
These sample questions are based on the textbook material and are not all-inclusive for purposes of tests and quizzes.
Additional questions discussed in classroom lectures will be included in tests and quizzes.

Chapter 01
1 For economists, the word "utility" means: 

A.  versatility and flexibility.
B.  rationality.
C.  pleasure or satisfaction.
D.  purposefulness.

2 In economics, the pleasure, happiness, or satisfaction received from a product is called: 
A.  marginal cost.
B.  rational outcome.
C.  status fulfillment.
D.  utility.

3 When economists say that people act rationally in their self-interest, they mean that individuals: 
A.  look for and pursue opportunities to increase their utility.
B.  generally disregard the interests of others.
C.  are mainly creatures of habit.
D.  are usually impulsive and unpredictable.

4 Purposeful behavior suggests that: 
A.  everyone will make identical choices.
B.  resource availability exceeds economic wants.
C.  individuals may make different choices because of different desired outcomes.
D.  an individual's economic goals cannot involve trade-offs.

5 Purposeful behavior means that: 
A.  people are selfish in their decision making.
B.  people weigh costs and benefits to make decisions.
C.  people are immune from emotions affecting their decisions.
D.  decision makers do not make mistakes when weighing costs and benefits.

6 Economics involves marginal analysis because: 
A.  most decisions involve changes from the present situation.
B.  marginal benefits always exceed marginal costs.
C.  marginal costs always exceed marginal benefits.
D.  much economic behavior is irrational.

7 Which one of the following expressions best states the idea of opportunity cost? 
A.  "A penny saved is a penny earned."
B.  "He who hesitates is lost."
C.  "There is no such thing as a free lunch."
D.  "All that glitters is not gold."

8

A.  distorted priorities.
B.  opportunity costs.
C.  increasing opportunity costs.
D.  productive efficiency.

9
A.  trade-offs.
B.  economic growth.
C.  technological change.
D.  capitalism.

10 The scientific method is: 
A.  not applicable to economics because economics deals with human beings.
B.  also known as the economic perspective.
C.  analysis that moves from broad generalizations called laws to theories and then to hypotheses.
D.  used by economists and other social scientists, as well as by physical scientists and life scientists, to formulate and test hypotheses.

11 The process by which economists test hypotheses against facts to develop theories, principles, and models is called: 
A.  the economic perspective.
B.  the scientific method.
C.  policy economics.
D.  microeconomics.

12 Economic theories: 
A.  are useless because they are not based on laboratory experimentation.
B.  that are true for individual economic units are never true for the economy as a whole.
C.  are generalizations based on a careful observation of facts.
D.  are abstractions and therefore of no application to real situations.

13 Macroeconomics approaches the study of economics from the viewpoint of: 
A.  the entire economy.
B.  governmental units.
C.  the operation of specific product and resource markets.
D.  individual firms.

14 Which of the following is associated with macroeconomics? 
A.  An examination of the incomes of Harvard Business School graduates.
B.  An empirical investigation of the general price level and unemployment rates since 1990.

Which of the following most closely relates to the idea of opportunity costs? 

Suppose that a university decides to spend $1 million to upgrade personal computers and scientific equipment for faculty rather than spend $1 million to 
expand parking for students. This example illustrates: 
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C.  A study of the trend of pecan prices since the Second World War.
D.  A case study of pricing and production in the textbook industry.

15 The problems of aggregate inflation and unemployment are: 
A.  major topics of macroeconomics.
B.  not relevant to the U.S. economy.
C.  major topics of microeconomics.
D.  peculiar to command economies.

16 A positive statement is one that is: 
A.  derived by induction.
B.  derived by deduction.
C.  subjective and is based on a value judgment.
D.  objective and is based on facts.

17 Which of the following is a positive statement? 
A.  A humidity level of 90 percent is too high.
B.  It is too hot to run outside when the temperature exceeds 80 degrees.
C.  The temperature is 92 degrees today.
D.  Summer evenings are nice when it cools off to around 70 degrees.

18 Normative statements are concerned primarily with: 
A.  facts and theories.
B.  what ought to be.
C.  what is.
D.  rational choice involving costs and benefits.

19 The scarcity problem: 
A.  persists only because countries have failed to achieve continuous full employment.
B.  persists because economic wants exceed available productive resources.
C.  has been solved in all industrialized nations.
D.  has been eliminated in affluent societies such as the United States and Canada.

20 The alternative combinations of two goods that a consumer can purchase with a specific money income is shown by: 
A.  a production possibilities curve.
B.  a demand curve.
C.  a consumer expenditure line.
D.  a budget line.

21 The budget line shows: 
A.  the amount of product A that a consumer is willing to give up to obtain one more unit of product B.
B.  all possible combinations of two goods that can be purchased, given money income and the prices of the goods.
C.  the minimum amount of two goods that a consumer can purchase with a specific money income.
D.  all possible combinations of two goods that yield the same level of utility to the consumer.

22 Suppose you have a money income of $10, all of which you spend on Coke and popcorn. In the diagram, the prices of Coke and popcorn respectively are: 

A.  $.50 and $1.00.
B.  $1.00 and $.50.
C.  $1.00 and $2.00.
D.  $.40 and $.50.

23 Other things equal, an increase in a consumer's money income: 
A.  increases the amount of utility a consumer receives from a given quantity of a good.
B.  shifts the individual's budget line rightward because she can now purchase more of both products.
C.  eliminates the individual's economizing problem.
D.  causes the consumer to choose a different combination of goods along a given budget line.

24 The slope of a budget line reflects the: 
A.  desirability of the two products.
B.  price ratio of the two products.
C.  amount of the consumer's income.
D.  utility ratio of the two products.

25 Which of the following is a capital resource? 
A.  A computer programmer.
B.  A corporate bond issued by a computer manufacturer.
C.  Silicon (sand) used to make computer chips.
D.  A piece of software used by a firm.

26 The four factors of production are: 
A.  land, labor, capital, and money.
B.  land, labor, capital, and entrepreneurial ability.
C.  labor, capital, technology, and entrepreneurial ability.
D.  labor, capital, entrepreneurial ability, and money.

27 Which of the following is a land resource? 
A.  A farmer.
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B.  An oil drilling rig.
C.  A machine for detecting earthquakes.
D.  Natural gas.

28 Which of the following is not  considered by economists to be an economic resource? 
A.  Money.
B.  Factory workers.
C.  Computers at a retail store.
D.  A forest.

29 Which of the following would not  be classified as an economic resource by economists? 
A.  A professional soccer player.
B.  Water in a town's reservoir.
C.  Money in a business checking account.
D.  The manager of the local hamburger restaurant.

30 The production possibilities curve illustrates the basic principle that: 
A.  the production of more of any one good will in time require smaller and smaller sacrifices of other goods.
B.  an economy will automatically obtain full employment of its resources.
C.  if all the resources of an economy are in use, more of one good can be produced only if less of another good is produced.
D.  an economy's capacity to produce increases in proportion to its population size.

31 Answer the question on the basis of the data given in the following production possibilities table:

Refer to the table. As compared to production alternative D, the choice of alternative C would: 
A.  tend to generate a more rapid growth rate.
B.  be unattainable.
C.  entail unemployment.
D.  tend to generate a slower growth rate.

32 Answer the question on the basis of the data given in the following production possibilities table:

Refer to the table. A total output of 3 units of capital goods and 4 units of consumer goods: 
A.  is irrelevant because the economy is capable of producing a larger total output.
B.  will result in the maximum rate of growth available to this economy.
C.  would involve an inefficient use of the economy's scarce resources.
D.  is unobtainable in this economy.

33 Answer the question on the basis of the data given in the following production possibilities table:

Refer to the table. For this economy to produce a total output of 3 units of capital goods and 13 units of consumer goods, it must: 
A.  achieve economic growth.
B.  use its resources more efficiently than the data in the table now indicate.
C.  allocate its available resources most efficiently among alternative uses.
D.  achieve the full employment of available resources.

34 Which of the following is assumed in constructing a typical production possibilities curve? 
A.  The economy is using its resources inefficiently.
B.  Resources are perfectly shiftable among alternative uses.
C.  Production technology is fixed.
D.  The economy is engaging in international trade.

35 The typical production possibilities curve is: 
A.  an upsloping line that is bowed out from the origin.
B.  a downsloping line that is bowed in toward the origin.
C.  a downsloping line that is bowed out from the origin.
D.  a straight upsloping line.

36 The slope of the typical production possibilities curve: 
A.  is positive.
B.  increases as one moves southeast along the curve.
C.  is constant as one moves down the curve.
D.  decreases as one moves southeast along the curve.

37 Which of the following is not  correct? A typical production possibilities curve: 
A.  indicates how much of two products a society can produce.
B.  reveals how much each additional unit of one product will cost in terms of the other product.
C.  specifies how much of each product society should produce.
D.  indicates that to produce more of one product society must forgo larger and larger amounts of the other product.

38 Refer to the diagram. This production possibilities curve is constructed so that: 
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A.  resources are presumed to be perfectly shiftable between bread and tractors.
B.  the opportunity cost of bread diminishes as more bread is produced.
C.  the opportunity cost of tractors increases as more bread is produced.
D.  the opportunity costs of both bread and tractors increase as more of each is produced.

39 Refer to the diagram. Which of the following is a normative statement? 

A.  Point C  is superior to point B  because it is important to enhance the future of society.
B.  If society is initially at point C , it must sacrifice 6 units of bread to obtain one more unit of tractors.
C.  If society produces 2 units of tractors and 12 units of bread, it is not using its available resources with maximum efficiency.
D. 

40 If an economy is operating on  its production possibilities curve for consumer goods and capital goods, this means that: 
A.  it is impossible to produce more consumer goods.
B.  resources cannot be reallocated between the two goods.
C.  it is impossible to produce more capital goods.
D.  more consumer goods can only be produced at the cost of fewer capital goods.

41 The construction of a production possibilities curve assumes: 
A.  the quantities of all resources are unlimited.
B.  technology is fixed.
C.  some resources are unemployed.
D.  there is no inflation in the economy.

42 A typical concave (bowed out from the origin) production possibilities curve implies: 
A.  that economic resources are unlimited.
B.  that society must choose among various attainable combinations of goods.
C.  decreasing opportunity costs.
D.  that society is using a market system to allocate resources.

43 If an economy is operating inside its production possibilities curve for consumer goods and capital goods, it: 
A.  can only produce more consumer goods by producing fewer capital goods.
B.  can only produce more capital goods by producing fewer consumer goods.
C.  can produce more of both consumer goods and capital goods by using resources that are currently idle.
D.  must improve its technology to produce more output.

44 Refer to the diagram. Points A , B , C , D , and E  show: 

A.  that the opportunity cost of bicycles increases, while that of computers is constant.
B.  combinations of bicycles and computers that society can produce by using its resources efficiently.
C.  that the opportunity cost of computers increases, while that of bicycles is constant.
D.  that society's demand for computers is greater than its demand for bicycles.

45 Refer to the diagram. If society is currently producing 9 units of bicycles and 4 units of computers and it now decides to increase computer output to 6, the cost: 

Other things equal, the combination of outputs represented by point D  will result in more rapid economic growth than will the combination 
represented by point C .
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A.  will be 4 units of bicycles.
B.  will be 2 units of bicycles.
C.  will be zero because unemployed resources are available.
D.  of doing so cannot be determined from the information given.

46 The fact that the slope of the production possibilities curve becomes steeper as we move down along the curve indicates that: 
A.  the principle of increasing opportunity costs is relevant.
B.  society's resources are limited.
C.  the opportunity cost of producing each product is constant.
D.  resources are perfectly shiftable between alternative uses.

47 The law of increasing opportunity costs states that: 
A.  if society wants to produce more of a particular good, it must sacrifice larger and larger amounts of another good to do so.
B.  the sum of the costs of producing a particular good cannot rise above the current market price of that good.
C.  if the sum of the costs of producing a particular good rises by a specified percent, the price of that good must rise by a greater relative amount.
D.  if the prices of all the resources used to produce goods increase, the cost of producing any particular good will increase at the same rate.

48 The concept of opportunity cost: 
A.  is irrelevant in socialistic economies because of central planning.
B.  suggests that the use of resources in any particular line of production means that alternative outputs must be forgone.
C.  is irrelevant if the production possibilities curve is shifting to the right.
D.  suggests that insatiable wants can be fulfilled.

49 Refer to the diagram for athletic shoes. The optimal output of shoes is: 

A.  Q 1.
B.  Q 2.
C.  Q 3.
D.  greater than Q 3.

50 Refer to the diagram for athletic shoes. If the current output of shoes is Q 1, then: 

A.  society would consider additional units of shoes to be more valuable than alternative uses of those resources.
B.  society would consider additional units of shoes to be less valuable than alternative uses of those resources.
C.  society would experience a net loss by producing more shoes.
D.  resources are being allocated efficiently to the production of shoes.

51 Refer to the diagram for athletic shoes. If the current output of shoes is Q 3, then: 

A.  resources are being allocated efficiently to the production of shoes.
B.  society would consider additional units of shoes to be more valuable than alternative products.
C.  society would consider additional units of shoes to be less valuable than alternative products.
D.  society would experience a net gain by producing more shoes.

52 The basic difference between consumer goods and capital goods is that: 
A.  consumer goods are produced in the private sector and capital goods are produced in the public sector.
B.  an economy that commits a relatively large proportion of its resources to capital goods must accept a lower growth rate.
C.  the production of capital goods is not subject to the law of increasing opportunity costs.
D.  consumer goods satisfy wants directly while capital goods satisfy wants indirectly.

53 Which of the following will shift the production possibilities curve to the right? 
A.  An increase in the unemployment rate from 6 to 8 percent.
B.  A decline in the efficiency with which the present labor force is allocated.
C.  A decrease in the unemployment rate from 8 to 6 percent.
D.  A technological advance that allows farmers to produce more output from given inputs.

54 Other things equal, which of the following would shift an economy's production possibilities curve to the left? 
A.  The discovery of a low-cost means of generating and storing solar energy.
B.  The entrance of more women into the labor force.
C.  A law requiring mandatory retirement from the labor force at age 55.
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D.  An increase in the proportion of total output that consists of capital or investment goods.
55 A nation's production possibilities curve might shift to the left (inward) as a result of: 

A.  technological advance.
B.  increases in the size of the labor force.
C.  the depletion of its soil fertility due to overplanting and overgrazing.
D.  investing in more capital goods.

56 Which of the following will enable a nation to obtain a combination of consumer goods and capital goods outside its production possibilities curve? 
A.  Full employment.
B.  International specialization and trade.
C.  Full production.
D.  Productive efficiency.

57

A.  a rightward (outward) shift of the production possibilities curve.
B.  increasing opportunity costs.
C.  achieving points beyond the production possibilities curve through international specialization and trade.
D.  productive efficiency.

