer to Table 10.3. The net worth of People's Bank is $

A) 1,000,000 B) 200,000 C) 800,000

Answer: D

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

17) Refer to Table 10.3. The required reserve ratio is
A) 25%. B) 20%. C) 50%.
Answer: B
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

18) Refer to Table 10.3. People's Bank excess reserves are $

A) 200,000 B) 100,000 C) 300,000

Answer: A

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

19) Refer to Table 10.3. Total loans of People's Bank equal $

A) 100,000 B) 400,000 C) 500,000

Answer: C

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills
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20) Crescent City Bank has $200 million in deposits. Crescent City Bank is meeting its reserve
requirement and has no excess reserves. It has $40 million in reserves. Crescent City Bank faces
a required reserve ratio of
A) 5%. B) 4%. C) 20%. D) 25%.
Answer: C
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

21) Narnia National Bank has $750 million in deposits. The required reserve ratio is 30%. Narnia

National Bank must keep in reserves.

A) $125 million B) $150 million C) $225 million D) $250 million
Answer: C
Diff: 2

Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

22) Neon Bank has $300 million in deposits. The required reserve ratio is 25%. Neon Bank must

keep in reserves.

A) $275 million B) $145 million C) $75 million D) $120 million
Answer: C
Diff: 2

Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

23) The Intracoastal Bank has $5 million in deposits and $500,000 in reserves. If the required
reserve ratio is 5%, excess reserves are equal to
A) $125,000. B) $500,000. C) zero. D) $250,000.

Answer: D

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

24) The Bank of Arugula has $9 million in deposits and $900,000 in reserves. If the required
reserve ratio is 10%, excess reserves are equal to
A) $90,000. B) $180,000. C) $81,000. D) zero.
Answer: D
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills
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25) The Bank of Red Oak has $2 million in deposits and $400,000 in reserves. If excess reserves are
equal to $100,000, the required reserve ratio is
A) 15%. B) 10%. C) 20%. D) 5%.
Answer: A
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Table 10.4 below to answer the questions that follow .

Table 10.4
First Charter Bank
Assets Liabilities
Reserves $1.2 million $8 million  Deposits
Loans $6.8 million
Total $8 million $8 million  Total

26) Refer to Table 10.4. If the required reserve ratio is 15%, First Charter Bank
A) is loaned up.
B) has too few reserves on hand.
C) is meeting its required reserve ratio and has $200,000 in excess reserves.
D) has excess reserves of $100,000.

Answer: A

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

27) Refer to Table 10.4. First Charter Bank could make additional, first round loans of $400,000 if
the required reserve ratio were
A) 10%. B) 8%. C) 7.5%. D) 12%.
Answer: A
Diff: 3
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

28) Refer to Table 10.4. If the required reserve ratio were changed to 5% and First Charter Bank
continues to hold $1,200,000 in reserves, its excess reserves will be
A) $600,000. B) $1,000,000. C) $800,000. D) $400,000.

Answer: C

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills
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29) Dollar Bank is currently loaned up. If the required reserve ratio is lowered,

A) Dollar Bank's net worth will increase.
B) Dollar Bank will have excess reserves that it can lend out.
C) Dollar Bank will still be loaned up because it did not receive any additional deposits.
D) Dollar Bank's actual reserves will increase, but it will still be loaned up.

Answer: B

Diff: 2

Topic: How Banks Create Money

Skill: Analytic

AACSB: Analytic Skills

30) When a bank has no excess reserves, and thus can make no more loans, it is said to be

A) bankrupt. B) ripe for a takeover.
C) in receivership. D) loaned up.
Answer: D
Diff: 1

Topic: How Banks Create Money
Skill: Conceptual

31) Commercial banks create money through
A) printing treasury notes.
B) making loans.
C) facilitating borrowing from the Federal Reserve to the public.
D) reducing risk in the economy.

Answer: B

Diff: 1

Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

32) The multiple by which total deposits can increase for every dollar increase in reserves is the

A) required reserve ratio. B) bank's line of credit.
C) deposit insurance limit. D) money multiplier.
Answer: D
Diff 1

Topic: How Banks Create Money
Skill: Definition

33) Suppose the required reserve ratio is 20%. A $40 million cash deposit will, at most, allow an
expansion of the money supply to
A) $20 million. B) $80 million. C) $200 million. D) $800 million.
Answer: C
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills
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34) Suppose the required reserve ratio is 15%. A $10 million deposit will, at most, allow an
expansion of the money supply to
A) $147.5 million. B) $250 million. C) $150 million. D) $66.7 million.
Answer: D
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

35) The required reserve ratio is 5%. The money multiplier is
A)0.5. B) 5. C) 15. D) 20.

Answer: D

Diff: 1

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

36) The required reserve ratio is 50%. The money multiplier is
A)25. B) 10. Q) 5. D) 2.

Answer: D

Diff: 1

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

37) If the money multiplier is 8, the required reserve ratio is
A) 8%. B) 16%. C) 12.5%. D) 20%.
Answer: C
Diff 1
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

38) Assume that banks become more conservative in their lending policies and start holding some
excess reserves. Compared to a situation in which banks are not holding excess reserves, the
size of the money supply will be

A) zero. B) larger. C) the same. D) smaller.

Answer: D

Diff: 2

Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

39) As commercial banks keep more excess reserves, money creation

A) increases. B) decreases.

C) remains the same. D) could either increase or decrease.
Answer: B
Diff: 2

Topic: How Banks Create Money
Skill: Conceptual
AACSB: Reflective Thinking
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Refer to the information provided in Scenario 10.1 below to answer the questions that follow .

SCENARIO 10.1: The following table shows the changes in deposits, reserves, and loans of 4 banks as a
result of a $100,000 initial deposit in Bank No. 1. Assume all banks are loaned up.

New Deposit  Required Reserve Loans
Bank No. 1 $100,000.00 $5,000.00 $95,000.00
Bank No. 2 $95,000.00 $4,750.00 $90,250.00
Bank No. 3 $90,250.00 $4,512.50 $85,737.00
Bank No. 4 $85, 737.50 $4,286.90 $81,450.63

40) Refer to Scenario 10.1. What is the required reserve ratio?
A) 4% B) 5% C) 8% D) 10%
Answer: B
Diff 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

41) Refer to Scenario 10.1. What is the money multiplier in this economy?
A) 20 B) 10 C) 50 D) 16.67

Answer: A

Diff: 2

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills

42) Refer to Scenario 10.1. Based on the initial $100,000 deposit, the money supply will, at most,
expand to
A) $1 million. B) $2 million. C) $50 million. D) $16.67 million.
Answer: B
Diff: 2
Topic: How Banks Create Money
Skill: Analytic
AACSB: Analytic Skills

43) Refer to Scenario 10.1. If the required reserve ratio were changed to 10%, total loans of Bank
No. 2 will change to
A) 81,000. B) 90,000. C) 85,000. D) 77,440.

Answer: A

Diff: 3

Topic: How Banks Create Money
Skill: Analytic

AACSB: Analytic Skills
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2 True/False

1) Only the required reserve ratio determines how much money the Federal Reserve can create.

Answer: FALSE

Diff: 2

Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

2) Excess reserves in a bank are the difference between required reserves and the bank's total net
worth.

Answer: FALSE

Diff: 1
Topic: How Banks Create Money
Skill: Definition

3) Among the assets of commercial banks are demand deposits.
Answer: FALSE
Diff 1
Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

4) The amount of money banks can loan out is determined by the discount rate.

Answer: FALSE

Diff: 2

Topic: How Banks Create Money
Skill: Conceptual

AACSB: Reflective Thinking

5) Among the liabilities of commercial banks are deposits.
Answer: TRUE
Diff: 2
Topic: How Banks Create Money
Skill: Conceptual
AACSB: Reflective Thinking

6) Since they must lend money to make money, all banks are necessarily insolvent.
Answer: FALSE
Diff: 2
Topic: How Banks Create Money
Skill: Conceptual
AACSB: Reflective Thinking
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10.3 The Federal Reserve System

1 Multiple Choice

1) The Federal Reserve System consists of Federal Reserve Banks.
A)8 B) 10 C) 12 D) 14
Answer: C
Diff: 1
Topic: The Federal Reserve System
Skill: Fact

2) Which of the following activities is one of the responsibilities of the Federal Reserve?
A) issuing new bonds to finance the federal budget deficit
B) loaning money to other countries that are friendly to the United States
C) assisting banks that are in a difficult financial position
D) auditing the various agencies and departments of the federal government
Answer: C
Diff 2
Topic: The Federal Reserve System
Skill: Fact

3) Among the members of the Federal Open Market Committee

A) is the Secretary of the Treasury.
B) is the Comptroller of the Currency.
C) are the seven members of the Board of Governors of the Fed.
D) is the Chair of the Senate Banking Committee.

Answer: C

Diff: 2

Topic: The Federal Reserve System

Skill: Fact

4) The Board of governors of the Fed

A) are appointed by the House of Representatives.
B) has 12 members.
C) have a 7-year term.
D) is headquartered in Washington, D.C.