58 (Consider This) The economic perspective used in customer decision making at fast-food restaurants is reflected in: 
A.  customers selecting the shortest line.
B.  decisions for which marginal costs exceed marginal benefits.
C.  all customer lines tending to be of different lengths.
D.  irrational purchasing of high-fat-content food.

59 (Consider This) At fast-food restaurants: 
A.  consumers enjoy complete and accurate information.
B.  decisions are usually made by trial and error.
C.  decisions entail comparisons of marginal costs and marginal benefits.
D.  benefits always exceed costs.

60 (Consider This) Consumers might leave a fast-food restaurant without being served because: 
A.  they are misinformed about the marginal cost and marginal benefits of the food being served.
B.  they conclude that the marginal cost (monetary plus time costs) exceeds the marginal benefit.
C.  the environment is not conducive to a rational choice.
D.  the lines waiting for service are not of equal length.

61 (Last Word) The "after this, therefore because of this" fallacy states that: 
A.  because event A precedes event B, A is necessarily the cause of B.
B.  the very attempt to accomplish a certain objective may create conditions that prohibit the achievement of that objective.
C.  events may drastically alter plans; one's intentions and actual accomplishments may differ considerably.
D.  generalizations that are accurate at the level of microeconomics may be inaccurate at the level of macroeconomics.

62

A.  "after this, therefore because of this" fallacy.
B.  correlation fallacy.
C.  fallacy of composition.
D.  fallacy of limited decisions.

63 (Last Word) The post  hoc,  ergo  propter  hoc  fallacy suggests that: 
A.  positive statements are always followed by normative judgments.
B.  positive statements can never be proven true or false.
C.  if one acts on one's expectations, those expectations will always be fulfilled.
D.  cause and effect can be determined merely by observing the sequence of events.

64

A.  the fallacy of composition.
B.  the economic perspective.
C.  loaded terminology.
D.  marginal analysis.

65

A.  the fallacy of composition.
B.  confusion of correlation and causation.
C.  identifying marginal costs and marginal benefits.
D.  biases and loaded terminology.

66 An economic model is an ideal or utopian type of economy that society should strive to obtain through economic policy. 
True    False

67 Rational individuals may make different choices because their preferences and circumstances differ. 
True    False

68 Choices entail marginal costs because resources are scarce. 
True    False

69 The production possibilities curve shows various combinations of two products that an economy can produce when achieving full employment. 
True    False

70 Refer to the diagram. Given production possibilities curve a , point Y  indicates that society is failing to use available resources efficiently. 
True    False

71 Refer to the diagram. The movement from curve a  to curve b  could be explained by an increase in the quantity and/or quality of society's productive resources. 

(Last Word) A caller to a radio talk show states that protesters against globalization are a collection of "anarchist punks, naïve college students, and 
trade union radicals." This is an example of: 

(Last Word) A study found that the incidence of skin cancer increases along with the amount of time people work under fluorescent light, leading some 
people to conclude that fluorescent lighting is a cause of skin cancer. But further analysis found that people who work in offices, where fluorescent light 
is common, suffer more sunburn on their vacations than other workers. The sunburns, not the fluorescent light, were the cause of the higher incidence 
of skin cancer. The original conclusion illustrates: 

Suppose that Scoobania, which has full employment, can obtain 1 unit of capital goods by sacrificing 2 units of consumer goods domestically but can 
obtain 1 unit of capital goods from another country by trading 1 unit of consumer goods for it. This reality illustrates: 

(Last Word) The safest way for an individual to leave a burning theater is to run for the nearest exit; it is therefore also the best means of escape for a 
large audience. This assertion illustrates the: 
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True    False
72 Refer to the diagram. The movement from curve a  to curve c  suggests an improvement in civilian goods technology but not in war goods technology. 

True    False
73 Refer to the diagram. Which line(s) show(s) a positive relationship between x  and y ? 

A.  A  only.
B.  A  and D  only.
C.  A , B , and D.
D.  Both C  and E.

74 Refer to the diagram. Which line(s) show(s) a negative relationship between x  and y ? 

A.  A  only.
B.  Both A  and D.
C.  A , B , and D.
D.  Both C  and E.

75 Refer to the diagram. Which line(s) show(s) a positive vertical intercept? 

A.  A  and D  only.
B.  B  and C  only.
C.  A , D,  and E.
D.  A , D,  and B.

76

A.  Option A
B.  Option B
C.  Option C
D.  Option D

77

Refer to the information. Which of the following correctly expresses the indicated relationship as an equation? 
A.  i  = 20 - 4I .
B.  i  = 20 - .4I .
C.  i  = 24 - .4I .
D.  i  = 20 - 10I .

78

A.  Line D .
B.  Line C .
C.  Line B .
D.  Line A .

79 Refer to the diagram. The equation that shows the relationship between Y  and X  is: 

Answer the question on the basis of the following information. Assume that if the interest rate that businesses must pay to borrow funds were 20 
percent, it would be unprofitable for businesses to invest in new machinery and equipment, so investment would be zero. But if the interest rate were 16 
percent, businesses would find it profitable to invest $10 billion. If the interest rate were 12 percent, $20 billion would be invested. Assume that total 
investment continues to increase by $10 billion for each successive 4 percentage point decline in the interest rate.

Assume that if the interest rate that businesses must pay to borrow funds were 20 percent, it would be unprofitable for businesses to invest in new 
machinery and equipment, so investment would be zero. But if the interest rate were 16 percent, businesses would find it profitable to invest $10 billion. 
If the interest rate were 12 percent, $20 billion would be invested. Assume that total investment continues to increase by $10 billion for each successive 
4 percentage point decline in the interest rate. Refer to the graph. Which of the following is the correct graphical presentation of the indicated 
relationship? 

Answer the question on the basis of the following information. Assume that if the interest rate that businesses must pay to borrow funds were 20 
percent, it would be unprofitable for businesses to invest in new machinery and equipment, so investment would be zero. But if the interest rate were 16 
percent, businesses would find it profitable to invest $10 billion. If the interest rate were 12 percent, $20 billion would be invested. Assume that total 
investment continues to increase by $10 billion for each successive 4 percentage point decline in the interest rate.
Refer to the information. Using i  and I  to indicate the interest rate and investment (in billions of dollars) respectively, which of the following is the correct 
tabular presentation of the described relationship?
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A.  Y  = 50 + 1/4X .
B.  X  = 1/4Y .
C.  Y  = .4X .
D.  Y  = 1/4X  - 50.

80 Refer to the graph. Which of the following statements is correct? 

A.  Quantity demanded and quantity supplied are independent of price.
B.  Price and quantity demanded are directly related.
C.  Price and quantity supplied are directly related.
D.  Price and quantity supplied are inversely related.

81 Refer to the graph. Which of the following schedules correctly reflects "demand"?

A.  Option A
B.  Option B
C.  Option C
D.  Option D

82

Refer to the data sets. The equation for data set 3 is: 

A.  P  = 90 - .5N .
B.  P  = 90 + .5N .
C.  P  = .5N .
D.  P  = 40 + .5N .

83

Refer to the data sets. For which data set(s) is the vertical intercept zero? 

A.  Data set 4.
B.  Data set 5.
C.  Data sets 2 and 3.
D.  Data set 1.

84

Refer to the data sets. The equation for data set 5 is: 

Answer the question on the basis of the following five data sets wherein it is assumed that the variable shown on the left is the independent variable and 
the one on the right is the dependent variable. Assume in graphing these data that the independent variable is shown on the horizontal axis and the 
dependent variable on the vertical axis.

Answer the question on the basis of the following five data sets wherein it is assumed that the variable shown on the left is the independent variable and 
the one on the right is the dependent variable. Assume in graphing these data that the independent variable is shown on the horizontal axis and the 
dependent variable on the vertical axis.

Answer the question on the basis of the following five data sets wherein it is assumed that the variable shown on the left is the independent variable and 
the one on the right is the dependent variable. Assume in graphing these data that the independent variable is shown on the horizontal axis and the 
dependent variable on the vertical axis.
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A.  V  = .5Y .
B.  U  = -.5V .
C.  U  = V .
D.  V  = 2U .

85 If we are considering the relationship between two variables and release one of the other-things-equal assumptions, we would expect: 
A.  the relationship to change from direct to inverse.
B.  the line representing that relationship on a graph to shift.
C.  the data points to have a tighter fit to the line representing the relationship.
D.  the relationship to change from inverse to direct.

86

A.  if pizzas were free, people would consume 800 per week.
B.  more pizzas will be purchased at a high price than at a low price.
C.  if the price of pizzas is $6, then 150 will be purchased.
D.  50 fewer pizzas will be purchased per week for every $1 increase in price.

87 Refer to the diagram. The slope of curve ZZ  at point A  is approximately: 

A.  2
B.  10.5
C.  -10.5
D.  4

With answer key; for graphs see above
1 For economists, the word "utility" means: 

A.  versatility and flexibility.
B.  rationality.
C.  pleasure or satisfaction.
D.  purposefulness.

2 In economics, the pleasure, happiness, or satisfaction received from a product is called: 
A.  marginal cost.
B.  rational outcome.
C.  status fulfillment.
D.  utility.

3 When economists say that people act rationally in their self-interest, they mean that individuals: 
A.  look for and pursue opportunities to increase their utility.
B.  generally disregard the interests of others.
C.  are mainly creatures of habit.
D.  are usually impulsive and unpredictable.

4 Purposeful behavior suggests that: 
A.  everyone will make identical choices.
B.  resource availability exceeds economic wants.
C.  individuals may make different choices because of different desired outcomes.
D.  an individual's economic goals cannot involve trade-offs.

5 Purposeful behavior means that: 
A.  people are selfish in their decision making.
B.  people weigh costs and benefits to make decisions.
C.  people are immune from emotions affecting their decisions.
D.  decision makers do not make mistakes when weighing costs and benefits.

6 Economics involves marginal analysis because: 
A.  most decisions involve changes from the present situation.
B.  marginal benefits always exceed marginal costs.
C.  marginal costs always exceed marginal benefits.
D.  much economic behavior is irrational.

7 Which one of the following expressions best states the idea of opportunity cost? 
A.  "A penny saved is a penny earned."
B.  "He who hesitates is lost."
C.  "There is no such thing as a free lunch."
D.  "All that glitters is not gold."

8

The amount of pizzas that consumers want to buy per week is reflected in the equation P  = 15 - .02Q d , where Q d  is the amount of pizzas purchased 
per week and P is the price of pizzas. On the basis of this information we can say that:

Suppose that a university decides to spend $1 million to upgrade personal computers and scientific equipment for faculty rather than spend $1 million to 
expand parking for students. This example illustrates: 
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A.  distorted priorities.
B.  opportunity costs.
C.  increasing opportunity costs.
D.  productive efficiency.

9 Which of the following most closely relates to the idea of opportunity costs? 
A.  trade-offs.
B.  economic growth.
C.  technological change.
D.  capitalism.

10 The scientific method is: 
A.  not applicable to economics because economics deals with human beings.
B.  also known as the economic perspective.
C.  analysis that moves from broad generalizations called laws to theories and then to hypotheses.
D.  used by economists and other social scientists, as well as by physical scientists and life scientists, to formulate and test hypotheses.

11 The process by which economists test hypotheses against facts to develop theories, principles, and models is called: 
A.  the economic perspective.
B.  the scientific method.
C.  policy economics.
D.  microeconomics.

12 Economic theories: 
A.  are useless because they are not based on laboratory experimentation.
B.  that are true for individual economic units are never true for the economy as a whole.
C.  are generalizations based on a careful observation of facts.
D.  are abstractions and therefore of no application to real situations.

13 Macroeconomics approaches the study of economics from the viewpoint of: 
A.  the entire economy.
B.  governmental units.
C.  the operation of specific product and resource markets.
D.  individual firms.

14 Which of the following is associated with macroeconomics? 
A.  An examination of the incomes of Harvard Business School graduates.
B.  An empirical investigation of the general price level and unemployment rates since 1990.
C.  A study of the trend of pecan prices since the Second World War.
D.  A case study of pricing and production in the textbook industry.

15 The problems of aggregate inflation and unemployment are: 
A.  major topics of macroeconomics.
B.  not relevant to the U.S. economy.
C.  major topics of microeconomics.
D.  peculiar to command economies.

16 A positive statement is one that is: 
A.  derived by induction.
B.  derived by deduction.
C.  subjective and is based on a value judgment.
D.  objective and is based on facts.

17 Which of the following is a positive statement? 
A.  A humidity level of 90 percent is too high.
B.  It is too hot to run outside when the temperature exceeds 80 degrees.
C.  The temperature is 92 degrees today.
D.  Summer evenings are nice when it cools off to around 70 degrees.

18 Normative statements are concerned primarily with: 
A.  facts and theories.
B.  what ought to be.
C.  what is.
D.  rational choice involving costs and benefits.

19 The scarcity problem: 
A.  persists only because countries have failed to achieve continuous full employment.
B.  persists because economic wants exceed available productive resources.
C.  has been solved in all industrialized nations.
D.  has been eliminated in affluent societies such as the United States and Canada.

20 The alternative combinations of two goods that a consumer can purchase with a specific money income is shown by: 
A.  a production possibilities curve.
B.  a demand curve.
C.  a consumer expenditure line.
D.  a budget line.

21 The budget line shows: 
A.  the amount of product A that a consumer is willing to give up to obtain one more unit of product B.
B.  all possible combinations of two goods that can be purchased, given money income and the prices of the goods.
C.  the minimum amount of two goods that a consumer can purchase with a specific money income.
D.  all possible combinations of two goods that yield the same level of utility to the consumer.

22 Suppose you have a money income of $10, all of which you spend on Coke and popcorn. In the diagram, the prices of Coke and popcorn respectively are: 
A.  $.50 and $1.00.
B.  $1.00 and $.50.
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C.  $1.00 and $2.00.
D.  $.40 and $.50.

23 Other things equal, an increase in a consumer's money income: 
A.  increases the amount of utility a consumer receives from a given quantity of a good.
B.  shifts the individual's budget line rightward because she can now purchase more of both products.
C.  eliminates the individual's economizing problem.
D.  causes the consumer to choose a different combination of goods along a given budget line.

24 The slope of a budget line reflects the: 
A.  desirability of the two products.
B.  price ratio of the two products.
C.  amount of the consumer's income.
D.  utility ratio of the two products.

25 Which of the following is a capital resource? 
A.  A computer programmer.
B.  A corporate bond issued by a computer manufacturer.
C.  Silicon (sand) used to make computer chips.
D.  A piece of software used by a firm.

26 The four factors of production are: 
A.  land, labor, capital, and money.
B.  land, labor, capital, and entrepreneurial ability.
C.  labor, capital, technology, and entrepreneurial ability.
D.  labor, capital, entrepreneurial ability, and money.

27 Which of the following is a land resource? 
A.  A farmer.
B.  An oil drilling rig.
C.  A machine for detecting earthquakes.
D.  Natural gas.

28 Which of the following is not  considered by economists to be an economic resource? 
A.  Money.
B.  Factory workers.
C.  Computers at a retail store.
D.  A forest.

29 Which of the following would not  be classified as an economic resource by economists? 
A.  A professional soccer player.
B.  Water in a town's reservoir.
C.  Money in a business checking account.
D.  The manager of the local hamburger restaurant.

30 The production possibilities curve illustrates the basic principle that: 
A.  the production of more of any one good will in time require smaller and smaller sacrifices of other goods.
B.  an economy will automatically obtain full employment of its resources.
C.  if all the resources of an economy are in use, more of one good can be produced only if less of another good is produced.
D.  an economy's capacity to produce increases in proportion to its population size.

31 Answer the question on the basis of the data given in the following production possibilities table:
Refer to the table. As compared to production alternative D, the choice of alternative C would: 
A.  tend to generate a more rapid growth rate.
B.  be unattainable.
C.  entail unemployment.
D.  tend to generate a slower growth rate.

32 Answer the question on the basis of the data given in the following production possibilities table:
Refer to the table. A total output of 3 units of capital goods and 4 units of consumer goods: 
A.  is irrelevant because the economy is capable of producing a larger total output.
B.  will result in the maximum rate of growth available to this economy.
C.  would involve an inefficient use of the economy's scarce resources.
D.  is unobtainable in this economy.

33 Answer the question on the basis of the data given in the following production possibilities table:
Refer to the table. For this economy to produce a total output of 3 units of capital goods and 13 units of consumer goods, it must: 
A.  achieve economic growth.
B.  use its resources more efficiently than the data in the table now indicate.
C.  allocate its available resources most efficiently among alternative uses.
D.  achieve the full employment of available resources.

34 Which of the following is assumed in constructing a typical production possibilities curve? 
A.  The economy is using its resources inefficiently.
B.  Resources are perfectly shiftable among alternative uses.
C.  Production technology is fixed.
D.  The economy is engaging in international trade.

35 The typical production possibilities curve is: 
A.  an upsloping line that is bowed out from the origin.
B.  a downsloping line that is bowed in toward the origin.
C.  a downsloping line that is bowed out from the origin.
D.  a straight upsloping line.

36 The slope of the typical production possibilities curve: 
A.  is positive.
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B.  increases as one moves southeast along the curve.
C.  is constant as one moves down the curve.
D.  decreases as one moves southeast along the curve.

37 Which of the following is not  correct? A typical production possibilities curve: 
A.  indicates how much of two products a society can produce.
B.  reveals how much each additional unit of one product will cost in terms of the other product.
C.  specifies how much of each product society should produce.
D.  indicates that to produce more of one product society must forgo larger and larger amounts of the other product.

38 Refer to the diagram. This production possibilities curve is constructed so that: 
A.  resources are presumed to be perfectly shiftable between bread and tractors.
B.  the opportunity cost of bread diminishes as more bread is produced.
C.  the opportunity cost of tractors increases as more bread is produced.
D.  the opportunity costs of both bread and tractors increase as more of each is produced.

39 Refer to the diagram. Which of the following is a normative statement? 
A.  Point C  is superior to point B  because it is important to enhance the future of society.
B.  If society is initially at point C , it must sacrifice 6 units of bread to obtain one more unit of tractors.
C.  If society produces 2 units of tractors and 12 units of bread, it is not using its available resources with maximum efficiency.
D. 

40 If an economy is operating on  its production possibilities curve for consumer goods and capital goods, this means that: 
A.  it is impossible to produce more consumer goods.
B.  resources cannot be reallocated between the two goods.
C.  it is impossible to produce more capital goods.
D.  more consumer goods can only be produced at the cost of fewer capital goods.

41 The construction of a production possibilities curve assumes: 
A.  the quantities of all resources are unlimited.
B.  technology is fixed.
C.  some resources are unemployed.
D.  there is no inflation in the economy.

42 A typical concave (bowed out from the origin) production possibilities curve implies: 
A.  that economic resources are unlimited.
B.  that society must choose among various attainable combinations of goods.
C.  decreasing opportunity costs.
D.  that society is using a market system to allocate resources.

43 If an economy is operating inside its production possibilities curve for consumer goods and capital goods, it: 
A.  can only produce more consumer goods by producing fewer capital goods.
B.  can only produce more capital goods by producing fewer consumer goods.
C.  can produce more of both consumer goods and capital goods by using resources that are currently idle.
D.  must improve its technology to produce more output.

44 Refer to the diagram. Points A , B , C , D , and E  show: 
A.  that the opportunity cost of bicycles increases, while that of computers is constant.
B.  combinations of bicycles and computers that society can produce by using its resources efficiently.
C.  that the opportunity cost of computers increases, while that of bicycles is constant.
D.  that society's demand for computers is greater than its demand for bicycles.

45 Refer to the diagram. If society is currently producing 9 units of bicycles and 4 units of computers and it now decides to increase computer output to 6, the cost: 
A.  will be 4 units of bicycles.
B.  will be 2 units of bicycles.
C.  will be zero because unemployed resources are available.
D.  of doing so cannot be determined from the information given.

46 The fact that the slope of the production possibilities curve becomes steeper as we move down along the curve indicates that: 
A.  the principle of increasing opportunity costs is relevant.
B.  society's resources are limited.
C.  the opportunity cost of producing each product is constant.
D.  resources are perfectly shiftable between alternative uses.

47 The law of increasing opportunity costs states that: 
A.  if society wants to produce more of a particular good, it must sacrifice larger and larger amounts of another good to do so.
B.  the sum of the costs of producing a particular good cannot rise above the current market price of that good.
C.  if the sum of the costs of producing a particular good rises by a specified percent, the price of that good must rise by a greater relative amount.
D.  if the prices of all the resources used to produce goods increase, the cost of producing any particular good will increase at the same rate.

48 The concept of opportunity cost: 
A.  is irrelevant in socialistic economies because of central planning.
B.  suggests that the use of resources in any particular line of production means that alternative outputs must be forgone.
C.  is irrelevant if the production possibilities curve is shifting to the right.
D.  suggests that insatiable wants can be fulfilled.

49 Refer to the diagram for athletic shoes. The optimal output of shoes is: 
A.  Q 1.
B.  Q 2.
C.  Q 3.
D.  greater than Q 3.

50 Refer to the diagram for athletic shoes. If the current output of shoes is Q 1, then: 
A.  society would consider additional units of shoes to be more valuable than alternative uses of those resources.
B.  society would consider additional units of shoes to be less valuable than alternative uses of those resources.

Other things equal, the combination of outputs represented by point D  will result in more rapid economic growth than will the combination 
represented by point C .
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C.  society would experience a net loss by producing more shoes.
D.  resources are being allocated efficiently to the production of shoes.

51 Refer to the diagram for athletic shoes. If the current output of shoes is Q 3, then: 
A.  resources are being allocated efficiently to the production of shoes.
B.  society would consider additional units of shoes to be more valuable than alternative products.
C.  society would consider additional units of shoes to be less valuable than alternative products.
D.  society would experience a net gain by producing more shoes.

52 The basic difference between consumer goods and capital goods is that: 
A.  consumer goods are produced in the private sector and capital goods are produced in the public sector.
B.  an economy that commits a relatively large proportion of its resources to capital goods must accept a lower growth rate.
C.  the production of capital goods is not subject to the law of increasing opportunity costs.
D.  consumer goods satisfy wants directly while capital goods satisfy wants indirectly.

53 Which of the following will shift the production possibilities curve to the right? 
A.  An increase in the unemployment rate from 6 to 8 percent.
B.  A decline in the efficiency with which the present labor force is allocated.
C.  A decrease in the unemployment rate from 8 to 6 percent.
D.  A technological advance that allows farmers to produce more output from given inputs.

54 Other things equal, which of the following would shift an economy's production possibilities curve to the left? 
A.  The discovery of a low-cost means of generating and storing solar energy.
B.  The entrance of more women into the labor force.
C.  A law requiring mandatory retirement from the labor force at age 55.
D.  An increase in the proportion of total output that consists of capital or investment goods.

55 A nation's production possibilities curve might shift to the left (inward) as a result of: 
A.  technological advance.
B.  increases in the size of the labor force.
C.  the depletion of its soil fertility due to overplanting and overgrazing.
D.  investing in more capital goods.

56 Which of the following will enable a nation to obtain a combination of consumer goods and capital goods outside its production possibilities curve? 
A.  Full employment.
B.  International specialization and trade.
C.  Full production.
D.  Productive efficiency.

57

A.  a rightward (outward) shift of the production possibilities curve.
B.  increasing opportunity costs.
C.  achieving points beyond the production possibilities curve through international specialization and trade.
D.  productive efficiency.

58 (Consider This) The economic perspective used in customer decision making at fast-food restaurants is reflected in: 
A.  customers selecting the shortest line.
B.  decisions for which marginal costs exceed marginal benefits.
C.  all customer lines tending to be of different lengths.
D.  irrational purchasing of high-fat-content food.

59 (Consider This) At fast-food restaurants: 
A.  consumers enjoy complete and accurate information.
B.  decisions are usually made by trial and error.
C.  decisions entail comparisons of marginal costs and marginal benefits.
D.  benefits always exceed costs.

60 (Consider This) Consumers might leave a fast-food restaurant without being served because: 
A.  they are misinformed about the marginal cost and marginal benefits of the food being served.
B.  they conclude that the marginal cost (monetary plus time costs) exceeds the marginal benefit.
C.  the environment is not conducive to a rational choice.
D.  the lines waiting for service are not of equal length.

61 (Last Word) The "after this, therefore because of this" fallacy states that: 
A.  because event A precedes event B, A is necessarily the cause of B.
B.  the very attempt to accomplish a certain objective may create conditions that prohibit the achievement of that objective.
C.  events may drastically alter plans; one's intentions and actual accomplishments may differ considerably.
D.  generalizations that are accurate at the level of microeconomics may be inaccurate at the level of macroeconomics.

62

A.  "after this, therefore because of this" fallacy.
B.  correlation fallacy.
C.  fallacy of composition.
D.  fallacy of limited decisions.

63 (Last Word) The post  hoc,  ergo  propter  hoc  fallacy suggests that: 
A.  positive statements are always followed by normative judgments.
B.  positive statements can never be proven true or false.
C.  if one acts on one's expectations, those expectations will always be fulfilled.
D.  cause and effect can be determined merely by observing the sequence of events.

64

A.  the fallacy of composition.
B.  the economic perspective.

Suppose that Scoobania, which has full employment, can obtain 1 unit of capital goods by sacrificing 2 units of consumer goods domestically but can 
obtain 1 unit of capital goods from another country by trading 1 unit of consumer goods for it. This reality illustrates: 

(Last Word) The safest way for an individual to leave a burning theater is to run for the nearest exit; it is therefore also the best means of escape for a 
large audience. This assertion illustrates the: 

(Last Word) A caller to a radio talk show states that protesters against globalization are a collection of "anarchist punks, naïve college students, and 
trade union radicals." This is an example of: 
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C.  loaded terminology.
D.  marginal analysis.

65

A.  the fallacy of composition.
B.  confusion of correlation and causation.
C.  identifying marginal costs and marginal benefits.
D.  biases and loaded terminology.

66 An economic model is an ideal or utopian type of economy that society should strive to obtain through economic policy. 
FALSE

67 Rational individuals may make different choices because their preferences and circumstances differ. 
TRUE

68 Choices entail marginal costs because resources are scarce. 
TRUE

69 The production possibilities curve shows various combinations of two products that an economy can produce when achieving full employment. 
TRUE

70 Refer to the diagram. Given production possibilities curve a , point Y  indicates that society is failing to use available resources efficiently. 
FALSE

71 Refer to the diagram. The movement from curve a  to curve b  could be explained by an increase in the quantity and/or quality of society's productive resources. 
TRUE

72 Refer to the diagram. The movement from curve a  to curve c  suggests an improvement in civilian goods technology but not in war goods technology. 
FALSE

73 Refer to the diagram. Which line(s) show(s) a positive relationship between x  and y ? 
A.  A  only.
B.  A  and D  only.
C.  A , B , and D.
D.  Both C  and E.

74 Refer to the diagram. Which line(s) show(s) a negative relationship between x  and y ? 
A.  A  only.
B.  Both A  and D.
C.  A , B , and D.
D.  Both C  and E.

75 Refer to the diagram. Which line(s) show(s) a positive vertical intercept? 
A.  A  and D  only.
B.  B  and C  only.
C.  A , D,  and E.
D.  A , D,  and B.

76

A.  Option A
B.  Option B
C.  Option C
D.  Option D

77

Refer to the information. Which of the following correctly expresses the indicated relationship as an equation? 
A.  i  = 20 - 4I .
B.  i  = 20 - .4I .
C.  i  = 24 - .4I .
D.  i  = 20 - 10I .

78

A.  Line D .
B.  Line C .
C.  Line B .
D.  Line A .

79 Refer to the diagram. The equation that shows the relationship between Y  and X  is: 
A.  Y  = 50 + 1/4X .
B.  X  = 1/4Y .
C.  Y  = .4X .
D.  Y  = 1/4X  - 50.

80 Refer to the graph. Which of the following statements is correct? 

Answer the question on the basis of the following information. Assume that if the interest rate that businesses must pay to borrow funds were 20 
percent, it would be unprofitable for businesses to invest in new machinery and equipment, so investment would be zero. But if the interest rate were 16 
percent, businesses would find it profitable to invest $10 billion. If the interest rate were 12 percent, $20 billion would be invested. Assume that total 
investment continues to increase by $10 billion for each successive 4 percentage point decline in the interest rate.
Refer to the information. Using i  and I  to indicate the interest rate and investment (in billions of dollars) respectively, which of the following is the correct 
tabular presentation of the described relationship?

Answer the question on the basis of the following information. Assume that if the interest rate that businesses must pay to borrow funds were 20 
percent, it would be unprofitable for businesses to invest in new machinery and equipment, so investment would be zero. But if the interest rate were 16 
percent, businesses would find it profitable to invest $10 billion. If the interest rate were 12 percent, $20 billion would be invested. Assume that total 
investment continues to increase by $10 billion for each successive 4 percentage point decline in the interest rate.

Assume that if the interest rate that businesses must pay to borrow funds were 20 percent, it would be unprofitable for businesses to invest in new 
machinery and equipment, so investment would be zero. But if the interest rate were 16 percent, businesses would find it profitable to invest $10 billion. 
If the interest rate were 12 percent, $20 billion would be invested. Assume that total investment continues to increase by $10 billion for each successive 
4 percentage point decline in the interest rate. Refer to the graph. Which of the following is the correct graphical presentation of the indicated 

(Last Word) A study found that the incidence of skin cancer increases along with the amount of time people work under fluorescent light, leading some 
people to conclude that fluorescent lighting is a cause of skin cancer. But further analysis found that people who work in offices, where fluorescent light 
is common, suffer more sunburn on their vacations than other workers. The sunburns, not the fluorescent light, were the cause of the higher incidence 
of skin cancer. The original conclusion illustrates: 
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A.  Quantity demanded and quantity supplied are independent of price.
B.  Price and quantity demanded are directly related.
C.  Price and quantity supplied are directly related.
D.  Price and quantity supplied are inversely related.