Answer: D

Diff: 2

Topic: The Federal Reserve System

Skill: Fact

5) The Fed
A) issues deposits to the public. B) lends money to foreign governments.
C) clears inter-bank payments. D) lends money to the public.
Answer: C
Diff: 2
Topic: The Federal Reserve System
Skill: Fact
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2 True/False

1) The President of the NY Federal Reserve Bank is always a member of the Federal Open Market
committee.
Answer: TRUE

Diff: 1
Topic: The Federal Reserve System
Skill: Fact

2) The Chair of the Fed also serves as one of the Reserve Bank Presidents.
Answer: FALSE
Diff: 1
Topic: The Federal Reserve System
Skill: Fact

3) The Fed acts as a lender of last resort for the banking system.
Answer: TRUE
Diff: 2
Topic: The Federal Reserve System
Skill: Fact

4) The members of the Board of Governors of the Fed make up a majority of the Federal Open
Market Committee.
Answer: TRUE
Diff: 2
Topic: The Federal Reserve System
Skill: Fact

5) The Fed is a division of the Department of the Treasury.
Answer: FALSE
Diff: 2
Topic: The Federal Reserve System
Skill: Fact

10.4 How the Federal Reserve Controls the Money Supply
1 Multiple Choice

1) Which of the following instruments is NOT used by the Federal Reserve to change the money
supply?
A) the discount rate B) the required reserve ratio
C) the federal tax code D) open market operations
Answer: C
Diff: 1
Topic: How the Federal Reserve Controls the Money Supply
Skill: Fact
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2) The Federal Open Market Committee (FOMC) directs the Open Market Desk to
A) determine the required reserve ratio. B) determine the discount rate.
C) buy or sell government securities. D) determine the federal funds rate.
Answer: C
Diff: 1
Topic: How the Federal Reserve Controls the Money Supply
Skill: Fact

3) Which of the following is NOT a tool available to the Fed to change the supply of money?
A) open market operations B) the required reserve ratio
C) the money multiplier D) the discount rate
Answer: C
Diff: 1
Topic: How the Federal Reserve Controls the Money Supply
Skill: Fact

4) The discount rate is
A) the interest rate commercial banks charge each other for borrowing funds.
B) the interest rate commercial banks charge their new customers.
C) the interest rate the Fed charges commercial banks for borrowing funds.
D) the interest rate commercial banks charge their most creditworthy customers.

Answer: C

Diff: 1

Topic: How the Federal Reserve Controls the Money Supply
Skill: Definition

5) A decrease in the required reserve ratio

A) will increase the money supply. B) will decrease the money supply.
C) will not change the money supply. D) will decrease the discount rate.
Answer: A
Diff 1

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

6) Assume that all commercial banks are loaned up. Total deposits in the banking system are
$200 million. The required reserve ratio is increased. The money supply will
A) decrease.
B) increase.
C) not change because there was no change in deposits.
D) not change because the required reserve ratio has no impact on money supply.
Answer: A
Diff: 2
Topic: How the Federal Reserve Controls the Money Supply
Skill: Analytic
AACSB: Analytic Skills
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7) The Fed has tended not to use changes in the reserve requirement as a means of controlling the
money supply because

A) only banks that are members of the Fed are subject to reserve requirements, and most
banks do not belong to the Fed.

B) a change in the reserve requirement has only a very small impact on the money supply.

C) it is a crude monetary policy tool because a change in the requirement does not affect
banks until about two weeks after the change is implemented.

D) it takes a long time for the Congress to approve a change in the reserve requirement.

Answer: C

Diff: 3

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking

8) The interest rate banks pay to borrow money from the Fed is the

A) federal funds rate. B) discount rate.
C) prime lending rate. D) reserve rate.
Answer: B
Diff 1

Topic: How the Federal Reserve Controls the Money Supply
Skill: Definition

9) Which of the following represents an action by the Federal Reserve that is designed to increase
the money supply?
A) a decrease in the required reserve ratio
B) an increase in the discount rate
C) a decrease in federal tax rates
D) selling government securities in the open market

Answer: A

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking

10) Which of the following represents an action by the Federal Reserve that is designed to increase
the money supply?
A) buying government securities in the open market
B) an increase in the required reserve ratio
C) a decrease in federal spending
D) an increase in the discount rate

Answer: A

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking
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11) Of the tools available to the Fed to regulate the money supply, which is the least used?

A) the federal funds rate B) the reserve ratio

C) tax cutting D) the open-market operations
Answer: B
Diff: 1

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

12) If the Fed sells government securities, then there is
A) an increase in the supply of money.
B) a decrease in the supply of money.
C) a decrease in the discount rate.
D) an increase in the required reserve ratio.

Answer: B

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking

13) Which of the following represents an action by the Federal Reserve that is designed to
decrease the money supply?
A) a decrease in the discount rate
B) a decrease in federal spending
C) selling government securities in the open market
D) a decrease in the required reserve ratio

Answer: C

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking

14) When the Fed raises the required reserve ratio, the banks' excess reserves will initially
and the money supply

A) remains constant; decreases B) decrease; decreases
C) increase; remain constant D) increase; increases
Answer: B
Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

15) The best instrument for controlling week-to-week changes in the money supply is

A) the required reserve ratio. B) moral suasion.
C) open-market operations. D) the discount rate.
Answer: C
Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking
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16) Which of the following statements is FALSE?

A) Open-market operations can be used by the Federal Reserve with some precision.
B) Open-market operations are extremely flexible.
C) The Federal Reserve undertakes open-market operations on an infrequent basis.
D) Open-market operations have a fairly predictable effect on the supply of money.

Answer: C

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply

Skill: Conceptual
AACSB: Reflective Thinking

17) An open-market purchase of securities by the Fed results in in reserves and
in the supply of money.
A) an increase; a decrease B) a decrease; a decrease
C) an increase; an increase D) a decrease; an increase
Answer: C
Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

18) An open-market sale of securities by the Fed results in in reserves and in
the supply of money.
A) an increase; a decrease B) an increase; an increase
C) a decrease; an increase D) a decrease; a decrease
Answer: D
Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

19) Assume there is no leakage from the banking system and that all commercial banks are loaned
up. The required reserve ratio is 16%. If the Fed sells $5 million worth of government securities
to the public, the change in the money supply will be

A) -$16 million. B) -$31.25 million.
C) -%$21 million. D) -$11.75 million.
Answer: B
Diff- 3

Topic: How the Federal Reserve Controls the Money Supply
Skill: Analytic
AACSB: Analytic Skills

20) Assume there is no leakage from the banking system and that all commercial banks are loaned
up. The required reserve ratio is 10%. If the Fed buys $10 million worth of government
securities from the public, the change in the money supply will be

A) $1 million. B) $110 million. C) $100 million. D) $10 million.
Answer: C
Diff: 3
Topic: How the Federal Reserve Controls the Money Supply
Skill: Analytic
AACSB: Analytic Skills
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21) The money supply has increased from $1.4 trillion to $1.45 trillion. Which of the following
could have caused this increase?
A) The Fed sold government securities to the public.
B) Consumers who were holding money outside the banking system deposit this money.
C) The Fed increased the discount rate.
D) Commercial banks began to hold excess reserves.
Answer: B
Diff: 2
Topic: How the Federal Reserve Controls the Money Supply
Skill: Analytic
AACSB: Analytic Skills

22) If the Fed sets the money supply independent of the interest rate, then the money supply curve
is

A) upward sloping. B) downward sloping.
C) vertical. D) horizontal.
Answer: C
Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) A decrease in the required reserve ratio increases the money supply.
Answer: TRUE
Diff: 1
Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

2) A sale of government securities to the public by the Federal Reserve will increase the money
supply.
Answer: FALSE
Diff: 1
Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual
AACSB: Reflective Thinking

3) The discount rate cannot be used to control the money supply with great precision because its
effects on banks' demand for reserves are uncertain.

Answer: TRUE

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking

4) The tool most frequently used by the Fed to change the money supply is changing the required
reserve ratio.
Answer: FALSE
Diff: 2
Topic: How the Federal Reserve Controls the Money Supply
Skill: Fact

305



5) If the Fed buys securities on the open market, it will increase the money supply.

Answer: TRUE

Diff: 2

Topic: How the Federal Reserve Controls the Money Supply
Skill: Conceptual

AACSB: Reflective Thinking
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Chapter 11 Money Demand and the
Equilibrium Interest Rate

11.1 The Demand for Money
1 Multiple Choice

1) When you deposit $100 in a bank, the bank
A) pays you an interest rate and the deposit is a liability to you.
B) charges you an interest rate and the deposit is a liability to you.
C) pays you an interest rate and the deposit is a liability to the bank.
D) pays you an interest rate and the deposit is an asset to the bank.

Answer: C

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

2) When you borrow $2,000 from a bank, you an interest rate and the loan is
A) pay; a liability to you B) pay; an asset to you
C) receive; a liability to you D) pay; a liability to the bank
Answer: A
Diff: 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

3) Your M1 money demand is the amount of money you wish to
A) earn.
B) accumulate before you retire.
C) earn per hour.
D) leave outside any interest-bearing account.

Answer: D

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

4) Veronica's income is $4,000 a month. She deposits $800 in a saving account, buys $300 worth
of government securities, and leaves the rest for daily transactions. Veronica's transaction
money demand is

A) $5,100. B) $2,900. C) $3,200. D) $3,700.
Answer: B
Diff: 2
Topic: The Demand for Money
Skill: Analytic
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5) Mary is paid on the 1st of every month and her rent is due on the 15th of every month. This is
an example of the
A) cash flow problem.
B) financial float.
C) money management problem.
D) nonsynchronization of income and spending.

Answer: D

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

6) The average monthly balance in Tony's bank account is $650. Tony spends the same amount of
money each day during the month and at the end of the month his account balance is $0.
Tony's monthly starting balance is

A) $650. B) $1,300. C) $975. D) $21.67.
Answer: B
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

7) The average monthly balance in Aaron's bank account is $2,000. Aaron spends the same
amount of money each day during the month, and at the end of the month his account balance
is $0. Aaron's monthly starting balance is

A) $6,000. B) $2,000. C) $4,000. D) $3,500.
Answer: C
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

8) The average monthly balance in Yolanda's bank account is $1,800. Yolanda spends the same
amount of money each day during a 30-day month, and at the end of the month her account

balance is $0. Yolanda spends her money at a constant rate of per day.