81 Refer to the graph. Which of the following schedules correctly reflects "demand"?
A.  Option A
B.  Option B
C.  Option C
D.  Option D

82

Refer to the data sets. The equation for data set 3 is: 
A.  P  = 90 - .5N .
B.  P  = 90 + .5N .
C.  P  = .5N .
D.  P  = 40 + .5N .

83

Refer to the data sets. For which data set(s) is the vertical intercept zero? 
A.  Data set 4.
B.  Data set 5.
C.  Data sets 2 and 3.
D.  Data set 1.

84

Refer to the data sets. The equation for data set 5 is: 
A.  V  = .5Y .
B.  U  = -.5V .
C.  U  = V .
D.  V  = 2U .

85 If we are considering the relationship between two variables and release one of the other-things-equal assumptions, we would expect: 
A.  the relationship to change from direct to inverse.
B.  the line representing that relationship on a graph to shift.
C.  the data points to have a tighter fit to the line representing the relationship.
D.  the relationship to change from inverse to direct.

86

A.  if pizzas were free, people would consume 800 per week.
B.  more pizzas will be purchased at a high price than at a low price.
C.  if the price of pizzas is $6, then 150 will be purchased.
D.  50 fewer pizzas will be purchased per week for every $1 increase in price.

87 Refer to the diagram. The slope of curve ZZ  at point A  is approximately: 
A.  2
B.  10.5
C.  -10.5
D.  4

Chapter 02
1 Which of the following is a distinguishing feature of a command system? 

A.  Private ownership of all capital.
B.  Central planning.
C.  Heavy reliance on markets.
D.  Widespread dispersion of economic power.

2 Which of the following is a distinguishing feature of laissez-faire capitalism? 
A.  Public ownership of all capital.
B.  Central planning.
C.  Minimal government intervention.
D.  A circular flow of goods, resources, and money.

3 Examples of command economies are: 
A.  the United States and Japan.
B.  Sweden and Norway.
C.  Mexico and Brazil.
D.  Cuba and North Korea.

4 Which of the following is not  a typical characteristic of a market system? 
A.  Private property.
B.  Freedom of enterprise.
C.  Government ownership of most property resources.
D.  Competition in product and resource markets.

5 Which of the following is a fundamental characteristic of the market system? 

Answer the question on the basis of the following five data sets wherein it is assumed that the variable shown on the left is the independent variable and 
the one on the right is the dependent variable. Assume in graphing these data that the independent variable is shown on the horizontal axis and the 
dependent variable on the vertical axis.

Answer the question on the basis of the following five data sets wherein it is assumed that the variable shown on the left is the independent variable and 
the one on the right is the dependent variable. Assume in graphing these data that the independent variable is shown on the horizontal axis and the 
dependent variable on the vertical axis.

Answer the question on the basis of the following five data sets wherein it is assumed that the variable shown on the left is the independent variable and 
the one on the right is the dependent variable. Assume in graphing these data that the independent variable is shown on the horizontal axis and the 
dependent variable on the vertical axis.

The amount of pizzas that consumers want to buy per week is reflected in the equation P  = 15 - .02Q d , where Q d  is the amount of pizzas purchased 
per week and P  is the price of pizzas. On the basis of this information we can say that: 
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A.  Property rights.
B.  Central planning by government.
C.  Unselfish behavior.
D.  Government-set wages and prices.

6 Property rights are important because they: 
A.  ensure an equal distribution of income.
B.  encourage cooperation by improving the chances of mutually agreeable transactions.
C.  guarantee that any exchange will make all parties better off than prior to the exchange.
D.  allow the government to control how resources are allocated.

7 Specialization—the division of labor—enhances productivity and efficiency by: 
A.  allowing workers to take advantage of existing differences in their abilities and skills.
B.  avoiding the time loss involved in shifting from one production task to another.
C.  allowing workers to develop skills by working on one, or a limited number, of tasks.
D.  all of the means identified in the other answers.

8 Specialization in production is economically beneficial primarily because it: 
A.  allows everyone to have a job that he or she likes.
B.  permits the production of a larger output with fixed amounts of resources.
C.  facilitates trade by bartering.
D.  guarantees full employment.

9 On the basis of the information, it can be said that: 

A.  no coincidence of wants exists between any two states.
B.  a coincidence of wants exists between Michigan and Washington.
C.  a coincidence of wants exists between Texas and Washington.
D.  a coincidence of wants exists between Michigan and Texas.

10 Which of the following is one of the Five Fundamental Questions? 
A.  Which products will be in scarce supply and which in excess supply?
B.  Who should appoint the head of the central bank?
C.  How much should society save?
D.  What goods and services will be produced?

11 If competitive industry Z is making substantial economic profit, output will: 
A.  fall in industry Z and firms will likely leave the market.
B.  fall in all industries except industry Z.
C.  expand in industry Z as more resources will move to that industry.
D.  expand in industry Z, but no new firms will enter the market.

12 From society's point of view, the economic function of profits and losses is to: 
A.  promote the equal distribution of real assets and wealth.
B.  achieve full employment and price level stability.
C.  contribute to a more equal distribution of income.
D.  reallocate resources from less desired to more desired uses.

13 If a competitive industry is neither expanding nor contracting, we would expect: 
A.  total revenue to be zero.
B.  economic profits to be zero.
C.  total opportunity cost to be zero.
D.  more resources to flow to that industry.

14 The competitive market system: 
A.  encourages innovation because government provides tax breaks and subsidies to those who develop new products or new productive techniques.
B.  discourages innovation because it is difficult to acquire additional capital in the form of new machinery and equipment.
C.  discourages innovation because firms want to get all the profits possible from existing machinery and equipment.
D.  encourages innovation because successful innovators are rewarded with economic profits.

15 In a market economy, the distribution of output will be determined primarily by: 
A.  consumer needs and preferences.
B.  the quantities and prices of the resources that households supply.
C.  government regulations that provide a minimum income for all.
D.  a social consensus as to which distribution of income is most equitable.

16 In a competitive market economy, firms select the least-cost production technique because: 
A.  such choices will result in full employment of available resources.
B.  to do so will maximize the firms' profits.
C.  this will prevent new firms from entering the industry.
D.  "dollar voting" by consumers mandates such a choice.

17 The market system's answer to the fundamental question "What will be produced?" is essentially: 
A.  "Goods and services that are profitable."
B.  "Low-cost goods and services."
C.  "Goods and services that can be produced using large amounts of capital."
D.  "Goods and services that possess lasting value."

18 The market system's answer to the fundamental question "How will the goods and services be produced?" is essentially: 
A.  "With as much machinery as possible."
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B.  "Using the latest technology."
C.  "By exploiting labor."
D.  "In ways that minimize the cost per unit of output."

19 "Consumer sovereignty" means that: 
A.  buyers can dictate the prices at which goods and services will be offered.
B.  advertising is ineffective because consumers already know what they want.
C.  buyers control the quality of goods and services through regulatory agencies.
D.  buyers determine what will be produced based on their "dollar votes" for the goods and services offered by sellers.

20 Which of the following best describes the invisible-hand concept? 
A.  The desires of resource suppliers and producers to further their own self-interest will automatically further the public interest.
B.  The nonsubstitutability of resources creates a conflict between private and public interests and calls for government intervention.
C.  The market system is the best system for overcoming the scarce resources-unlimited wants problem.
D.  Central direction by the government will improve resource allocation in a capitalistic economy.

21 The invisible hand refers to the: 
A.  fact that the U.S. tax system redistributes income from rich to poor.
B.  notion that, under competition, decisions motivated by self-interest promote the social interest.
C.  tendency of monopolistic sellers to raise prices above competitive levels.
D.  fact that government controls the functioning of the market system.

22

A.  incentive problem under central planning.
B.  self-sufficiency dilemma under communism.
C.  resource overcommitment problem under communism.
D.  coordination problem under central planning.

23 The incentive problem under communist central planning refers to the idea that: 
A.  planners had to direct required inputs to each enterprise.
B.  workers, managers, and entrepreneurs could not personally gain by responding to shortages or surpluses or by introducing new and improved products.
C.  the immediate effect of more investment was less consumption.
D.  exports had to be equal to imports for a central plan to work.

24

A.  coordination problem under communist central planning.
B.  self-sufficiency dilemma under communism.
C.  asymmetric information problem under communism.
D.  incentive problem under communist central planning.

25

A.  opportunity cost.
B.  upsloping supply.
C.  consumer sovereignty.
D.  specialization.

26

A.  consumer sovereignty.
B.  technological change.
C.  downsloping demand.
D.  specialization.

27 (Consider This) Since World War II: 
A.  North Korea's command economy has significantly outperformed South Korea's market economy.
B.  South Korea's command economy has significantly outperformed North Korea's market economy.
C.  North Korea's market economy has significantly outperformed South Korea's command economy.
D.  South Korea's market economy has significantly outperformed North Korea's command economy.

28 Consumer sovereignty means that legislation now protects the rights of consumers to dispose of their incomes as they see fit. 
True    False

29 Specialization may expand total output even though the individuals involved may have identical abilities. 
True    False

30 The wants of consumers are expressed in the product market with "dollar votes." 
True    False

With answer key; for graphs see above
1 Which of the following is a distinguishing feature of a command system? 

A.  Private ownership of all capital.
B.  Central planning.
C.  Heavy reliance on markets.
D.  Widespread dispersion of economic power.

2 Which of the following is a distinguishing feature of laissez-faire capitalism? 
A.  Public ownership of all capital.
B.  Central planning.
C.  Minimal government intervention.
D.  A circular flow of goods, resources, and money.

3 Examples of command economies are: 
A.  the United States and Japan.
B.  Sweden and Norway.

"Because the outputs of many industries are the inputs to other industries, the failure of any single industry to fulfill the output quantities specified in the 
central plan caused a chain reaction of adverse repercussions on production." This quotation best identifies the: 

Suppose that an individual sees a tremendous opportunity to produce and sell a new product but dismisses the idea because there is no way to exploit 
this opportunity for personal gain. This situation best identifies the: 

(Consider This) In 2000, McDonald's introduced its McSalad Shaker, which failed to catch on with the public and was subsequently dropped from the 
menu. This failure illustrates the idea of: 

(Consider This) In 1975, McDonald's introduced its Egg McMuffin breakfast sandwich, which remains popular and profitable today. This longevity illustrates the idea of: 
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C.  Mexico and Brazil.
D.  Cuba and North Korea.

4 Which of the following is not  a typical characteristic of a market system? 
A.  Private property.
B.  Freedom of enterprise.
C.  Government ownership of most property resources.
D.  Competition in product and resource markets.

5 Which of the following is a fundamental characteristic of the market system? 
A.  Property rights.
B.  Central planning by government.
C.  Unselfish behavior.
D.  Government-set wages and prices.

6 Property rights are important because they: 
A.  ensure an equal distribution of income.
B.  encourage cooperation by improving the chances of mutually agreeable transactions.
C.  guarantee that any exchange will make all parties better off than prior to the exchange.
D.  allow the government to control how resources are allocated.

7 Specialization—the division of labor—enhances productivity and efficiency by: 
A.  allowing workers to take advantage of existing differences in their abilities and skills.
B.  avoiding the time loss involved in shifting from one production task to another.
C.  allowing workers to develop skills by working on one, or a limited number, of tasks.
D.  all of the means identified in the other answers.

8 Specialization in production is economically beneficial primarily because it: 
A.  allows everyone to have a job that he or she likes.
B.  permits the production of a larger output with fixed amounts of resources.
C.  facilitates trade by bartering.
D.  guarantees full employment.

9 On the basis of the information, it can be said that: 
A.  no coincidence of wants exists between any two states.
B.  a coincidence of wants exists between Michigan and Washington.
C.  a coincidence of wants exists between Texas and Washington.
D.  a coincidence of wants exists between Michigan and Texas.

10 Which of the following is one of the Five Fundamental Questions? 
A.  Which products will be in scarce supply and which in excess supply?
B.  Who should appoint the head of the central bank?
C.  How much should society save?
D.  What goods and services will be produced?

11 If competitive industry Z is making substantial economic profit, output will: 
A.  fall in industry Z and firms will likely leave the market.
B.  fall in all industries except industry Z.
C.  expand in industry Z as more resources will move to that industry.
D.  expand in industry Z, but no new firms will enter the market.

12 From society's point of view, the economic function of profits and losses is to: 
A.  promote the equal distribution of real assets and wealth.
B.  achieve full employment and price level stability.
C.  contribute to a more equal distribution of income.
D.  reallocate resources from less desired to more desired uses.

13 If a competitive industry is neither expanding nor contracting, we would expect: 
A.  total revenue to be zero.
B.  economic profits to be zero.
C.  total opportunity cost to be zero.
D.  more resources to flow to that industry.

14 The competitive market system: 
A.  encourages innovation because government provides tax breaks and subsidies to those who develop new products or new productive techniques.
B.  discourages innovation because it is difficult to acquire additional capital in the form of new machinery and equipment.
C.  discourages innovation because firms want to get all the profits possible from existing machinery and equipment.
D.  encourages innovation because successful innovators are rewarded with economic profits.

15 In a market economy, the distribution of output will be determined primarily by: 
A.  consumer needs and preferences.
B.  the quantities and prices of the resources that households supply.
C.  government regulations that provide a minimum income for all.
D.  a social consensus as to which distribution of income is most equitable.

16 In a competitive market economy, firms select the least-cost production technique because: 
A.  such choices will result in full employment of available resources.
B.  to do so will maximize the firms' profits.
C.  this will prevent new firms from entering the industry.
D.  "dollar voting" by consumers mandates such a choice.

17 The market system's answer to the fundamental question "What will be produced?" is essentially: 
A.  "Goods and services that are profitable."
B.  "Low-cost goods and services."
C.  "Goods and services that can be produced using large amounts of capital."
D.  "Goods and services that possess lasting value."
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18 The market system's answer to the fundamental question "How will the goods and services be produced?" is essentially: 
A.  "With as much machinery as possible."
B.  "Using the latest technology."
C.  "By exploiting labor."
D.  "In ways that minimize the cost per unit of output."

19 "Consumer sovereignty" means that: 
A.  buyers can dictate the prices at which goods and services will be offered.
B.  advertising is ineffective because consumers already know what they want.
C.  buyers control the quality of goods and services through regulatory agencies.
D.  buyers determine what will be produced based on their "dollar votes" for the goods and services offered by sellers.

20 Which of the following best describes the invisible-hand concept? 
A.  The desires of resource suppliers and producers to further their own self-interest will automatically further the public interest.
B.  The nonsubstitutability of resources creates a conflict between private and public interests and calls for government intervention.
C.  The market system is the best system for overcoming the scarce resources-unlimited wants problem.
D.  Central direction by the government will improve resource allocation in a capitalistic economy.

21 The invisible hand refers to the: 
A.  fact that the U.S. tax system redistributes income from rich to poor.
B.  notion that, under competition, decisions motivated by self-interest promote the social interest.
C.  tendency of monopolistic sellers to raise prices above competitive levels.
D.  fact that government controls the functioning of the market system.

22

A.  incentive problem under central planning.
B.  self-sufficiency dilemma under communism.
C.  resource overcommitment problem under communism.
D.  coordination problem under central planning.

23 The incentive problem under communist central planning refers to the idea that: 
A.  planners had to direct required inputs to each enterprise.
B. 

C.  the immediate effect of more investment was less consumption.
D.  exports had to be equal to imports for a central plan to work.

24

A.  coordination problem under communist central planning.
B.  self-sufficiency dilemma under communism.
C.  asymmetric information problem under communism.
D.  incentive problem under communist central planning.

25

A.  opportunity cost.
B.  upsloping supply.
C.  consumer sovereignty.
D.  specialization.

26

A.  consumer sovereignty.
B.  technological change.
C.  downsloping demand.
D.  specialization.

27 (Consider This) Since World War II: 
A.  North Korea's command economy has significantly outperformed South Korea's market economy.
B.  South Korea's command economy has significantly outperformed North Korea's market economy.
C.  North Korea's market economy has significantly outperformed South Korea's command economy.
D.  South Korea's market economy has significantly outperformed North Korea's command economy.

28 Consumer sovereignty means that legislation now protects the rights of consumers to dispose of their incomes as they see fit. 
FALSE

29 Specialization may expand total output even though the individuals involved may have identical abilities. 
TRUE

30 The wants of consumers are expressed in the product market with "dollar votes." 
TRUE

Chapter 03
1 A market: 

A.  reflects upsloping demand and downsloping supply curves.
B.  entails the exchange of goods, but not services.
C.  is an institution that brings together buyers and sellers.
D.  always requires face-to-face contact between buyer and seller.

2 Markets, viewed from the perspective of the supply and demand model: 
A.  assume many buyers and many sellers of a standardized product.
B.  assume market power so that buyers and sellers bargain with one another.
C.  do not exist in the real-world economy.
D.  are approximated by markets in which a single seller determines price.

workers, managers, and entrepreneurs could not personally gain by responding to shortages or surpluses or by introducing new and 
improved products.

Suppose that an individual sees a tremendous opportunity to produce and sell a new product but dismisses the idea because there is no way to exploit 
this opportunity for personal gain. This situation best identifies the: 

(Consider This) In 1975, McDonald's introduced its Egg McMuffin breakfast sandwich, which remains popular and profitable today. This longevity 
illustrates the idea of: 

(Consider This) In 2000, McDonald's introduced its McSalad Shaker, which failed to catch on with the public and was subsequently dropped from the 
menu. This failure illustrates the idea of: 

"Because the outputs of many industries are the inputs to other industries, the failure of any single industry to fulfill the output quantities specified in the 
central plan caused a chain reaction of adverse repercussions on production." This quotation best identifies the: 
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3 The law of demand states that, other things equal: 
A.  price and quantity demanded are inversely related.
B.  the larger the number of buyers in a market, the lower will be product price.
C.  price and quantity demanded are directly related.
D.  consumers will buy more of a product at high prices than at low prices.

4 An increase in the price of a product will reduce the amount of it purchased because: 
A.  supply curves are upsloping.
B.  the higher price means that real incomes have risen.
C.  consumers will substitute other products for the one whose price has risen.
D.  consumers substitute relatively high-priced for relatively low-priced products.

5 The income and substitution effects account for: 
A.  the upward-sloping supply curve.
B.  the downward-sloping demand curve.
C.  movements along a given supply curve.
D.  shifts in the demand curve.

6

A.  an inferior good.
B.  the rationing function of prices.
C.  the substitution effect.
D.  the income effect.

7 In the past few years, the demand for donuts has greatly increased. This increase in demand might best be explained by: 
A.  an increase in the cost of making donuts.
B.  an increase in the price of coffee.
C.  consumers expecting donut prices to fall.
D.  a change in buyer tastes.

8 Which of the following will not  cause the demand for product K to change? 
A.  A change in the price of close-substitute product J.
B.  An increase in incomes of buyers of product K.
C.  A change in the price of product K.
D.  A change in consumer tastes for product K.

9 Which of the following would not  shift the demand curve for beef? 
A.  A widely publicized study that indicates beef consumption increases one's cholesterol.
B.  A reduction in the price of cattle feed.
C.  An effective advertising campaign by pork producers.
D.  A change in the incomes of beef consumers.

10 Which of the following statements is correct? 
A.  An increase in the price of C will decrease the demand for complementary product D.
B.  A decrease in income will decrease the demand for an inferior good.
C.  An increase in income will reduce the demand for a normal good.
D.  A decline in the price of X will increase the demand for substitute product Y.

11 A shift to the right in the demand curve for product A can be most reasonably explained by saying that: 
A.  consumer incomes have declined, and consumers now want to buy less of A at each possible price.
B.  the price of A has increased and, as a result, consumers want to purchase less of it.
C.  consumer preferences have changed in favor of A so that they now want to buy more at each possible price.
D.  the price of A has declined and, as a result, consumers want to purchase more of it.

12 Which of the following will cause the demand curve for product A to shift to the left? 
A.  Population growth that causes an expansion in the number of persons consuming A.
B.  An increase in money income if A is a normal good.
C.  A decrease in the price of complementary product C.
D.  An increase in money income if A is an inferior good.

13 Digital cameras and memory cards are: 
A.  substitute goods.
B.  complementary goods.
C.  independent goods.
D.  inferior goods.

14 A decrease in the price of digital cameras will: 
A.  cause the demand curve for memory cards to become vertical.
B.  shift the demand curve for memory cards to the right.
C.  shift the demand curve for memory cards to the left.
D.  not affect the demand for memory cards.

15 A normal good is one: 
A.  whose amount demanded will increase as its price decreases.
B.  whose amount demanded will increase as its price increases.
C.  whose demand curve will shift leftward as incomes rise.
D.  for which the consumption varies directly with income.

16 An increase in the price of product A will: 
A.  reduce the demand for resources used in the production of A.
B.  increase the demand for complementary product C.
C.  increase the demand for substitute product B.
D.  reduce the demand for substitute product B.

17 Which of the following would most likely increase the demand for gasoline? 

When the price of a product rises, consumers with a given money income shift their purchases to other products whose prices are now relatively lower. 
This statement describes: 
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A.  The expectation by consumers that gasoline prices will be higher in the future.
B.  The expectation by consumers that gasoline prices will be lower in the future.
C.  A widespread shift in car ownership from SUVs to hybrid sedans.
D.  A decrease in the price of public transportation.

18 Suppose that tacos and pizza are substitutes, and that soda and pizza are complements. We would expect an increase in the price of pizza to: 
A.  reduce the demand for tacos and increase the demand for soda.
B.  reduce the demand for soda and increase the demand for tacos.
C.  increase the demand for both soda and tacos.
D.  reduce the demand for both soda and tacos.

19 Assume that the demand curve for product C is downsloping. If the price of C falls from $2.00 to $1.75: 
A.  a smaller quantity of C will be demanded.
B.  a larger quantity of C will be demanded.
C.  the demand for C will increase.
D.  the demand for C will decrease.

20 An increase in the quantity demanded means that: 
A.  given supply, the price of the product can be expected to decline.
B.  price has declined and consumers therefore want to purchase more of the product.
C.  the demand curve has shifted to the right.
D.  the demand curve has shifted to the left.

21 An increase in product price will cause: 
A.  quantity demanded to decrease.
B.  quantity supplied to decrease.
C.  quantity demanded to increase.
D.  the supply curve to shift to the left.

22 The supply curve shows the relationship between: 
A.  price and quantity supplied.
B.  production costs and the amount demanded.
C.  total business revenues and quantity supplied.
D.  physical inputs of resources and the resulting units of output.

23 A firm's supply curve is upsloping because: 
A.  the expansion of production necessitates the use of qualitatively inferior inputs.
B.  mass production economies are associated with larger levels of output.
C.  consumers envision a positive relationship between price and quality.
D.  beyond some point the production costs of additional units of output will rise.

24 Increasing marginal cost of production explains: 
A.  the law of demand.
B.  the income effect.
C.  why the supply curve is upsloping.
D.  why the demand curve is downsloping.

25

A.  rise, the supply of bread to increase, and the demand for potatoes to increase.
B.  rise, the supply of bread to decrease, and the demand for potatoes to increase.
C.  rise, the supply of bread to decrease, and the demand for potatoes to decrease.
D.  fall, the supply of bread to increase, and the demand for potatoes to increase.

26 Suppose product X is an input in the production of product Y. Product Y in turn is a substitute for product Z. An increase in the price of X can be expected to: 
A.  decrease the demand for Z.
B.  increase the demand for Z.
C.  have no effect on the demand for Z.
D.  decrease the supply of Z.

27 Other things equal, if the price of a key resource used to produce product X falls, the: 
A.  product supply curve of X will shift to the right.
B.  product demand curve of X will shift to the right.
C.  product supply curve of X will shift to the left.
D.  product supply curve of X will not shift.

28 Refer to the table. In relation to column (3), a change from column (2) to column (1) would indicate a(n): 

A.  increase in demand.
B.  decrease in demand.
C.  increase in supply.
D.  decrease in supply.

29 Refer to the table. In relation to column (3), a change from column (5) to column (4) would indicate a(n): 

Assume a drought in the Great Plains reduces the supply of wheat. Noting that wheat is a basic ingredient in the production of bread and potatoes are a 
consumer substitute for bread, we would expect the price of wheat to: 
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A.  increase in demand.
B.  decrease in demand.
C.  increase in supply.
D.  decrease in supply.

30

A.  the market would clear.
B.  a surplus of 20 units would occur.
C.  a shortage of 20 units would occur.
D.  demand would change from columns (3) and (2) to columns (3) and (1).

31 Refer to the diagram. A surplus of 160 units would be encountered if the price was: 

A.  $1.10, that is, $1.60 minus $.50.
B.  $1.60.
C.  $1.00.
D.  $0.50.

32 Refer to the diagram. A shortage of 160 units would be encountered if price was: 

A.  $1.10, that is, $1.60 minus $.50.
B.  $1.60.
C.  $1.00.
D.  $0.50.

33 If there is a surplus of a product, its price: 
A.  is below the equilibrium level.
B.  is above the equilibrium level.
C.  will rise in the near future.
D.  is in equilibrium.

34 At the point where the demand and supply curves for a product intersect: 
A.  the selling price and the buying price need not be equal.
B.  the market may, or may not, be in equilibrium.
C.  either a shortage or a surplus of the product might exist, depending on the degree of competition.
D.  the quantity that consumers want to purchase and the amount producers choose to sell are the same.

35 The rationing function of prices refers to the: 
A.  tendency of supply and demand to shift in opposite directions.
B.  fact that ration coupons are needed to alleviate wartime shortages of goods.
C.  capacity of a competitive market to equalize quantity demanded and quantity supplied.
D.  ability of the market system to generate an equitable distribution of income.

36 If there is a shortage of product X, and the price is free to change: 
A.  fewer resources will be allocated to the production of this good.
B.  the price of the product will rise.
C.  the price of the product will decline.
D.  the supply curve will shift to the left and the demand curve to the right, eliminating the shortage.

37 There will be a surplus of a product when: 
A.  price is below the equilibrium level.
B.  the supply curve is downward sloping and the demand curve is upward sloping.
C.  the demand and supply curves fail to intersect.

Refer to the table. Suppose that demand is represented by columns (3) and (2) and supply is represented by columns (3) and (5). If the price were 
artificially set at $9: 
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D.  consumers want to buy less than producers offer for sale.
38

A.  raise their price and reduce their quantity supplied.
B.  raise their price and increase their quantity supplied.
C.  lower their price and reduce their quantity supplied.
D.  lower their price and increase their quantity supplied.

39 Productive efficiency refers to: 
A.  the use of the least-cost method of production.
B.  the production of the product mix most wanted by society.
C.  the full employment of all available resources.
D.  production at some point inside of the production possibilities curve.

40 Assuming conventional supply and demand curves, changes in the determinants of both supply and demand will generally: 
A.  alter both equilibrium price and quantity.
B.  alter equilibrium quantity but not equilibrium price.
C.  alter equilibrium price but not equilibrium quantity.
D.  have no effect on equilibrium price or quantity.

41 Which of the following will cause a decrease in market equilibrium price and an increase in equilibrium quantity? 
A.  An increase in supply.
B.  An increase in demand.
C.  A decrease in supply.
D.  A decrease in demand.

42 Suppose that in each of four successive years producers sell more of their product and at lower prices. This could be explained: 
A.  by small annual increases in supply accompanied by large annual increases in demand.
B.  in terms of a stable supply curve and increasing demand.
C.  in terms of a stable demand curve and increasing supply.
D.  as an exception to the law of supply.

43 If the supply and demand curves for a product both decrease, then equilibrium: 
A.  quantity must fall and equilibrium price must rise.
B.  price must fall, but equilibrium quantity may rise, fall, or remain unchanged.
C.  quantity must decline, but equilibrium price may rise, fall, or remain unchanged.
D.  quantity and equilibrium price must both decline.

44 If the supply of a product decreases and the demand for that product simultaneously increases, then equilibrium: 
A.  price must rise, but equilibrium quantity may rise, fall, or remain unchanged.
B.  price must rise and equilibrium quantity must fall.
C.  price and equilibrium quantity must both increase.
D.  price and equilibrium quantity must both decline.

45 Assuming competitive markets with typical supply and demand curves, which of the following statements is correct ? 
A.  An increase in supply with a decrease in demand will result in an increase in price.
B.  An increase in supply with no change in demand will result in an increase in price.
C.  An increase in supply with no change in demand will result in a decline in sales.
D.  An increase in demand with no change in supply will result in an increase in sales.

46

Refer to the given information. An increase in the prices of resources used to produce X will: 
A.  increase S , increase P , and increase Q .
B.  increase D , increase P , and increase Q .
C.  decrease S , decrease P , and decrease Q .
D.  decrease S , increase P , and decrease Q .

47

Refer to the given information. An improvement in the technology used to produce X will: 
A.  decrease S , increase P , and decrease Q .
B.  decrease S , increase P , and increase Q .
C.  increase S , decrease P , and increase Q .
D.  decrease D , decrease P , and decrease Q .