A) $120 B) $60 C) $180 D) $360
Answer: A
Diff 2

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

9) The average monthly balance in Bobby's bank account is $3,000. Bobby spends the same
amount of money each day during a 30-day month, and at the end of the month his account

balance is $0. Bobby spends his money at a constant rate of per day.

A) $75 B) $100 C) $200 D) $300
Answer: C
Diff: 2

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

308



10) Ed's monthly starting balance is $3,000. Ed spends $100 per day. Initially, Ed keeps all of his
income in a non interest-bearing checking account. Ed decided to change his strategy and at
the beginning of each month he deposits one-third of his income into his checking account
and buys two bonds with the remainder of his income. After 10 days he cashes in one bond
and 10 days after that he cashes in the other bond. Which of the following statements is TRUE?

A) If Ed uses either strategy, his average monthly balance is $1,500.

B) The second strategy involves lower money management costs because Ed now earns
interest on the bonds he has purchased.

C) Ed's optimal money balance is $100.

D) If the interest rate paid on bonds decreases, the opportunity cost of Ed's original strategy
is reduced.

Answer: D

Diff: 2

Topic: The Demand for Money
Skill: Analytic

AACSB: Analytic Skills

11) An increase in the interest rate will
A) have no impact on the optimal money balance.
B) increase the optimal money balance.
C) lower the optimal money balance.
D) either increase or decrease the optimal money balance depending on the level of current
household wealth.

Answer: C

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

12) John's optimal money balance has increased. This could have been caused by
A) a reduction in the costs paid for switching from bonds to money.
B) a decrease in the price of bonds.
C) a decrease in the amount of transactions spending.
D) a decrease in the interest rate.

Answer: D

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

13) Lisa's optimal monetary balance has decreased. This could have been caused by
A) an increase in the amount of transactions spending.
B) a decrease in the interest rate.
C) a reduction in the costs paid for switching from bonds to money.
D) an increase in the price of bonds.

Answer: C

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking
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14) The interest rate paid on bonds increases from 4% to 7%. This will cause

A) no change in the optimal balance of money because checking deposits don't earn interest.

B) the optimal balance of money to increase because it raises the opportunity costs of
holding money.

C) the optimal balance of money to decrease because it raises the opportunity cost of
holding money.

D) the optimal balance of money to increase because it reduces the opportunity cost of
holding money.

Answer: C

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

15) The price of bonds and the interest rate are
A) positively related.
B) negatively related.
C) sometimes positively related and other times negatively related, depending on the bond
payments.
D) not related.

Answer: B

Diff: 1
Topic: The Demand for Money
Skill: Fact

16) Ernesto bought a 10% bond a year ago for $15,000. The market interest rate has increased to
20%. Ernesto wants to sell the bond. To be able to sell the bond Ernesto must charge a price of
no more than

A) $13,500. B) $12,000. C) $7,500. D) $3,750.
Answer: C
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

17) Jay bought a 10% bond a year ago for $20,000. The market interest rate has decreased to 5%.

Jay wants to sell the bond. To be able to sell the bond Jay must charge a price of no more than
A) $40,000. B) $30,000. C) $20,000. D) $10,000.

Answer: A
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

18) Which one or more of the following is a motive for holding money?

A) the transaction motive B) the asset motive
C) the speculative motive D) all of the above
Answer: B
Diff 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking
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19) The speculative demand for money is

A) positively related to income. B) positively related to interest rate.
C) negatively related to interest rate. D) negatively related to income.
Answer: C
Diff 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

20) The transactions demand for money is

A) positively related to aggregate income. B) positively related to the interest rate.
C) negatively related to the price level. D) negatively related to the interest rate.
Answer: A
Diff: 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

21) As the interest rate falls, people hold money instead of bonds because the
opportunity cost of holding money has .
A) more; fallen B) less; fallen Q) less; risen D) more; risen
Answer: A
Diff 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

22) If interest rates are lower than what individuals consider normal, they will
A) increase their transaction money demand.
B) increase their speculative money demand.
C) decrease their speculative money demand.
D) decrease their transaction money demand.

Answer: B

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

23) If interest rates increase to a very high level, people will most likely hold

A) more bonds and less cash. B) less bonds and less cash.

C) less bonds and more cash. D) more bonds and more cash.
Answer: A
Diff: 2

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking
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24) Which of the following will most likely cause a decrease in the quantity of money demand?

A) an increase in the price level
C) an increase in income

Answer: B

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

B) an increase in the interest rate
D) a decrease in the interest rate

25) The transaction demand for money depends on all of the following EXCEPT

A) income.
Q) the interest rate.

Answer: C

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

B) the price level.
D) the amount of transactions spending.

26) The transaction demand for money depends on

A) the money supply.
C) bond prices.

Answer: B

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

27) The speculative demand for money

B) the price level.
D) the interest rate.

A) increases when income increases above normal.

B) decreases when interest rates decrease below normal.
C) increases when interest rates decrease below normal.
D) decreases when the price level decreases below normal.

Answer: C

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

28) The transaction demand for money

A) decreases when interest rates decrease below normal.
B) increases when interest rates increase above normal.
C) decreases when interest rates increase above normal.

D) increases when the price level rises.

Answer: D

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking
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29) When the interest rate rises, bond values
A) rise.
B) fall.
C) are unchanged because the interest rate paid on a bond is fixed.
D) will either increase or decrease depending on the type of bond.

Answer: B

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

30) If the interest rate is higher than normal, people are more likely to hold

A) bonds instead of money because as the interest rate starts to rise, the value of the bonds
will increase.

B) bonds instead of money because the opportunity cost of money is high.

C) money instead of bonds because the brokerage fees and other costs of buying bonds are
high when the interest rate is low.

D) money instead of bonds because there is a speculative motive for holding a larger
amount of money.

Answer: B

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

Refer to the information provided in Figure 11.1 below to answer the questions that follow.

A

Interest rate (%)

Money
Figure 11.1

31) Refer to Figure 11.1. A movement from Point D to Point A can be caused by

A) a decrease in the interest rate. B) an increase in income.

C) a decrease in the price level. D) an increase in the interest rate.
Answer: C
Diff: 1

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills
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32) Refer to Figure 11.1. A movement from Point B to Point A can be caused by

A) a decrease in income. B) an increase in the price level.
C) a decrease in the interest rate. D) an increase in the interest rate.
Answer: D
Diff: 1

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

33) Refer to Figure 11.1. A movement from Point B to Point D can be caused by

A) a decrease in income. B) an increase in the interest rate.
C) a decrease in the interest rate. D) an increase in income.
Answer: D
Diff: 1

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

34) Refer to Figure 11.1. All of the following events can cause a movement from Point E to Point A

EXCEPT
A) an increase in income. B) an increase in the price level.
C) a decrease in the interest rate. D) an increase in transactions.
Answer: C
Diff: 2

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

35) Refer to Figure 11.1. The money demand curve will shift from M g to M il if

A) the price level increases. B) income decreases.
Q) interest rates fall. D) interest rates rise.
Answer: B
Diff: 2

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

36) Refer to Figure 11.1. The movement from C to B could be cause by

A) a decrease in the interest rate. B) an increase in the interest rate.
C) a decrease in income. D) an increase in the price level.
Answer: A
Diff: 2

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

314



Refer to the information provided in Figure 11.2 below to answer the questions that follow.

A
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Figure 11.2

37) Refer to Figure 11.2. Suppose money demand is currently at Point A. An increase money
demand could be caused by:

A) an increase in the interest rate. B) an increase in income.
C) a decrease in the interest rate. D) a decrease in income.
Answer: B
Diff: 1

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

38) Refer to Figure 11.2. Suppose money demand is currently at Point A. A decrease in the interest
rate to 5%, ceteris paribus, will likely
A) decrease the quantity of money demanded from $200 million to $100 million.
B) increase the quantity of money demanded from $100 million to $200 million.
C) increase the quantity of money demanded from $100 million to $150 million.
D) increase the quantity of money demanded from $150 million to $300 million.

Answer: C

Diff: 1

Topic: The Demand for Money
Skill: Analytic

AACSB: Analytic Skills

39) Refer to Figure 11.2. Suppose the money demand is currently at Point D. A movement to
point C could be caused by

A) a decrease in the interest rate. B) a decrease in the price level.
C) an increase in the interest rate. D) an increase in the price level.
Answer: B
Diff 1

Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills
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40) Refer to Figure 11.2. Suppose that money demand is currently at Point B. A movement to

Point D could be caused by
A) an increase in income, ceteris paribus
B) an increase in the price level, ceteris paribus
C) a decrease in the price level, ceteris paribus
D) a decrease in the interest rate, ceteris paribus

Answer: D

Diff 1

Topic: The Demand for Money

Skill: Analytic

AACSB: Analytic Skills

41) Which of the following causes the quantity demanded of money to increase?

A) an increase in income B) a decrease in income

C) a decrease in the price level D) a decrease in the interest rate
Answer: D
Diff: 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

42) The motive shifts the money demand curve, and the motive causes
movements along the same money demand curve.
A) speculative; transaction B) transaction; precautionary
C) transaction; speculative D) precautionary; transaction
Answer: C
Diff: 1

Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

43) If a bond is to pay off one year from now for $220 and is purchased for $200, what is the
interest rate?
A) 5% B) 10% C) 20% D) 40%
Answer: B
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

44) If a bond is to pay off one year from now for $840 and is purchased for $800, what is the
interest rate?
A) 5% B) 8% C) 10% D) 20%
Answer: A
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills
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45) If a bond is to pay off one year from now for $600 and the interest rate is 20%, what is the price
of the bond?
A) $120 B) $500 C) $600 D) $720
Answer: B
Diff: 2
Topic: The Demand for Money
Skill: Analytic
AACSB: Analytic Skills

46) Related to the Economics in Practice on p. 204 [516]: If the estate in the Chekhov play Uncle
Vanya is earning 2 percent, yet a potential buyer wants to earn more than 2 percent, the sales
price of the estate would have to

A) fall. B) rise.