48

Refer to the given information. A reduction in the number of firms producing X will: 
A.  increase D , increase P , and increase Q .
B.  increase S , decrease P , and increase Q .
C.  decrease S , increase P , and decrease Q .
D.  decrease S , decrease P , and increase Q .

49 Which of the diagrams illustrates the effect of an increase in automobile worker wages on the market for automobiles? 

In the following question you are asked to determine, other things equal, the effects of a given change in a determinant of demand or supply for product 
X upon (1) the demand (D ) for, or supply (S ) of, X; (2) the equilibrium price (P ) of X; and (3) the equilibrium quantity (Q ) of X.

In the following question you are asked to determine, other things equal, the effects of a given change in a determinant of demand or supply for product 
X upon (1) the demand (D ) for, or supply (S ) of, X; (2) the equilibrium price (P ) of X; and (3) the equilibrium quantity (Q ) of X.

In the following question you are asked to determine, other things equal, the effects of a given change in a determinant of demand or supply for product 
X upon (1) the demand (D ) for, or supply (S ) of, X; (2) the equilibrium price (P ) of X; and (3) the equilibrium quantity (Q ) of X.

Camille's Creations and Julia's Jewels both sell beads in a competitive market. If at the market price of $5 both are running out of beads to sell (they 
can't keep up with the quantity demanded at that price), then we would expect both Camille's and Julia's to: 
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A.  A only.
B.  B only.
C.  C only.
D.  D only.

50 Which of the diagrams illustrate(s) the effect of a decline in the price of personal computers on the market for software? 

A.  A only.
B.  A and D.
C.  B only.
D.  D only.

51 Which of the diagrams illustrate(s) the effect of a decrease in incomes on the market for secondhand clothing? 

A.  A and C.
B.  A only.
C.  B only.
D.  C only.

52

Refer to the given information. The equilibrium price for X is: 
A.  $2.00
B.  $4.00
C.  $6.00
D.  $7.00

53

Refer to the given information. If demand changed from P  = 10 - .2Q  to P  = 7 - .3Q , we can conclude that: 
A.  demand has increased.
B.  demand has decreased.
C.  supply will increase.
D.  supply will decrease.

54

Refer to the given information. If demand changed from P  = 10 - .2Q  to P  = 7 - .3Q , the new equilibrium quantity is: 
A.  10
B.  20
C.  15
D.  30

55 In this market, economists would call a government-set minimum price of $50 a: 

A.  price ceiling.
B.  price floor.
C.  equilibrium price.
D.  fair price.

56 In this market, economists would call a government-set maximum price of $40 a: 

(Advanced analysis) Answer the question on the basis of the following information. The demand for commodity X is represented by the equation P  = 10 
- 0.2Q  and supply by the equation P  = 2 + 0.2Q .

(Advanced analysis) Answer the question on the basis of the following information. The demand for commodity X is represented by the equation P  = 10 
- 0.2Q  and supply by the equation P  = 2 + 0.2Q .

(Advanced analysis) Answer the question on the basis of the following information. The demand for commodity X is represented by the equation P  = 10 
- 0.2Q  and supply by the equation P  = 2 + 0.2Q .
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A.  price ceiling.
B.  price floor.
C.  equilibrium price.
D.  fair price.

57 If government set a minimum price of $50 in the market, a: 

A.  shortage of 21 units would occur.
B.  shortage of 125 units would occur.
C.  surplus of 21 units would occur.
D.  surplus of 125 units would occur.

58 An effective ceiling price will: 
A.  induce new firms to enter the industry.
B.  result in a product surplus.
C.  result in a product shortage.
D.  clear the market.

59 An effective price floor will: 
A.  force some firms in this industry to go out of business.
B.  result in a product surplus.
C.  result in a product shortage.
D.  clear the market.

60 Black markets are associated with: 
A.  price floors and the resulting product surpluses.
B.  price floors and the resulting product shortages.
C.  ceiling prices and the resulting product shortages.
D.  ceiling prices and the resulting product surpluses.

61 (Consider This) Ticket scalping: 
A.  imposes economic losses on both buyers and sellers.
B.  creates economic gains for both buyers and sellers.
C.  imposes losses on buyers but creates gains for sellers.
D.  imposes losses on sellers but creates gains for buyers.

62 (Consider This) Ticket scalping implies that: 
A.  event sponsors have established ticket prices at above-equilibrium levels.
B.  an event is not likely to be sold out.
C.  event sponsors have established ticket prices at below-equilibrium levels.
D.  the demand for tickets has fallen between the time tickets were originally sold and the event takes place.

63 (Consider This) Ticket scalping is likely to: 
A.  produce a less interested audience.
B.  reduce the well-being of ticket sellers.
C.  reduce the well-being of ticket buyers.
D.  produce a more interested audience.

64 The rationing function of prices refers to the fact that government must distribute any surplus goods that may be left in a competitive market. 
True    False

65 An increase in quantity supplied might be caused by an increase in production costs. 
True    False

66 An increase in demand accompanied by an increase in supply will increase the equilibrium quantity, but the effect on equilibrium price will be indeterminate. 
True    False

67

True    False
68 A decrease in supply of X increases the equilibrium price of X, which reduces the demand for X and automatically returns the price of X to its initial level. 

True    False
69 In a competitive market, every consumer willing to pay the market price can buy a product and every producer willing to sell the product at that price can sell it. 

True    False

With answer key; for graphs see above
1 A market: 

A.  reflects upsloping demand and downsloping supply curves.
B.  entails the exchange of goods, but not services.
C.  is an institution that brings together buyers and sellers.
D.  always requires face-to-face contact between buyer and seller.

2 Markets, viewed from the perspective of the supply and demand model: 
A.  assume many buyers and many sellers of a standardized product.

If market demand increases and market supply decreases, the change in equilibrium price is unpredictable without first knowing the exact magnitudes 
of the demand and supply changes. 
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B.  assume market power so that buyers and sellers bargain with one another.
C.  do not exist in the real-world economy.
D.  are approximated by markets in which a single seller determines price.

3 The law of demand states that, other things equal: 
A.  price and quantity demanded are inversely related.
B.  the larger the number of buyers in a market, the lower will be product price.
C.  price and quantity demanded are directly related.
D.  consumers will buy more of a product at high prices than at low prices.

4 An increase in the price of a product will reduce the amount of it purchased because: 
A.  supply curves are upsloping.
B.  the higher price means that real incomes have risen.
C.  consumers will substitute other products for the one whose price has risen.
D.  consumers substitute relatively high-priced for relatively low-priced products.

5 The income and substitution effects account for: 
A.  the upward-sloping supply curve.
B.  the downward-sloping demand curve.
C.  movements along a given supply curve.
D.  shifts in the demand curve.

6

A.  an inferior good.
B.  the rationing function of prices.
C.  the substitution effect.
D.  the income effect.

7 In the past few years, the demand for donuts has greatly increased. This increase in demand might best be explained by: 
A.  an increase in the cost of making donuts.
B.  an increase in the price of coffee.
C.  consumers expecting donut prices to fall.
D.  a change in buyer tastes.

8 Which of the following will not  cause the demand for product K to change? 
A.  A change in the price of close-substitute product J.
B.  An increase in incomes of buyers of product K.
C.  A change in the price of product K.
D.  A change in consumer tastes for product K.

9 Which of the following would not  shift the demand curve for beef? 
A.  A widely publicized study that indicates beef consumption increases one's cholesterol.
B.  A reduction in the price of cattle feed.
C.  An effective advertising campaign by pork producers.
D.  A change in the incomes of beef consumers.

10 Which of the following statements is correct? 
A.  An increase in the price of C will decrease the demand for complementary product D.
B.  A decrease in income will decrease the demand for an inferior good.
C.  An increase in income will reduce the demand for a normal good.
D.  A decline in the price of X will increase the demand for substitute product Y.

11 A shift to the right in the demand curve for product A can be most reasonably explained by saying that: 
A.  consumer incomes have declined, and consumers now want to buy less of A at each possible price.
B.  the price of A has increased and, as a result, consumers want to purchase less of it.
C.  consumer preferences have changed in favor of A so that they now want to buy more at each possible price.
D.  the price of A has declined and, as a result, consumers want to purchase more of it.

12 Which of the following will cause the demand curve for product A to shift to the left? 
A.  Population growth that causes an expansion in the number of persons consuming A.
B.  An increase in money income if A is a normal good.
C.  A decrease in the price of complementary product C.
D.  An increase in money income if A is an inferior good.

13 Digital cameras and memory cards are: 
A.  substitute goods.
B.  complementary goods.
C.  independent goods.
D.  inferior goods.

14 A decrease in the price of digital cameras will: 
A.  cause the demand curve for memory cards to become vertical.
B.  shift the demand curve for memory cards to the right.
C.  shift the demand curve for memory cards to the left.
D.  not affect the demand for memory cards.

15 A normal good is one: 
A.  whose amount demanded will increase as its price decreases.
B.  whose amount demanded will increase as its price increases.
C.  whose demand curve will shift leftward as incomes rise.
D.  for which the consumption varies directly with income.

16 An increase in the price of product A will: 
A.  reduce the demand for resources used in the production of A.
B.  increase the demand for complementary product C.

When the price of a product rises, consumers with a given money income shift their purchases to other products whose prices are now relatively lower. 
This statement describes: 
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C.  increase the demand for substitute product B.
D.  reduce the demand for substitute product B.

17 Which of the following would most likely increase the demand for gasoline? 
A.  The expectation by consumers that gasoline prices will be higher in the future.
B.  The expectation by consumers that gasoline prices will be lower in the future.
C.  A widespread shift in car ownership from SUVs to hybrid sedans.
D.  A decrease in the price of public transportation.

18 Suppose that tacos and pizza are substitutes, and that soda and pizza are complements. We would expect an increase in the price of pizza to: 
A.  reduce the demand for tacos and increase the demand for soda.
B.  reduce the demand for soda and increase the demand for tacos.
C.  increase the demand for both soda and tacos.
D.  reduce the demand for both soda and tacos.

19 Assume that the demand curve for product C is downsloping. If the price of C falls from $2.00 to $1.75: 
A.  a smaller quantity of C will be demanded.
B.  a larger quantity of C will be demanded.
C.  the demand for C will increase.
D.  the demand for C will decrease.

20 An increase in the quantity demanded means that: 
A.  given supply, the price of the product can be expected to decline.
B.  price has declined and consumers therefore want to purchase more of the product.
C.  the demand curve has shifted to the right.
D.  the demand curve has shifted to the left.

21 An increase in product price will cause: 
A.  quantity demanded to decrease.
B.  quantity supplied to decrease.
C.  quantity demanded to increase.
D.  the supply curve to shift to the left.

22 The supply curve shows the relationship between: 
A.  price and quantity supplied.
B.  production costs and the amount demanded.
C.  total business revenues and quantity supplied.
D.  physical inputs of resources and the resulting units of output.

23 A firm's supply curve is upsloping because: 
A.  the expansion of production necessitates the use of qualitatively inferior inputs.
B.  mass production economies are associated with larger levels of output.
C.  consumers envision a positive relationship between price and quality.
D.  beyond some point the production costs of additional units of output will rise.

24 Increasing marginal cost of production explains: 
A.  the law of demand.
B.  the income effect.
C.  why the supply curve is upsloping.
D.  why the demand curve is downsloping.

25

A.  rise, the supply of bread to increase, and the demand for potatoes to increase.
B.  rise, the supply of bread to decrease, and the demand for potatoes to increase.
C.  rise, the supply of bread to decrease, and the demand for potatoes to decrease.
D.  fall, the supply of bread to increase, and the demand for potatoes to increase.

26 Suppose product X is an input in the production of product Y. Product Y in turn is a substitute for product Z. An increase in the price of X can be expected to: 
A.  decrease the demand for Z.
B.  increase the demand for Z.
C.  have no effect on the demand for Z.
D.  decrease the supply of Z.

27 Other things equal, if the price of a key resource used to produce product X falls, the: 
A.  product supply curve of X will shift to the right.
B.  product demand curve of X will shift to the right.
C.  product supply curve of X will shift to the left.
D.  product supply curve of X will not shift.

28 Refer to the table. In relation to column (3), a change from column (2) to column (1) would indicate a(n): 
A.  increase in demand.
B.  decrease in demand.
C.  increase in supply.
D.  decrease in supply.

29 Refer to the table. In relation to column (3), a change from column (5) to column (4) would indicate a(n): 
A.  increase in demand.
B.  decrease in demand.
C.  increase in supply.
D.  decrease in supply.

30

A.  the market would clear.
B.  a surplus of 20 units would occur.
C.  a shortage of 20 units would occur.

Assume a drought in the Great Plains reduces the supply of wheat. Noting that wheat is a basic ingredient in the production of bread and potatoes are a 
consumer substitute for bread, we would expect the price of wheat to: 

Refer to the table. Suppose that demand is represented by columns (3) and (2) and supply is represented by columns (3) and (5). If the price were artificially set at $9: 
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D.  demand would change from columns (3) and (2) to columns (3) and (1).
31 Refer to the diagram. A surplus of 160 units would be encountered if the price was: 

A.  $1.10, that is, $1.60 minus $.50.
B.  $1.60.
C.  $1.00.
D.  $0.50.

32 Refer to the diagram. A shortage of 160 units would be encountered if price was: 
A.  $1.10, that is, $1.60 minus $.50.
B.  $1.60.
C.  $1.00.
D.  $0.50.

33 If there is a surplus of a product, its price: 
A.  is below the equilibrium level.
B.  is above the equilibrium level.
C.  will rise in the near future.
D.  is in equilibrium.

34 At the point where the demand and supply curves for a product intersect: 
A.  the selling price and the buying price need not be equal.
B.  the market may, or may not, be in equilibrium.
C.  either a shortage or a surplus of the product might exist, depending on the degree of competition.
D.  the quantity that consumers want to purchase and the amount producers choose to sell are the same.

35 The rationing function of prices refers to the: 
A.  tendency of supply and demand to shift in opposite directions.
B.  fact that ration coupons are needed to alleviate wartime shortages of goods.
C.  capacity of a competitive market to equalize quantity demanded and quantity supplied.
D.  ability of the market system to generate an equitable distribution of income.

36 If there is a shortage of product X, and the price is free to change: 
A.  fewer resources will be allocated to the production of this good.
B.  the price of the product will rise.
C.  the price of the product will decline.
D.  the supply curve will shift to the left and the demand curve to the right, eliminating the shortage.

37 There will be a surplus of a product when: 
A.  price is below the equilibrium level.
B.  the supply curve is downward sloping and the demand curve is upward sloping.
C.  the demand and supply curves fail to intersect.
D.  consumers want to buy less than producers offer for sale.

38

A.  raise their price and reduce their quantity supplied.
B.  raise their price and increase their quantity supplied.
C.  lower their price and reduce their quantity supplied.
D.  lower their price and increase their quantity supplied.

39 Productive efficiency refers to: 
A.  the use of the least-cost method of production.
B.  the production of the product mix most wanted by society.
C.  the full employment of all available resources.
D.  production at some point inside of the production possibilities curve.

40 Assuming conventional supply and demand curves, changes in the determinants of both supply and demand will generally: 
A.  alter both equilibrium price and quantity.
B.  alter equilibrium quantity but not equilibrium price.
C.  alter equilibrium price but not equilibrium quantity.
D.  have no effect on equilibrium price or quantity.

41 Which of the following will cause a decrease in market equilibrium price and an increase in equilibrium quantity? 
A.  An increase in supply.
B.  An increase in demand.
C.  A decrease in supply.
D.  A decrease in demand.

42 Suppose that in each of four successive years producers sell more of their product and at lower prices. This could be explained: 
A.  by small annual increases in supply accompanied by large annual increases in demand.
B.  in terms of a stable supply curve and increasing demand.
C.  in terms of a stable demand curve and increasing supply.
D.  as an exception to the law of supply.

43 If the supply and demand curves for a product both decrease, then equilibrium: 
A.  quantity must fall and equilibrium price must rise.
B.  price must fall, but equilibrium quantity may rise, fall, or remain unchanged.
C.  quantity must decline, but equilibrium price may rise, fall, or remain unchanged.
D.  quantity and equilibrium price must both decline.

44 If the supply of a product decreases and the demand for that product simultaneously increases, then equilibrium: 
A.  price must rise, but equilibrium quantity may rise, fall, or remain unchanged.
B.  price must rise and equilibrium quantity must fall.
C.  price and equilibrium quantity must both increase.
D.  price and equilibrium quantity must both decline.

Camille's Creations and Julia's Jewels both sell beads in a competitive market. If at the market price of $5 both are running out of beads to sell (they 
can't keep up with the quantity demanded at that price), then we would expect both Camille's and Julia's to: 
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45 Assuming competitive markets with typical supply and demand curves, which of the following statements is correct ? 
A.  An increase in supply with a decrease in demand will result in an increase in price.
B.  An increase in supply with no change in demand will result in an increase in price.
C.  An increase in supply with no change in demand will result in a decline in sales.
D.  An increase in demand with no change in supply will result in an increase in sales.

46

Refer to the given information. An increase in the prices of resources used to produce X will: 
A.  increase S , increase P , and increase Q .
B.  increase D , increase P , and increase Q .
C.  decrease S , decrease P , and decrease Q .
D.  decrease S , increase P , and decrease Q .

47

Refer to the given information. An improvement in the technology used to produce X will: 
A.  decrease S , increase P , and decrease Q .
B.  decrease S , increase P , and increase Q .
C.  increase S , decrease P , and increase Q .
D.  decrease D , decrease P , and decrease Q .

48

Refer to the given information. A reduction in the number of firms producing X will: 
A.  increase D , increase P , and increase Q .
B.  increase S , decrease P , and increase Q .
C.  decrease S , increase P , and decrease Q .
D.  decrease S , decrease P , and increase Q .

49 Which of the diagrams illustrates the effect of an increase in automobile worker wages on the market for automobiles? 
A.  A only.
B.  B only.
C.  C only.
D.  D only.

50 Which of the diagrams illustrate(s) the effect of a decline in the price of personal computers on the market for software? 
A.  A only.
B.  A and D.
C.  B only.
D.  D only.

51 Which of the diagrams illustrate(s) the effect of a decrease in incomes on the market for secondhand clothing? 
A.  A and C.
B.  A only.
C.  B only.
D.  C only.

52

Refer to the given information. The equilibrium price for X is: 
A.  $2.00
B.  $4.00
C.  $6.00
D.  $7.00

53

Refer to the given information. If demand changed from P  = 10 - .2Q  to P  = 7 - .3Q , we can conclude that: 
A.  demand has increased.
B.  demand has decreased.
C.  supply will increase.
D.  supply will decrease.

54

Refer to the given information. If demand changed from P  = 10 - .2Q  to P  = 7 - .3Q , the new equilibrium quantity is: 
A.  10
B.  20
C.  15
D.  30

55 In this market, economists would call a government-set minimum price of $50 a: 
A.  price ceiling.
B.  price floor.
C.  equilibrium price.
D.  fair price.

56 In this market, economists would call a government-set maximum price of $40 a: 
A.  price ceiling.
B.  price floor.
C.  equilibrium price.
D.  fair price.

57 If government set a minimum price of $50 in the market, a: 

In the following question you are asked to determine, other things equal, the effects of a given change in a determinant of demand or supply for product 
X upon (1) the demand (D ) for, or supply (S ) of, X; (2) the equilibrium price (P ) of X; and (3) the equilibrium quantity (Q ) of X.

(Advanced analysis) Answer the question on the basis of the following information. The demand for commodity X is represented by the equation P  = 10 
- 0.2Q  and supply by the equation P  = 2 + 0.2Q .

(Advanced analysis) Answer the question on the basis of the following information. The demand for commodity X is represented by the equation P  = 10 
- 0.2Q  and supply by the equation P  = 2 + 0.2Q .

(Advanced analysis) Answer the question on the basis of the following information. The demand for commodity X is represented by the equation P  = 10 
- 0.2Q  and supply by the equation P  = 2 + 0.2Q .

In the following question you are asked to determine, other things equal, the effects of a given change in a determinant of demand or supply for product 
X upon (1) the demand (D ) for, or supply (S ) of, X; (2) the equilibrium price (P ) of X; and (3) the equilibrium quantity (Q ) of X.

In the following question you are asked to determine, other things equal, the effects of a given change in a determinant of demand or supply for product 
X upon (1) the demand (D ) for, or supply (S ) of, X; (2) the equilibrium price (P ) of X; and (3) the equilibrium quantity (Q ) of X.
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A.  shortage of 21 units would occur.
B.  shortage of 125 units would occur.
C.  surplus of 21 units would occur.
D.  surplus of 125 units would occur.

58 An effective ceiling price will: 
A.  induce new firms to enter the industry.
B.  result in a product surplus.
C.  result in a product shortage.
D.  clear the market.

59 An effective price floor will: 
A.  force some firms in this industry to go out of business.
B.  result in a product surplus.
C.  result in a product shortage.
D.  clear the market.

60 Black markets are associated with: 
A.  price floors and the resulting product surpluses.
B.  price floors and the resulting product shortages.
C.  ceiling prices and the resulting product shortages.
D.  ceiling prices and the resulting product surpluses.

61 (Consider This) Ticket scalping: 
A.  imposes economic losses on both buyers and sellers.
B.  creates economic gains for both buyers and sellers.
C.  imposes losses on buyers but creates gains for sellers.
D.  imposes losses on sellers but creates gains for buyers.

62 (Consider This) Ticket scalping implies that: 
A.  event sponsors have established ticket prices at above-equilibrium levels.
B.  an event is not likely to be sold out.
C.  event sponsors have established ticket prices at below-equilibrium levels.
D.  the demand for tickets has fallen between the time tickets were originally sold and the event takes place.

63 (Consider This) Ticket scalping is likely to: 
A.  produce a less interested audience.
B.  reduce the well-being of ticket sellers.
C.  reduce the well-being of ticket buyers.
D.  produce a more interested audience.

64 The rationing function of prices refers to the fact that government must distribute any surplus goods that may be left in a competitive market. 
FALSE

65 An increase in quantity supplied might be caused by an increase in production costs. 
FALSE

66 An increase in demand accompanied by an increase in supply will increase the equilibrium quantity, but the effect on equilibrium price will be indeterminate. 
TRUE

67

FALSE
68 A decrease in supply of X increases the equilibrium price of X, which reduces the demand for X and automatically returns the price of X to its initial level. 

FALSE
69 In a competitive market, every consumer willing to pay the market price can buy a product and every producer willing to sell the product at that price can sell it. 

TRUE

Chapter 04
1 Market failure is said to occur whenever: 

A.  private markets do not allocate resources in the most economically desirable way.
B.  prices rise.
C.  some consumers who want a good do not obtain it because the price is higher than they are willing to pay.
D.  government intervenes in the functioning of private markets.

2 Which of the following is an example of market failure? 
A.  Negative externalities.
B.  Positive externalities.
C.  Public goods.
D.  All of these.

3 Demand-side market failures occur when: 
A.  the demand and supply curves don't reflect consumers' full willingness to pay for a good or service.
B.  the demand and supply curves don't reflect the full cost of producing a good or service.
C.  government imposes a tax on a good or service.
D.  a good or service is not produced because no one demands it.

4 Producer surplus: 
A.  is the difference between the maximum prices consumers are willing to pay for a product and the lower equilibrium price.
B.  rises as equilibrium price falls.
C.  is the difference between the minimum prices producers are willing to accept for a product and the higher equilibrium price.
D.  is the difference between the maximum prices consumers are willing to pay for a product and the minimum prices producers are willing to accept.

5

A.  a consumer surplus of $12 and Nathan experiences a producer surplus of $3.
B.  a producer surplus of $9 and Nathan experiences a consumer surplus of $3.

If market demand increases and market supply decreases, the change in equilibrium price is unpredictable without first knowing the exact magnitudes 
of the demand and supply changes. 

Jennifer buys a piece of costume jewelry for $33 for which she was willing to pay $42. The minimum acceptable price to the seller, Nathan, was $30. 
Jennifer experiences: 
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C.  a consumer surplus of $9 and Nathan experiences a producer surplus of $3.
D.  a producer surplus of $9 and Nathan experiences a producer surplus of $12.

6 Amanda buys a ruby for $330 for which she was willing to pay $340. The minimum acceptable price to the seller, Tony, was $140. Amanda experiences: 
A.  a consumer surplus of $10 and Tony experiences a producer surplus of $190.
B.  a producer surplus of $200 and Tony experiences a consumer surplus of $10.
C.  a consumer surplus of $670 and Tony experiences a producer surplus of $200.
D.  a producer surplus of $10 and Tony experiences a consumer surplus of $190.

7 Refer to the diagram. If actual production and consumption occur at Q 2: 

A.  efficiency is achieved.
B.  an efficiency loss (or deadweight loss) of a  + b  + c  + d  occurs.
C.  an efficiency loss (or deadweight loss) of a  + c  occurs.
D.  an efficiency loss (or deadweight loss) of e  + f  occurs.

8 Refer to the diagram. If actual production and consumption occur at Q 3: 

A.  efficiency is achieved.
B.  an efficiency loss (or deadweight loss) of e  + f  occurs.
C.  an efficiency loss (or deadweight loss) of a  + b  + c  + d  occurs.
D.  an efficiency loss (or deadweight loss) of a  + c  occurs.

9 Allocative efficiency occurs only at that output where: 
A.  marginal benefit exceeds marginal cost by the greatest amount.
B.  consumer surplus exceeds producer surplus by the greatest amount.
C.  the combined amounts of consumer surplus and producer surplus are maximized.
D.  the areas of consumer and producer surplus are equal.

10 Unlike a private good, a public good: 
A.  has no opportunity costs.
B.  has benefits available to all, including nonpayers.
C.  produces no positive or negative externalities.
D.  is characterized by rivalry and excludability.

11 Which of the following is an example of a public good? 
A.  A weather warning system.
B.  A television set.
C.  A sofa.
D.  A bottle of soda.

12 A public good: 
A.  can be profitably produced by private firms.
B.  is characterized by rivalry and excludability.
C.  produces no positive or negative externalities.
D.  is available to all and cannot be denied to anyone.

13

Refer to the data. The collective willingness of this society to pay for the second unit of this public good is: 

A.  $2.00
B.  $4.00
C.  $6.00
D.  $8.00

14

Refer to the data. If the marginal cost of producing this good at the optimal quantity is $4, the optimal quantity must be: 

Answer the question on the basis of the following information for a public good. P a  and P b  are the prices that individuals A and B are willing to pay for 
the last unit of a public good, rather than do without it. These people are the only two members of society.

Answer the question on the basis of the following information for a public good. P a  and P b  are the prices that individuals A and B are willing to pay for 
the last unit of a public good, rather than do without it. These people are the only two members of society.
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A.  1 unit.
B.  2 units.
C.  3 units.
D.  4 units.

15

Refer to the data. Suppose government has already produced 4 units of this public good. The amount individual B is willing voluntarily  to pay for the 4th unit is: 

A.  $14.00
B.  $5.00
C.  $2.00
D.  $0.00

16 Cost-benefit analysis attempts to: 
A.  compare the real worth, rather than the market values, of various goods and services.
B.  compare the relative desirability of alternative distributions of income.
C.  determine whether it is better to cut government expenditures or reduce taxes.
D.  compare the benefits and costs associated with any economic project or activity.

17 The following data are for a series of increasingly extensive flood control projects:
Refer to the data. For Plan D marginal costs and marginal benefits are: 

A.  $72,000 and $64,000 respectively.
B.  $28,000 and $12,000 respectively.
C.  $24,000 and $18,000 respectively.
D.  $16,000 and $28,000 respectively.

18 The following data are for a series of increasingly extensive flood control projects:
Refer to the data. On the basis of cost-benefit analysis, government should undertake: 

A.  Plan D.
B.  Plan C.
C.  Plan B.
D.  Plan A.

19

A.  an optimal allocation of society's resources.
B.  an underallocation of resources to this product.
C.  an overallocation of resources to this product.
D.  a higher price than is consistent with an optimal allocation of resources.

20

Answer the question on the basis of the following information for a public good. P a  and P b  are the prices that individuals A and B are willing to pay for the last unit of a 
public good, rather than do without it. These people are the only two members of society.

Refer to the diagram in which S  is the market supply curve and S 1 is a supply curve comprising all costs of production, including external costs. 
Assume that the number of people affected by these external costs is large. Without government interference, this market will reach:

Refer to the diagram in which S  is the market supply curve and S 1 is a supply curve comprising all costs of production, including external costs. 
Assume that the number of people affected by these external costs is large. If the government wishes to establish an optimal allocation of resources in 
this market, it should:
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A.  not  intervene because the market outcome is optimal.
B.  subsidize consumers so that the market demand curve shifts leftward.
C.  subsidize producers so that the market supply curve shifts leftward (upward).
D.  tax producers so that the market supply curve shifts leftward (upward).

21

A.  negative externalities in diagram (a) and positive externalities in diagram (b).
B.  positive externalities in diagram (a) and negative externalities in diagram (b).
C.  negative externalities in both diagrams.
D.  positive externalities in both diagrams.

22 If a good that generates positive externalities were produced and priced to take into account these spillover benefits, then its: 
A.  price and output would increase.
B.  output would increase, but price would remain constant.
C.  price would increase and output would decrease.
D.  price would increase, but output would remain constant.

23

A.  the display creates negative externalities.
B.  government should tax the producers of holiday lighting.
C.  resources are currently overallocated to the provision of holiday lighting in Anytown.
D.  resources are currently underallocated to the provision of holiday lighting in Anytown.