C) double. D) no price will bring a higher return
Answer: A
Diff: 1

Topic: The Stock Market and the Economy: Economics in Practice
Skill: Analytic
AACSB: Analytic Skills

47) Related to the Economics in Practice on p. 204 [516]: If the estate in the Chekhov play Uncle
Vanya is earning 2 percent, the interest rate on suitable securities is 5 percent, and the securities
are a better risk than the estate, a potential buyer should require the price of the estate be

until the equivalent return on the estate is

A) raised; 5 percent B) lowered; 5 percent

C) lowered; greater than 5 percent D) raised; greater than 5 percent
Answer: C
Diff: 2

Topic: The Stock Market and the Economy: Economics in Practice
Skill: Analytic
AACSB: Analytic Skills

48) Related to the Economics in Practice on p. 209 [521]: The increase in the number of ATMs in Italy
has had what impact on the market for cash?

A) demand has increased B) demand has decreased
C) supply has increased D) supply had decreased
Answer: B
Diff 1

Topic: The Demand for Money: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking

49) Related to the Economics in Practice on p. 209 [521]: In Italy, checking accounts pay interest. As
these interest rates increase, ceteris paribus,

A) the demand for cash increases. B) the demand for cash decreases.
C) the demand for cash does not change. D) the supply of cash decreases.
Answer: B
Diff: 2

Topic: The Demand for Money: Economics in Practice
Skill: Conceptual
AACSB: Reflective Thinking
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2 True/False

1) A mismatch between the timing of money inflow to the household and the timing of money
outflow for household expenses is known as the nonsynchronization of income and spending.

Answer: TRUE

Diff: 2
Topic: The Demand for Money
Skill: Definition

2) Less switching from bonds to money means less interest revenue lost, but higher money
management costs.

Answer: FALSE

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

3) The optimal money balance will increase as the interest rate rises, ceteris paribus.

Answer: FALSE

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

4) When interest rates fall, bond values rise.
Answer: TRUE
Diff: 1
Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking

5) If people think interest rates are above their normal levels, they will want to hold bonds in
anticipation of a capital gain when interest rates fall to their normal level.

Answer: TRUE

Diff: 2

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

6) Investors may wish to hold bonds when interest rates are low with the hope of selling them
when interest rates increase.

Answer: FALSE

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

7) A decrease in the price level will lead to an increase in the interest rate.
Answer: FALSE
Diff: 2
Topic: The Demand for Money
Skill: Conceptual
AACSB: Reflective Thinking
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8) An excess demand for money drives interest rates down.

Answer: FALSE

Diff: 1

Topic: The Demand for Money
Skill: Conceptual

AACSB: Reflective Thinking

11.2 The Equilibrium Interest Rate

1 Multiple Choice

Refer to the information provided in Figure 11.3 below to answer the questions that follow.
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Figure 11.3

1) Refer to Figure 11.3. At an interest rate of 6%, there is a
A) shortage of money and the interest rate will decline.
B) shortage of money and the interest rate will rise.
C) surplus of money and the interest rate will decline.
D) surplus of money and the interest rate will rise.

Answer: C

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

2) Refer to Figure 11.3. At an interest rate of 3%, there is a
A) shortage of money and the interest rate will decline.
B) shortage of money and the interest rate will rise.
C) surplus of money and the interest rate will decline.
D) surplus of money and the interest rate will rise.

Answer: B

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills
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3) Refer to Figure 11.3. A decrease in the GDP, ceteris paribus, will likely
A) increase the equilibrium interest rate without changing equilibrium money holdings.
B) decrease both the equilibrium interest rate and equilibrium money holdings.
C) increase the equilibrium interest rate and decrease equilibrium money holdings.
D) decrease the equilibrium interest rate without changing equilibrium money holdings.
Answer: D
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

4) Refer to Figure 11.3. An increase in the price level, ceteris paribus, will likely

A) increase both the equilibrium interest rate and equilibrium money holdings.
B) decrease the equilibrium interest rate without changing equilibrium money holdings.
C) increase the equilibrium interest rate without changing equilibrium money holdings.
D) keep the equilibrium interest constant and increase equilibrium money holdings.

Answer: C

Diff: 2

Topic: The Equilibrium Interest Rate

Skill: Analytic

AACSB: Analytic Skills

5) Refer to Figure 11.3. An increase in the money supply, ceteris paribus, will likely
A) increase the equilibrium interest rate and decrease equilibrium money holdings.
B) increase the equilibrium interest rate without changing equilibrium money holdings.
C) decrease the equilibrium interest rate and increase equilibrium money holdings.
D) decrease the equilibrium interest rate without changing equilibrium money holdings.
Answer: C

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

6) Refer to Figure 11.3. A decrease in the money supply and an increase in the GDP will, for sure,

A) increase the equilibrium interest rate. B) decrease the equilibrium interest rate.
C) increase equilibrium money holdings. D) decrease equilibrium money holdings.
Answer: A
Diff: 3

Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 11.4 below to answer the questions that follow.

%

Interest rate, r

Money, M ($ billions)
Figure 11.4

7) Refer to Figure 11.4. At an interest rate of 8%, there is
A) an excess demand for money of $400 billion.
B) an excess supply of money of $800 billion.
C) an excess supply of money of $400 billion.
D) an excess demand for money of $800 billion.

Answer: C

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

8) Refer to Figure 11.4. At an interest rate of 3%, there is
A) an excess supply of money of $400 billion.
B) an excess supply of money of $800 billion.
C) an excess demand for money of $800 billion.
D) an excess demand for money of $400 billion.

Answer: D

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

9) Refer to Figure 11.4. The money market will be in equilibrium at an interest rate of
A) 0%. B) 8%. C) 5%. D) 3%.
Answer: C
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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10) Refer to Figure 11.4. At an interest rate of 8%, firms and households

A) will attempt to increase their holdings of money by selling bonds.
B) are satisfied with the amount of money they are holding.
C) will attempt to increase both their holdings of money and their holdings of bonds.
D) will attempt to reduce their holdings of money by buying bonds.

Answer: D

Diff: 2

Topic: The Equilibrium Interest Rate

Skill: Analytic

AACSB: Analytic Skills

11) Refer to Figure 11.4. At an interest rate of 3%, firms and households

A) are satisfied with the amount of money they are holding.
B) will attempt to increase their holdings of money by selling bonds.
C) will attempt to increase both their holdings of money and their holdings of bonds.
D) will attempt to reduce their holdings of money by buying bonds.

Answer: B

Diff: 2

Topic: The Equilibrium Interest Rate

Skill: Analytic

AACSB: Analytic Skills

12) Refer to Figure 11.4. At an interest rate of 5%, firms and households
A) are satisfied with the amount of money they are holding.
B) will attempt to reduce their holdings of money by buying bonds.
C) will attempt to increase their holdings of money by selling bonds.
D) will attempt to increase both their holdings of money and their holdings of bonds.
Answer: A

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

13) What will happen to the equilibrium interest rate when both money supply and GDP
decrease?
A) The equilibrium interest rate increases.
B) The equilibrium interest rate decreases.
C) The equilibrium interest rate remains constant.
D) The impact on the equilibrium interest rate is ambiguous.
Answer: D
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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14) If the quantity of money demanded is greater than the quantity of money supplied, then the
interest rate will

A) change in an uncertain direction. B) rise.
C) remain constant. D) fall.
Answer: B
Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

15) A shortage in the money market causes
A) a decrease in the equilibrium interest rate.
B) an increase in the quantity demanded of money.
C) an increase in the equilibrium interest rate.
D) a decrease in the money supply.

Answer: C

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Conceptual

AACSB: Reflective Thinking

16) A surplus in the money market causes
A) a decrease in the equilibrium interest rate.
B) a decrease in the money supply.
C) an increase in the demand for money.
D) a decrease in the quantity demanded of money.
Answer: A
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking
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Refer to the information provided in Figure 11.5 below to answer the questions that follow.

Interest rate (%)

100 300
Money ($ million)

Figure 11.5

17) Refer to Figure 11.5. Assume the interest rate equals 4% and the money supply decreases from

M i to M (s) . If the interest rate remains at 4%

A) money demand will increase.
B) money demand will decrease.
C) there will be an excess demand for money of $200 million.
D) there will be an excess supply of money of $200 million.
Answer: C
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

18) Refer to Figure 11.5. If the money supply decreases from M i to M (S),

A) money demand must increase for the money market to return to equilibrium.
B) the interest rate will fall to 4%.
C) the interest rate will increase to 6%.
D) the money market will return to equilibrium only if the money supply is decreased to its
original level.
Answer: C
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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19) Refer to Figure 11.5. The money supply curve will shift from M (s) to M i if

A) the Fed increases the reserve requirement.
B) the Fed increases the discount rate.
C) the equilibrium level of output increases.
D) the Fed buys U.S. government securities in the open market.
Answer: D
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

20) Refer to Figure 11.5. The money supply curve will shift from M i toM (S) if

A) the Fed increases the reserve requirement.
B) the Fed decreases the discount rate.
C) the equilibrium level of output increases.
D) the Fed buys U.S. government securities in the open market.
Answer: A
Diff 1
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

21) Refer to Figure 11.5. If the money supply increases from M g to M i,

A) money demand must decrease for the money market to return to equilibrium.
B) the interest rate will decrease to 4%.
C) the interest rate will increase to 8%.
D) the money market will return to equilibrium only if the money supply is increased to its
original level.
Answer: B
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

22) Refer to Figure 11.5. The money supply curve will shift from M i toM 8, if

A) the Fed increases the discount rate.
B) the price level increases.
C) the equilibrium level of output decreases.
D) the Fed buys U.S. government securities in the open market.
Answer: A
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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23) If there is a surplus in the money market, the Fed can eliminate it by

A) increasing money demand. B) decreasing money demand.
C) increasing money supply. D) decreasing money supply.
Answer: D
Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

24) A shortage in the money market can be eliminated through

A) an increase in GDP. B) an increase in the price level.
C) a decrease in interest rates. D) an increase in money supply.
Answer: D
Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

25) When the Fed sells government securities, ceteris paribus, the money supply shifts to the
and the equilibrium interest rate .
A) left; rises B) right; rises C) right; falls D) left; falls
Answer: A
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

26) Decreasing the required reserve ratio shifts the money supply curve to the and
the equilibrium interest rate.
A) left; increases B) right; increases
Q) left; decreases D) right; decreases
Answer: D
Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

27) An increase in the level of aggregate output and the purchase of government securities by the
Fed will have what effect on the equilibrium interest rate?
A) no effect on the interest rate
B) a decrease in the interest rate
C) an increase in the interest rate
D) an indeterminate effect on the interest rate
Answer: D
Diff: 3
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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28) Which of the following pairs of events will definitely lead to an increase in the equilibrium
interest rate?
A) the sale of government securities by the Federal Reserve and an increase in the price level
B) a decrease in the discount rate and an increase in the level of aggregate output
C) the purchase of government securities by the Federal Reserve and a decrease in the price
level
D) an increase in the required reserve ratio and a decrease in the level of aggregate output
Answer: A
Diff: 3
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

29) Which of the following pairs of events will definitely lead to a decrease in the equilibrium
interest rate?

A) the purchase of government securities by the Federal Reserve and a increase in the level
of aggregate output
B) an increase in the discount rate and an increase in the price level
C) a decrease in the required reserve ratio and a decrease in the level of aggregate output
D) the sale of government securities by the Federal Reserve and a decrease in the price level
Answer: C
Diff: 3
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

30) An increase in the discount rate and an increase in the level of aggregate output will have
what effect on the equilibrium interest rate?
A) an increase in the interest rate
B) a decrease in the interest rate
C) no effect on the interest rate
D) an indeterminate effect on the interest rate
Answer: A
Diff: 3
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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Refer to the information provided in Figure 11.6 below to answer the questions that follow.

A
MS
¥ 10
9
S
7 7 —
i, g

Money ($ million)

Figure 11.6

31) Refer to Figure 11.6. The demand for money curve will shift from M ;1 to M 8 if

A) the Fed sells government securities on the open market.
B) the price level decreases.

C) the interest rate increases.

D) the aggregate level of output increases.

Answer: D

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

32) Refer to Figure 11.6. If the demand for money curve shifts from M il to M 8 , the equilibrium

interest rate will

A) increase from 5% to 7%. B) increase from 5% to 10%.
C) decrease from 7% to 5%. D) remain at 7%.

Answer: A

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
33) Refer to Figure 11.6. If the demand for money curve shifts from M il to M 8 and the interest

rate remains at 5%, there will be

A) an excess demand for money. B) an excess supply of money.

C) an equilibrium in the money market. D) an equilibrium in the bond market.
Answer: A
Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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34) Which of the following leads to an increase in the interest rate?
A) a decrease in the price level
B) a decrease in aggregate output
C) a sale of government securities by the Fed
D) a decrease in the discount rate

Answer: C

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Conceptual

AACSB: Reflective Thinking

35) Which of the following leads to a decrease in the interest rate?
A) an increase in the price level
B) a sale of government securities by the Fed
Q) an increase in the GDP
D) a decrease in the required reserve ratio

Answer: D

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Conceptual

AACSB: Reflective Thinking

Refer to the information provided in Figure 11.7 below to answer the questions that follow.

Interest rate (%)

Money ($ million) -

Figure 11.7

36) Refer to Figure 11.7. The demand for money curve will shift from M 8 to M (1:1 if

A) the Fed sells government securities on the open market.
B) the price level decreases.

Q) the interest rate increases.

D) the level of aggregate output increases.

Answer: D

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills
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37) Refer to Figure 11.7. If the demand for money curve shifts from M 8 to M ?, the equilibrium

interest rate will
A) decrease from 7% to 5%.
Q) increase from 5% to 6%.

Answer: C

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

B) increase from 5% to 7%.
D) remain at 5%.

38) Refer to Figure 11.7. If the demand for money curve shifts from M 8 to M ? and the interest

rate remains at 5%, there will be
A) an excess demand for money.
C) an equilibrium in the money market.
Answer: A
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Analytic
AACSB: Analytic Skills

B) an excess supply of money.
D) an equilibrium in the bond market.

39) A decrease in aggregate output, ceteris paribus, will cause the demand for money to

and the interest rate to
A) increase; increase
C) decrease; decrease

Answer: C

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

B) increase; decrease
D) decrease; increase

40) An increase in the price level, ceteris paribus, will cause the demand for money to

and the interest rate to
A) increase; increase
C) decrease; decrease

Answer: A

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Analytic

AACSB: Analytic Skills

B) increase; decrease
D) decrease; increase

41) As the number of transactions in the economy decreases,

A) the supply of money increases.
C) the demand for money increases.
Answer: D
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking
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42) Which of the following events will lead to a decrease in the equilibrium interest rate?
A) an increase in the level of aggregate output
B) a decrease in the required reserve ratio
C) an increase in the price level
D) a sale of government securities by the Federal Reserve

Answer: B

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Conceptual

AACSB: Reflective Thinking

43) Which of the following events will lead to an increase in the equilibrium interest rate?
A) a decrease in the level of aggregate output
B) a decrease in the discount rate
C) an increase in the price level
D) a purchase of government securities by the Federal Reserve

Answer: C

Diff: 2

Topic: The Equilibrium Interest Rate
Skill: Conceptual

AACSB: Reflective Thinking

2 True/False

1) If the Federal Reserve wants interest rates to increase, it will sell bonds.
Answer: TRUE
Diff: 1
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

2) A sale of government securities by the Federal Reserve will put downward pressure on the
equilibrium interest rate.
Answer: FALSE
Diff 1
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

3) To increase the money supply and decrease interest rates, the Fed could purchase government
securities.

Answer: TRUE

Diff: 1

Topic: The Equilibrium Interest Rate
Skill: Conceptual

AACSB: Reflective Thinking

4) If money demand falls, then the interest rate will rise.
Answer: FALSE
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking
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5) If the Federal Reserve lowers the discount rate, then the money supply will rise.
Answer: TRUE
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

6) If the Federal Reserve lowers the required reserve ratio, then the money supply will fall.
Answer: FALSE
Diff: 2
Topic: The Equilibrium Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

11.3 Looking Ahead: The Federal Reserve and Monetary Policy
1 Multiple Choice

1) In a period of high inflation, the Fed would most likely

A) decrease the discount rate. B) tighten monetary policy.
C) decrease the required reserve ratio. D) ease monetary policy.
Answer: B
Diff: 2

Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

2) In a period of high unemployment, the Fed would most likely

A) tighten monetary policy. B) ease monetary policy.
C) ease fiscal policy. D) tighten fiscal policy.
Answer: B
Diff: 2

Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

3) When economists refer to "easy" monetary policy, they mean that the Federal Reserve is taking
actions that will

A) increase the demand for money. B) decrease the demand for money.
C) expand the money supply. D) contract the money supply.
Answer: C
Diff 2

Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking
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4) An example of a tight monetary policy is
A) a decrease in the reserve requirement.
B) the Fed selling government securities in the open market.
C) a decrease in the discount rate.
D) a decrease in the federal funds rate.

Answer: B

Diff: 1

Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual

AACSB: Reflective Thinking

5) An example of a tight monetary policy is
A) an increase in the reserve requirement.
B) the Fed buying government securities in the open market.
C) a decrease in the prime lending rate.
D) a decrease in the discount rate.

Answer: A

Diff: 1

Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual

AACSB: Reflective Thinking

6) When economists refer to "tight" monetary policy, they mean that the Federal Reserve is taking
actions that will

A) increase the demand for money. B) decrease the demand for money.
C) expand the money supply. D) contract the money supply.
Answer: D
Diff: 2

Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual

AACSB: Reflective Thinking

7) Which of the following is an example of an easy monetary policy?
A) an increase in the reserve requirement
B) a decrease in the discount rate
C) an increase in the federal funds rate
D) the Fed selling government securities in the open market
Answer: B
Diff: 1
Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

2 True/False

1) Tight monetary policy stimulates the economy.
Answer: FALSE
Diff: 1
Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking
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2) If the Federal Reserve lowers the discount rate it is tightening monetary policy.
Answer: FALSE
Diff: 1
Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

3) If the Federal Reserve raises reserve requirements it is easing monetary policy.
Answer: FALSE
Diff 1
Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

4) Monetary tightening causes the equilibrium interest rate to fall.
Answer: FALSE
Diff: 2
Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

5) When the Federal Reserve sells government securities it is tightening monetary policy.
Answer: TRUE
Diff: 2
Topic: Looking Ahead: The Federal Reserve and Monetary Policy
Skill: Conceptual
AACSB: Reflective Thinking

11.4 Appendix A: The Various Interest Rates in the U.S. Economy
1 Multiple Choice

1) The treasury bill rate is the interest rate paid
A) on government securities that mature in less than a year.
B) on government securities that mature in 5 years.
C) on government securities that mature in 10 years.
D) on government securities that mature in 30 years.

Answer: A

Diff: 1

Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Definition

2) The interest rate that commercial banks charge each other for borrowing and lending reserves

is called
A) the commercial rate. B) the price interest rate.
Q) the federal funds rate. D) the discount rate.
Answer: C
Diff: 1

Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Definition
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3) Which of the following types of interest rates change daily?

A) the prime rate B) the federal funds rate
C) the discount rate D) the corporate rate
Answer: B
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact

4) On an unsecured loan, your bank will highly likely charge an interest rate

A) below the prime rate. B) above the prime rate.
C) below the discount rate. D) below the federal funds rate.
Answer: B
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact

5) Assume the one-year interest rate on a bond is 8% and the expected one-year rate a year from
now is 12%. According to the expectations theory of the term structure of interest rates, the
two-year rate will be

A) 8%. B) 10%. C) 12%. D) 22%.
Answer: B
Diff 2
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Analytic
AACSB: Analytic Skills

6) Assume the current one-year interest rate on a bond is 2%, and the one -year expected rate a
year from now is 3%. According to the expectations theory of the term structure of interest
rates, the two-year interest rate is

A) 2%. B) 3%. C) 5%. D) 2.5%.
Answer: D
Diff: 2
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Analytic
AACSB: Analytic Skills

7) The interest rate on a two-year security will continue to adjust until it is equal to
A) half the interest rate on a one-year security.
B) twice the interest rate on a one-year security.
C) an average of the current one-year rate and the expected one-year rate for next year.
D) the sum of the current one-year rate and the expected one-year rate for next year.

Answer: C

Diff: 2

Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Conceptual

AACSB: Reflective Thinking
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8) The Fed can influence long-term interest rates by
A) influencing the current one-year rate.
B) affecting people's expectations of future short-term rates.
C) influencing the demand for money in the short run.
D) both A and B are correct

Answer: D

Diff: 2

Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Conceptual

AACSB: Reflective Thinking

9) Government securities that mature in less than a year are called

A) Federal funds bonds. B) government bonds.
C) Federal Reserve bonds. D) Treasury bills.
Answer: D
Diff: 1

Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Definition

10) What is the most widely followed short-term interest rate?

A) The federal funds rate B) The three-month Treasury bill rate
C) The commercial paper rate D) The government bond rate
Answer: B
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact

11) Government securities with terms of more than one year are called

A) Treasury bills. B) federal funds bonds.
C) capital bills. D) government bonds.
Answer: D
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact

12) The interest rate that banks are charged when they borrow reserves from other banks is the

A) federal funds rate. B) AAA corporate bond rate.
C) commercial paper rate. D) prime rate.

Answer: A

Diff: 1

Topic: Appendix A: The Various Interest Rates in the U.S. Economy

Skill: Fact

13) The federal funds rate is a

A) one-month rate. B) one-week rate.
C) one-day rate. D) one-year rate.
Answer: C
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact
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14) Federal funds are
A) interbank loans.
B) raised by taxes.
C) loans that banks get from the Fed.
D) bonds issued by the federal government.
Answer: A
Diff: 2
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact

15) The rate that the Fed controls most closely through its open-market operations is the

A) prime rate. B) federal funds rate.
C) commercial paper rate. D) government bonds rate.
Answer: B
Diff: 2
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Fact

16) The rate that the least risky firms pay on bonds that they issue is the

A) prime rate. B) triple-A corporate bond rate.
C) commercial paper rate. D) federal funds rate.

Answer: B

Diff: 1

Topic: Appendix A: The Various Interest Rates in the U.S. Economy

Skill: Fact

2 True/False

1) Federal funds rate is the tax rate on income.

Answer: FALSE

Diff: 1

Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Conceptual

AACSB: Reflective Thinking

2) Commerecial paper is a short term IOU of a corporation.
Answer: TRUE
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Conceptual
AACSB: Reflective Thinking

3) The two year interest rate is an average of the expected interest rate each of the two years.
Answer: TRUE
Diff: 1
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Conceptual
AACSB: Reflective Thinking
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4) The Fed can affect long term interest rates by affecting the expectations of people.
Answer: TRUE
Diff: 2
Topic: Appendix A: The Various Interest Rates in the U.S. Economy
Skill: Conceptual
AACSB: Reflective Thinking

11.5 Appendix B: The Demand for Money: A Numerical Example
1 Multiple Choice

Refer to the information provided in Table 11.1 below to answer the questions that follow .

Table 11.1

Number of Average Money Average Bond Interest
switches Holdings Holdings Earned

0 $1,200 $0 $0

1 $600 $600 $30

2 $400 $800 $40

3 $300 $900 $45

4 $200 $1,000 $50

1) Refer to Table 11.1. If it costs $11 each time a bond is sold, the optimal average money
holdings are
A) $600. B) $400. C) $300. D) $200.
Answer: A
Diff: 2
Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic
AACSB: Analytic Skills

2) Refer to Table 11.1. If it costs $7 each time a bond is sold, the optimal average money holdings
are

A) $600. B) $400. C) $300. D) $200.
Answer: B

Diff: 2

Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic

AACSB: Analytic Skills

3) Refer to Table 11.1. If the period covered by Table 11.1 is one year, the interest rate paid on
bonds
A) is 2%.
B) is 3%.
C) is 5%.
D) cannot be determined from this information.

Answer: C

Diff: 2

Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic

AACSB: Analytic Skills
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4) Refer to Table 11.1. If it costs $9 each time a bond is sold, the optimal number of switches is
A) 1 B) 2. Q) 3. D) 4.
Answer: B
Diff: 2
Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic
AACSB: Analytic Skills

5) Refer to Table 11.1. If it costs $13 each time a bond is sold, the highest profit available is
A) $6. B) $13. C) $17. D) $21.
Answer: C
Diff: 2
Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic
AACSB: Analytic Skills

6) Refer to Table 11.1. At a price of the optimal number of switches is .
A)$7;2 B) $9; 1 C) $11;2 D) $13; 3
Answer: A
Diff: 2

Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic
AACSB: Analytic Skills

7) Refer to Table 11.1. At a price of the optimal number of switches is .
A)$7;1 B) $9; 3 C) $11;1 D) $13;0
Answer: C
Diff: 2

Topic: Appendix B: The Demand for Money: A Numerical Example
Skill: Analytic
AACSB: Analytic Skills
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Chapter 12 Aggregate Demand in the
Goods and Money Markets

12.1 Planned Investment and the Interest Rate

1 Multiple Choice

1) The market in which the equilibrium level of aggregate output is determined is the

A) labor market. B) bond market.
C) money market. D) goods market.
Answer: D
Diff 1

Topic: Planned Investment and the Interest Rate
Skill: Conceptual

2) The market in which the equilibrium level of the interest rate is determined is the

A) money market. B) goods market.
C) labor market. D) services market.
Answer: A
Diff: 1

Topic: Planned Investment and the Interest Rate
Skill: Conceptual

3) The two links between the goods market and the money market are

A) income and the inflation rate.
B) the interest rate and the unemployment rate.
C) income and the interest rate.
D) the inflation rate and the unemployment rate.

Answer: C

Diff: 2

Topic: Planned Investment and the Interest Rate

Skill: Conceptual

AACSB: Reflective Thinking

4) Which of the following is determined in the goods market?

A) the equilibrium interest rate B) money demand
C) income D) money supply
Answer: C
Diff: 1

Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking
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5) Which of the following is determined in the money market?

A) the equilibrium interest rate B) income

C) employment D) the government budget
Answer: A
Diff 1

Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

6) If planned investment is perfectly unresponsive to changes in the interest rate, the planned
investment schedule

A) has a negative slope. B) is horizontal.

C) is vertical. D) has a positive slope.
Answer: C
Diff: 2

Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

7) If planned investment is perfectly responsive to changes in the interest rate, the planned
investment schedule

A) has a negative slope. B) is horizontal.

C) is vertical. D) has a positive slope.
Answer: B
Diff: 2

Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

8) The money market and the goods market are linked through the impact of the interest rate on

A) government spending. B) planned investment.
C) money supply. D) unplanned spending.
Answer: B
Diff: 2

Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

9) Which of the following equations represents equilibrium in the goods market?

A) Y = MS. ByMd=C+1+G.
C) Md = s, D)Y=C+I+G.
Answer: D
Diff: 1

Topic: Planned Investment and the Interest Rate
Skill: Definition
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Refer to the information provided in Figure 12.1 below to answer the questions that follow.

Interest rate (%)

125 275

Planned investment (billions of dollars)

Figure 12.1

10) Refer to Figure 12.1. If the interest rate drops from 8% to 4%, planned investment

A) increases, causing aggregate expenditure and aggregate output to fall.
B) increases, causing aggregate expenditure to fall.
C) decreases, causing both aggregate expenditure and aggregate output to rise.
D) increases, causing both aggregate expenditure and aggregate output to rise.

Answer: D

Diff: 2

Topic: Planned Investment and the Interest Rate

Skill: Analytic

AACSB: Analytic Skills

11) Refer to Figure 12.1. If the interest rate rises from 4% to 8%, planned investment

A) decreases, causing both aggregate expenditure and aggregate output to fall.
B) increases, causing aggregate expenditure to fall.
C) decreases, causing both aggregate expenditure and aggregate output to rise.
D) increases, causing both aggregate expenditure and aggregate output to rise.

Answer: A

Diff: 2

Topic: Planned Investment and the Interest Rate

Skill: Analytic

AACSB: Analytic Skills

12) Refer to Figure 12.1. If the interest rate increases from 4% to 8%,
A) aggregate expenditure increases.
B) equilibrium aggregate output decreases.
C) planned expenditure increases.
D) both aggregate expenditure and aggregate output increase.
Answer: B
Diff: 2
Topic: Planned Investment and the Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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13) Refer to Figure 12.1. If the interest rate decreases from 8% to 4%,

A) aggregate expenditure increases.
B) equilibrium aggregate output decreases.
C) planned expenditure decreases.
D) the money supply will increase.

Answer: A

Diff: 2

Topic: Planned Investment and the Interest Rate

Skill: Analytic

AACSB: Analytic Skills

Refer to the information provided in Table 12.1 below to answer the questions that follow.
Table 12.1

A Hypothetical Investment Schedule
Interest Rate (%)  Planned Investment ($ Billion)

3 400
6 360
9 320
12 280
15 240
18 200

14) Refer to Table 12.1. If the interest rate dropped from 15% to 6%, planned investment would

by $ billion.
A) increase; 120 B) increase; 180 C) decrease; 120 D) decrease; 180
Answer: A

Diff: 1

Topic: Planned Investment and the Interest Rate
Skill: Analytic

AACSB: Analytic Skills

15) Refer to Table 12.1. Suppose the expenditure multiplier is 3. An increase in the interest rate

from 6% to 9%, ceteris paribus, would
A) increase planned expenditure by $120 billion.
B) increase aggregate expenditure by $120 billion.
C) decrease equilibrium output by $120 billion.
D) decrease planned investment by $120 billion.

Answer: C

Diff: 2

Topic: Planned Investment and the Interest Rate

Skill: Analytic

AACSB: Analytic Skills

16) Refer to Table 12.1. Suppose the expenditure multiplier is 4. A drop in the interest rate from

15% to 9%, ceteris paribus, would increase equilibrium output by $ billion.
A) 320 B) 20 C) 240 D) 160

Answer: A

Diff: 3

Topic: Planned Investment and the Interest Rate
Skill: Analytic
AACSB: Analytic Skills
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17) Refer to Table 12.1. Suppose the expenditure multiplier is 5 and the initial interest rate is 12%.
A move to what interest rate will increase equilibrium output by 400 billion?
A) 3% B) 6% C) 9% D) 18%
Answer: D
Diff: 3
Topic: Planned Investment and the Interest Rate
Skill: Analytic
AACSB: Analytic Skills

18) Refer to Table 12.1. Suppose the expenditure multiplier is 5, the initial interest rate is 9%, and
the initial equilibrium output is $600 billion. What is the interest rate that increases equilibrium
output to $800 billion?

A)12% B) 15% C) 6% D) 3%
Answer: C
Diff: 3
Topic: Planned Investment and the Interest Rate
Skill: Analytic
AACSB: Analytic Skills

19) Refer to Table 12.1. Suppose the expenditure multiplier is 10, and the initial interest rate is
15%. What would be the impact on the equilibrium output if the interest rate fell to 6%?

A) It would increase by $1,200 billion. B) It would decrease by $1,200 billion.
C) It would decrease by $3,600 billion. D) It would increase by $3,600 billion.
Answer: A
Diff: 3

Topic: Planned Investment and the Interest Rate
Skill: Analytic
AACSB: Analytic Skills

20) Related to the Economics in Practice on p.221 [533]: According to a recent study by Simon
Gilchrist, Fabio Natalucci, and Egon Zakrajsek, a one percentage point increase in the interest
rate appropriate for a firm's borrowing will lead to a
A) drop in investment spending of more than one percentage point.
B) rise in investment spending of more than one percentage point.
C) drop in investment spending of less than one percentage point.
D) rise in investment spending of less than one percentage point.

Answer: A

Diff: 2

Topic: Planned Investment and the Interest Rate: Economics in Practice

Skill: Fact

21) Related to the Economics in Practice on p.221 [533]: According to a recent study by Simon

Gilchrist, Fabio Natalucci, and Egon Zakrajsek, investment expenditures are changes
in interest rates.
A) highly sensitive to B) highly insensitive to
C) completely independent of D) positively related to
Answer: A
Diff: 2
Topic: Planned Investment and the Interest Rate: Economics in Practice
Skill: Fact

344



2 True/False

1) The interest rate affects the goods market through its impact on money demand.
Answer: FALSE
Diff: 1
Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

2) Income is determined in the money market.
Answer: FALSE
Diff: 2
Topic: Planned Investment and the Interest Rate
Skill: Conceptual

3) The money market is linked to the goods market through the impact of interest rates on
planned investment.
Answer: TRUE
Diff: 2
Topic: Planned Investment and the Interest Rate
Skill: Conceptual
AACSB: Reflective Thinking

12.2 Equilibrium in Both the Goods and Money Markets
1 Multiple Choice

1) The interest rate is determined in the
A) money market and has no influence on the goods market.
B) money market and influences the level of planned investment and thus the goods
market.
C) goods market and has no influence on the money market.
D) goods market and influences the level of planned investment and thus the money
market.

Answer: B

Diff: 2

Topic: Equilibrium in Both the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

2) Output is determined in
A) the goods market and also influences money demand and the interest rate.
B) the money market and also influences money demand and the interest rate.
C) the goods market with no influence from the money market.
D) the money market with no influence on the goods market.

Answer: A

Diff: 2

Topic: Equilibrium in Both the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking
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3) When income increases, the money demand curve shifts to the
interest rate with a fixed money supply.

A) right; increases B) right; decreases
Q) left; increases D) left; decreases
Answer: A
Diff: 2

Topic: Equilibrium in Both the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

4) When income , the money curve shifts to the right.
A) increases; demand B) increases; supply
C) decreases; demand D) decreases; supply
Answer: A
Diff: 1

Topic: Equilibrium in Both the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

2 True/False

1) When aggregate output falls, money demand and the interest rate fall.
Answer: TRUE
Diff: 2
Topic: Equilibrium in Both the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

which

the

2) The money market is linked to the goods and services market by the impact of income on the

demand for money.

Answer: TRUE

Diff: 2

Topic: Equilibrium in Both the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

12.3 Policy Effects in the Goods and Money Markets

1 Multiple Choice

1) Fiscal policy affects the goods market through

A) changes in money supply.
B) changes in taxes and money supply.
C) changes in government spending and money supply.
D) changes in taxes and government spending.

Answer: D

Diff: 1

Topic: Policy Effects in the Goods and Money Markets

Skill: Conceptual

AACSB: Reflective Thinking
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2) Fiscal policy affects the money market through its effect on

A) income and money supply. B) income and money demand.
C) money supply and money demand. D) money supply and income.
Answer: B
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

3) Monetary policy affects the goods market through its effect on
A) the interest rate and planned investment.
B) the interest rate and money demand.
C) income and planned investment.
D) income and money demand.

Answer: A

Diff: 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

4) Which of the following is an example of an expansionary fiscal policy?
A) the Fed selling government securities in the open market
B) the federal government increasing the marginal tax rate on incomes above $200,000
C) the federal government increasing the amount of money spent on public health
programs
D) the federal government reducing pollution standards to allow firms to produce more
output

Answer: C

Diff: 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

5) The objective of a contractionary fiscal policy is to

A) reduce unemployment. B) increase growth in output.
C) reduce inflation. D) increase stagflation.
Answer: C
Diff 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

6) The objective of an expansionary fiscal policy is to

A) reduce unemployment. B) reduce inflation.

C) reduce growth in output. D) reduce growth in international trade.
Answer: A
Diff: 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking
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7) A decrease in the money supply aimed at decreasing aggregate output is referred to as

A) contractionary fiscal policy. B) expansionary fiscal policy.

C) expansionary monetary policy. D) contractionary monetary policy.
Answer: D
Diff: 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

8) An example of a contractionary monetary policy is
A) an increase in the required reserve ratio.
B) a decrease in the discount rate.
C) a reduction in the taxes banks pay on their profits.
D) the Fed buying government securities in the open market.

Answer: A

Diff: 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

9) An example of an expansionary monetary policy is
A) a decrease in the required reserve ratio.
B) the Fed selling bonds in the open market.
C) an increase in the required reserve ratio.
D) a law placing a ceiling on the maximum interest rate that banks can pay to depositors.

Answer: A

Diff: 1

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

10) An intended goal of contractionary fiscal and monetary policy is

A) an increase in interest rates.
B) an increase in the price level.
C) a decrease in the unemployment rate.
D) a decrease in the level of aggregate output.

Answer: D

Diff 1

Topic: Policy Effects in the Goods and Money Markets

Skill: Conceptual

AACSB: Reflective Thinking
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Refer to the information provided in Figure 12.4 below to answer the questions that follow.

10

Interest rate (%)

8 12 16

Planned investment (billions of dollars)

Figure 12.4

11) Refer to Figure 12.4. Planned investment could decrease from $12 million to $8 million if
A) the government increases government purchases.
B) the Fed increases the money supply.
C) the government reduces government purchases.
D) the government increases net taxes.

Answer: A

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

12) Refer to Figure 12.4. Planned investment could decrease from $16 million to $12 million if

A) the government reduces government purchases.
B) the Fed buys bonds in the open market.
C) the government reduces net taxes.
D) firms expect their sales to decrease in the future.

Answer: C

Diff: 3

Topic: Policy Effects in the Goods and Money Markets

Skill: Analytic

AACSB: Analytic Skills

13) Refer to Figure 12.4. Planned investment could increase from $8 million to $12 million if

A) the government increases government purchases.
B) the government decreases net taxes.
C) the Fed sells bonds in the open market.
D) the Fed reduces the required reserve ratio.

Answer: D

Diff: 3

Topic: Policy Effects in the Goods and Money Markets

Skill: Analytic

AACSB: Analytic Skills
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14) Refer to Figure 12.4. Planned investment could decrease from $12 million to $8 million if
A) the government increases net taxes.
B) the government increases government purchases.
C) the Fed buys bonds in the open market.
D) Both B and C

Answer: B

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

15) Refer to Figure 12.4. Planned investment could decrease from $16 million to $12 million if
A) the government reduces government purchases.
B) the Fed sells bonds in the open market.
C) the Fed lowers the discount rate.
D)Band C

Answer: B

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

16) Refer to Figure 12.4. Planned investment could increase from $8 million to $12 million if
A) the government increases government purchases.
B) the government increases net taxes.
C) the Fed sells bonds in the open market.
D) the Fed lowers the discount rate.

Answer: D

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

17) Which of the following sequence of events follows an expansionary monetary policy?

A)rt= 1= AE|=Y|. B) 1= It= AE| = Y.
Q) ry=1{= AEt= Y. D) rl= I = AE|=Y|.
Answer: C
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

18) Which of the following sequence of events follows a rise in the discount rate?

A)rf=1= AE|= Y]. B) =1} = AE|=Y].
Q) ri=1t= AE}= Y. D) rt= 1= AE}= Y.
Answer: B
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills
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19) Which of the following sequence of events follows an expansionary fiscal policy?

A) AEt = Yt = Md| = r|= I, = AE|.
B) AEt = Y} = Mdt = 1= I, = AE|.
Q) AE|= Y| = Md|= r|= It = AE.
D) AE| = Yt = Md| = r|= I, = AE|.

Answer: B

Diff: 2

Topic: Policy Effects in the Goods and Money Markets

Skill: Analytic

AACSB: Analytic Skills

20) Which of the following sequence of events follows an increase in net taxes?

A) AE} = Y1 = Mdt = rt= It = AE}. B) AE}| = Y} = Md| = 1= I, = AE|.
C) AEt= Y= Md| = r|= I, = AE|. D) AE| = Y|= Md| = 1= It = AE}.
Answer: D
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

21) If planned investment decreases as the interest rate increases, the size of the government
spending multiplier will be

A) zero.

B) larger than the government spending multiplier that would result if planned investment
were independent of the interest rate.

C) the same as the government spending multiplier that would result if planned investment
were independent of the interest rate.

D) smaller than the government spending multiplier that would result if planned
investment were independent of the interest rate.

Answer: D

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

22) If planned investment decreases as the interest rate increases, the absolute value of the tax
multiplier will be

A) the same as the absolute value of the tax multiplier that would result if planned
investment were independent of the interest rate.

B) larger than the absolute value of the tax multiplier that would result if planned
investment were independent of the interest rate.

C) smaller than the absolute value of the tax multiplier that would result if planned
investment were independent of the interest rate.

D) zero.

Answer: C

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills
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Refer to the information provided in Table 12.2 below and the following three assumptions to answer the
questions that follow.

Table 12.2
A Hypothetical Economy
Consumption (C) $600 billion
Planned Investment (I) $300 billion
Government Spending $150 billion

Assume the following for the long run:

1. For every 1% increase (decrease) in interest rate, planned investment decreases (increases) by $5
billion.

2. For every $10 billion increase (decrease) in government spending, interest rate increases (decreases)
by 1%.
3. The MPC = 0.8

23) Refer to Table 12.2. Assuming the economy is in equilibrium, how much is equilibrium
output?
A) $750 billion. B) $900 billion C) $1,050 billion D) $1,350 billion
Answer: C
Diff: 2
Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

24) Refer to Table 12.2. When government spending increases by $30 billion, the crowding-out
effect can be represented by a

A) $30 billion decrease in investment. B) $15 billion decrease in investment.
C) 3% decrease in the interest rate. D) 1% increase in the interest rate.
Answer: B
Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

25) Refer to Table 12.2. Taking the crowding-out effect into consideration, if government
spending increases by $30 billion, equilibrium output

A) increases by $150 billion. B) increases by $225 billion.
C) decreases by $150 billion. D) increases by $75 billion.
Answer: D
Diff- 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills
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26) Refer to Table 12.2. Taking the crowding-out effect into consideration, if government
spending increases by $50 billion, the new equilibrium output is
A) $1,100 billion. B) $1,175 billion. C) $1,300 billion. D) $1,000 billion.

Answer: B

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

27) The severity of the crowding-out effect will be reduced if
A) the Fed increases the money supply at the same time the federal government increases
government spending.
B) the Fed decreases the money supply at the same time the federal government increases
government spending,.
C) the Fed does not change the money supply when the government increases government
spending.
D) business firms become pessimistic about the future.
Answer: A
Diff: 3
Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

28) If the Fed decreases the money supply at the same time the federal government decreases
government spending, the crowding-out effect
A) will not be affected.
B) will be increased.
C) will be reduced.
D) could either increase or decrease depending on the sensitivity of planned investment to
the interest rate.

Answer: C

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

29) The steeper the planned investment schedule (curve)
A) the larger is the crowding-out effect.
B) the smaller is the crowding-out effect.
C) the larger is the change in planned investment as a result of changes in the interest rate.
D) the smaller is the change in money demand as a result of changes in the interest rate.

Answer: B

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking
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30) The flatter the planned investment schedule (curve)
A) the smaller is the change in planned investment as a result of changes in the interest rate.
B) the smaller is the crowding-out effect.
C) the larger is the crowding-out effect.
D) the larger is the change in money demand as a result of changes in the interest rate.
Answer: C
Diff: 2
Topic: Policy Effects in the Goods and Money Markets

Skill: Conceptual
AACSB: Reflective Thinking

31) If planned investment does not fall when the interest rate rises, there will be

A) a slight crowding-out effect. B) a substantial crowding-out effect.
C) no crowding-out effect. D) a complete crowding-out effect.
Answer: C
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

32) Which of the following reduces the severity of the crowding-out effect whenever government
spending increases?

A) An expansionary monetary policy B) An expansionary fiscal policy
C) A contractionary monetary policy D) A contractionary fiscal policy
Answer: A
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

33) There will be no crowding-out effect when the government increases spending and the
planned investment schedule (curve) is

A) vertical. B) downward sloping.
C) upward sloping. D) horizontal.
Answer: A
Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual
AACSB: Reflective Thinking

34) If firms sharply increase the number of investment projects undertaken when interest rates fall
and sharply reduce the number of investment projects undertaken when interest rates
increase, then, ignoring the crowding out effect,

A) expansionary fiscal policy will be very effective.

B) expansionary monetary policy will be very effective.

C) contractionary fiscal policy will be very effective.

D) contractionary monetary policy will not be very effective.

Answer: B

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills
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35) If planned investment is sensitive to the interest rate, an increase in the interest rate causes the
A) aggregate expenditure curve to shift down.
B) aggregate expenditure curve to shift up.
C) long-run aggregate supply curve to shift out.
D) investment demand schedule to shift to the right.

Answer: A

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

36) Monetary policy can be effective only if
A) the money supply reacts to changes in the interest rate.
B) planned investment reacts to changes in the interest rate.
C) money demand reacts to changes in the interest rate.
D) government spending reacts to changes in the interest rate.

Answer: B

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

37) Dan, a writer for a business magazine, interviewed managers at 100 large corporations. All of
the managers indicated that the primary determinant of planned investment is expected sales
and not the interest rate. From this information, Dan concluded that

A) fiscal policy would be very effective, but monetary policy would not be very effective.

B) neither expansionary nor contractionary fiscal policy would be very effective.

C) both expansionary and contractionary monetary policy would be very effective.

D) contractionary fiscal policy would not be very effective, but contractionary monetary
policy would be very effective.

Answer: A

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

38) Assume that investment spending depends on the interest rate. As the supply of money is

increased, the interest rate and planned investment spending
A) falls; increases B) falls; decreases
Q) rises; decreases D) rises; increases

Answer: A

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills
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39) If the interest rate is so high that it is hurting economic growth, the recommended policy
action should be
A) an expansionary fiscal policy.
B) an expansionary monetary policy.
C) a contractionary monetary policy.
D) the demand for money should be increased.

Answer: B

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills

40) Monetary policy affects the money market by
A) changing the interest rate, which changes planned investment.
B) directly increasing consumption, which increases aggregate output.
C) changing the money supply, which changes the interest rate.
D) changing the level of aggregate output, which changes the level of planned expenditure.
Answer: C
Diff 1
Topic: Policy Effects in the Goods and Money Markets

Skill: Conceptual
AACSB: Reflective Thinking

41) If the investment demand curve is vertical,
A) both monetary and fiscal policy are ineffective.
B) both monetary and fiscal policy are effective.
C) monetary policy is effective, but fiscal policy is ineffective.
D) monetary policy is ineffective, but fiscal policy is effective.

Answer: D

Diff: 2

Topic: Policy Effects in the Goods and Money Markets
Skill: Conceptual

AACSB: Reflective Thinking

42) If the federal government is reducing net taxes to stimulate the economy at the same time the
Fed is selling bonds in the open market, the effectiveness of the expansionary fiscal policy will
be

A) increased, because the Fed's actions will result in higher interest rates.
B) reduced, because the Fed's actions will result in higher interest rates.
Q) increased, because the Fed's actions will result in lower interest rates.
D) reduced, because the Fed's actions will result in lower interest rates.

Answer: B

Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic

AACSB: Analytic Skills
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43) If the Fed accommodates a fiscal expansion by increasing the money supply so that the interest
rate increases only a little, the crowding-out effect will

A) be zero. B) increase.

C) decrease, but still be positive. D) become infinitely large.
Answer: C
Diff: 3

Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills

Refer to the information provided in Figure 12.5 below to answer the questions that follow.

rh Panel A rh Panel B
I 1
rhA Panel C rh Panel D
I I
Figure 12.5

44) Refer to Figure 12.5. As a result of an expansionary fiscal policy, the largest crowding -out
effect occurs if the planned investment schedule (curve) is similar to the one in Panel
A) A B) B C)C D)D
Answer: C
Diff: 2
Topic: Policy Effects in the Goods and Money Markets
Skill: Analytic
AACSB: Analytic Skills
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45) Refer to Figure 12.5. Assume the current equilibrium output is $500 billion, the spending
multiplier is 5, and the government increases purchases by $10 billion. If the new equilibrium
output increases to $530 billion, most likely the planned investment schedule (curve) is similar
to the one in Panel .

A) A B)B C)C D)D
Answer: A
Diff: 3
Topic: Policy Effects in the Goods and Money Markets
Skill: Anal