24 The socially optimal amount of pollution abatement occurs where society's marginal: 
A.  benefit of abatement exceeds its marginal cost of abatement by the greatest amount.
B.  benefit of abatement equals its marginal cost of abatement.
C.  benefit of abatement is zero.
D.  cost of abatement is at its maximum.

25 The MC curves in the diagram slope upward because of the law of: 

A.  demand.
B.  conservation of matter and energy.
C.  diminishing marginal utility.
D.  diminishing returns.

26 The MB curves in the diagram slope downward because of the law of: 

A.  conservation of matter and energy.
B.  diminishing returns.
C.  diminishing marginal utility.
D.  increasing cost.

27 (Consider This) Suppose that a new band, "Balin and the Wolf Riders," tries to sell its music on the internet. Economists would expect: 
A.  all of those enjoying the music to pay for downloads and compensate the band for its costs.
B.  some of those enjoying the music to "free ride" through illegal file sharing and digital piracy.
C.  government to tax those attempting to download the band's music.
D.  there to be no consumer surplus for those who download the band's music.

28 Supply-side market failures occur because it is impossible in certain cases for sellers to charge consumers what they are willing to pay for a product. 
True    False

29 When a supply-side market failure occurs, the costs are greater than the benefits for the last unit(s) of output produced. 
True    False

30 Along a demand curve, product price and consumer surplus are inversely related. 

Suppose that the Anytown city government asks private citizens to donate money to support the town's annual holiday lighting display. Assuming that 
the citizens of Anytown enjoy the lighting display, the request for donations suggests that: 

Refer to the diagrams for two separate product markets. Assume that society's optimal level of output in each market is Q 0 and that government 
purposely shifts the market supply curve from S  to S 1 in diagram (a) on the left and from S  to S 2 in diagram (b) on the right. We can conclude that the 
government is correcting for: 
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True    False
31 Society's optimal amount of pollution abatement is where society's marginal benefit of abatement is zero. 

True    False
32 An improvement in the technology of pollution control is likely to increase society's optimal amount of pollution abatement. 

True    False
33 Society's marginal cost of pollution abatement curve slopes upward because of the law of diminishing marginal utility. 

True    False
34

A.  the adverse selection problem.
B.  the moral hazard problem.
C.  the special interest effect.
D.  logrolling.

35

A.  the adverse selection problem.
B.  the moral hazard problem.
C.  the principal-agent problem.
D.  logrolling.

36 Upon buying a car with airbags, Indy begins to drive recklessly. This is an example of the: 
A.  principal-agent problem.
B.  adverse selection problem.
C.  moral hazard problem.
D.  free-rider problem.

37

True    False
38

True    False
39 Asymmetric information always results in adverse selection. 

True    False

With answer key; for graphs see above
1 Market failure is said to occur whenever: 

A.  private markets do not allocate resources in the most economically desirable way.
B.  prices rise.
C.  some consumers who want a good do not obtain it because the price is higher than they are willing to pay.
D.  government intervenes in the functioning of private markets.

2 Which of the following is an example of market failure? 
A.  Negative externalities.
B.  Positive externalities.
C.  Public goods.
D.  All of these.

3 Demand-side market failures occur when: 
A.  the demand and supply curves don't reflect consumers' full willingness to pay for a good or service.
B.  the demand and supply curves don't reflect the full cost of producing a good or service.
C.  government imposes a tax on a good or service.
D.  a good or service is not produced because no one demands it.

4 Producer surplus: 
A.  is the difference between the maximum prices consumers are willing to pay for a product and the lower equilibrium price.
B.  rises as equilibrium price falls.
C.  is the difference between the minimum prices producers are willing to accept for a product and the higher equilibrium price.
D.  is the difference between the maximum prices consumers are willing to pay for a product and the minimum prices producers are willing to accept.

5

A.  a consumer surplus of $12 and Nathan experiences a producer surplus of $3.
B.  a producer surplus of $9 and Nathan experiences a consumer surplus of $3.
C.  a consumer surplus of $9 and Nathan experiences a producer surplus of $3.
D.  a producer surplus of $9 and Nathan experiences a producer surplus of $12.

6 Amanda buys a ruby for $330 for which she was willing to pay $340. The minimum acceptable price to the seller, Tony, was $140. Amanda experiences: 
A.  a consumer surplus of $10 and Tony experiences a producer surplus of $190.
B.  a producer surplus of $200 and Tony experiences a consumer surplus of $10.
C.  a consumer surplus of $670 and Tony experiences a producer surplus of $200.
D.  a producer surplus of $10 and Tony experiences a consumer surplus of $190.

7 Refer to the diagram. If actual production and consumption occur at Q 2: 
A.  efficiency is achieved.
B.  an efficiency loss (or deadweight loss) of a  + b  + c  + d  occurs.
C.  an efficiency loss (or deadweight loss) of a  + c  occurs.
D.  an efficiency loss (or deadweight loss) of e  + f  occurs.

8 Refer to the diagram. If actual production and consumption occur at Q 3: 
A.  efficiency is achieved.
B.  an efficiency loss (or deadweight loss) of e  + f  occurs.

Jennifer buys a piece of costume jewelry for $33 for which she was willing to pay $42. The minimum acceptable price to the seller, Nathan, was $30. 
Jennifer experiences: 

Because the federal government typically provides disaster relief to farmers, many farmers do not buy crop insurance even through it is federally 
subsidized. This illustrates: 

In response to the financial crisis that began in 2007, the government began to bail out banks deemed "too big to fail." Critics of this action argued that 
this would create the prospect of future bailouts and encourage banks to be fiscally irresponsible in the future. This illustrates: 

Professor Gullible agreed to cancel the final examination if students promised to study for it anyway. The concept of moral hazard would predict that it is 
unlikely that students will study for the exam. 

The moral hazard problem is the tendency of some parties to a contract to alter their behavior as a result of the contract in ways that are costly to the other party. 
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C.  an efficiency loss (or deadweight loss) of a  + b  + c  + d  occurs.
D.  an efficiency loss (or deadweight loss) of a  + c  occurs.

9 Allocative efficiency occurs only at that output where: 
A.  marginal benefit exceeds marginal cost by the greatest amount.
B.  consumer surplus exceeds producer surplus by the greatest amount.
C.  the combined amounts of consumer surplus and producer surplus are maximized.
D.  the areas of consumer and producer surplus are equal.

10 Unlike a private good, a public good: 
A.  has no opportunity costs.
B.  has benefits available to all, including nonpayers.
C.  produces no positive or negative externalities.
D.  is characterized by rivalry and excludability.

11 Which of the following is an example of a public good? 
A.  A weather warning system.
B.  A television set.
C.  A sofa.
D.  A bottle of soda.

12 A public good: 
A.  can be profitably produced by private firms.
B.  is characterized by rivalry and excludability.
C.  produces no positive or negative externalities.
D.  is available to all and cannot be denied to anyone.

13

Refer to the data. The collective willingness of this society to pay for the second unit of this public good is: 
A.  $2.00
B.  $4.00
C.  $6.00
D.  $8.00

14

Refer to the data. If the marginal cost of producing this good at the optimal quantity is $4, the optimal quantity must be: 
A.  1 unit.
B.  2 units.
C.  3 units.
D.  4 units.

15

Refer to the data. Suppose government has already produced 4 units of this public good. The amount individual B is willing voluntarily  to pay for the 4th unit is: 
A.  $14.00
B.  $5.00
C.  $2.00
D.  $0.00

16 Cost-benefit analysis attempts to: 
A.  compare the real worth, rather than the market values, of various goods and services.
B.  compare the relative desirability of alternative distributions of income.
C.  determine whether it is better to cut government expenditures or reduce taxes.
D.  compare the benefits and costs associated with any economic project or activity.

17 The following data are for a series of increasingly extensive flood control projects:
Refer to the data. For Plan D marginal costs and marginal benefits are: 
A.  $72,000 and $64,000 respectively.
B.  $28,000 and $12,000 respectively.
C.  $24,000 and $18,000 respectively.
D.  $16,000 and $28,000 respectively.

18 The following data are for a series of increasingly extensive flood control projects:
Refer to the data. On the basis of cost-benefit analysis, government should undertake: 
A.  Plan D.
B.  Plan C.
C.  Plan B.
D.  Plan A.

19

A.  an optimal allocation of society's resources.
B.  an underallocation of resources to this product.
C.  an overallocation of resources to this product.
D.  a higher price than is consistent with an optimal allocation of resources.

20

A.  not  intervene because the market outcome is optimal.
B.  subsidize consumers so that the market demand curve shifts leftward.
C.  subsidize producers so that the market supply curve shifts leftward (upward).
D.  tax producers so that the market supply curve shifts leftward (upward).

Refer to the diagram in which S  is the market supply curve and S 1 is a supply curve comprising all costs of production, including external costs. 
Assume that the number of people affected by these external costs is large. Without government interference, this market will reach:

Refer to the diagram in which S  is the market supply curve and S 1 is a supply curve comprising all costs of production, including external costs. 
Assume that the number of people affected by these external costs is large. If the government wishes to establish an optimal allocation of resources in 
this market, it should:

Answer the question on the basis of the following information for a public good. P a  and P b  are the prices that individuals A and B are willing to pay for 
the last unit of a public good, rather than do without it. These people are the only two members of society.

Answer the question on the basis of the following information for a public good. P a  and P b  are the prices that individuals A and B are willing to pay for 
the last unit of a public good, rather than do without it. These people are the only two members of society.

Answer the question on the basis of the following information for a public good. P a  and P b  are the prices that individuals A and B are willing to pay for 
the last unit of a public good, rather than do without it. These people are the only two members of society.
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21

A.  negative externalities in diagram (a) and positive externalities in diagram (b).
B.  positive externalities in diagram (a) and negative externalities in diagram (b).
C.  negative externalities in both diagrams.
D.  positive externalities in both diagrams.

22 If a good that generates positive externalities were produced and priced to take into account these spillover benefits, then its: 
A.  price and output would increase.
B.  output would increase, but price would remain constant.
C.  price would increase and output would decrease.
D.  price would increase, but output would remain constant.

23

A.  the display creates negative externalities.
B.  government should tax the producers of holiday lighting.
C.  resources are currently overallocated to the provision of holiday lighting in Anytown.
D.  resources are currently underallocated to the provision of holiday lighting in Anytown.

24 The socially optimal amount of pollution abatement occurs where society's marginal: 
A.  benefit of abatement exceeds its marginal cost of abatement by the greatest amount.
B.  benefit of abatement equals its marginal cost of abatement.
C.  benefit of abatement is zero.
D.  cost of abatement is at its maximum.

25 The MC curves in the diagram slope upward because of the law of: 
A.  demand.
B.  conservation of matter and energy.
C.  diminishing marginal utility.
D.  diminishing returns.

26 The MB curves in the diagram slope downward because of the law of: 
A.  conservation of matter and energy.
B.  diminishing returns.
C.  diminishing marginal utility.
D.  increasing cost.

27 (Consider This) Suppose that a new band, "Balin and the Wolf Riders," tries to sell its music on the internet. Economists would expect: 
A.  all of those enjoying the music to pay for downloads and compensate the band for its costs.
B.  some of those enjoying the music to "free ride" through illegal file sharing and digital piracy.
C.  government to tax those attempting to download the band's music.
D.  there to be no consumer surplus for those who download the band's music.

28 Supply-side market failures occur because it is impossible in certain cases for sellers to charge consumers what they are willing to pay for a product. 
FALSE

29 When a supply-side market failure occurs, the costs are greater than the benefits for the last unit(s) of output produced. 
TRUE

30 Along a demand curve, product price and consumer surplus are inversely related. 
TRUE

31 Society's optimal amount of pollution abatement is where society's marginal benefit of abatement is zero. 
FALSE

32 An improvement in the technology of pollution control is likely to increase society's optimal amount of pollution abatement. 
TRUE

33 Society's marginal cost of pollution abatement curve slopes upward because of the law of diminishing marginal utility. 
FALSE

34

A.  the adverse selection problem.
B.  the moral hazard problem.
C.  the special interest effect.
D.  logrolling.

35

A.  the adverse selection problem.
B.  the moral hazard problem.
C.  the principal-agent problem.
D.  logrolling.

36 Upon buying a car with airbags, Indy begins to drive recklessly. This is an example of the: 
A.  principal-agent problem.
B.  adverse selection problem.
C.  moral hazard problem.
D.  free-rider problem.

37 The moral hazard problem is the tendency of some parties to a contract to alter their behavior as a result of the contract in ways that are costly to the other party. 
TRUE

38

TRUE
39 Asymmetric information always results in adverse selection. 

Because the federal government typically provides disaster relief to farmers, many farmers do not buy crop insurance even through it is federally 
subsidized. This illustrates: 

In response to the financial crisis that began in 2007, the government began to bail out banks deemed "too big to fail." Critics of this action argued that 
this would create the prospect of future bailouts and encourage banks to be fiscally irresponsible in the future. This illustrates: 

Professor Gullible agreed to cancel the final examination if students promised to study for it anyway. The concept of moral hazard would predict that it is 
unlikely that students will study for the exam. 

Refer to the diagrams for two separate product markets. Assume that society's optimal level of output in each market is Q 0 and that government 
purposely shifts the market supply curve from S  to S 1 in diagram (a) on the left and from S  to S 2 in diagram (b) on the right. We can conclude that the 
government is correcting for: 

Suppose that the Anytown city government asks private citizens to donate money to support the town's annual holiday lighting display. Assuming that 
the citizens of Anytown enjoy the lighting display, the request for donations suggests that: 
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FALSE

Chapter 05
1 Which of the following is a key difference between the economic activities of government and those of private firms? 

A.  Private firms face the constraint of scarcity; government does not.
B.  Government focuses primarily on equity; private firms focus only on efficiency.
C.  Private economic activities create externalities; government activities do not.
D.  Government has the legal right to force people to do things; private firms do not.

2 Which of the following is an activity of government that is not an activity of private firms? 
A.  Enforcing involuntary transactions.
B.  Paying equitable wages.
C.  Creating positive externalities.
D.  Pursuing economic efficiency.

3 The government's ability to coerce can enhance economic efficiency by: 
A.  eliminating income inequality.
B.  correcting market failures.
C.  preventing resources from going to their most valued uses.
D.  restraining self-interest.

4 In what way, if any, does the invisible hand affect government resource allocation? 
A.  It enhances government efficiency by promoting competition for resources within government.
B.  It does not help resource allocation, as there are no competitive forces within government that automatically direct resources to their best uses.
C.  It rewards government bureaucrats who are most efficient at implementing public policies.
D.  It reduces government efficiency by sending market signals that interfere with government decision making.

5 Individual accountability within the government bureaucracy: 
A.  tends to be greater than in private firms, making government more efficient than private firms.
B.  is not a problem because government bureaucrats are not affected by the self-interest that affects private sector individuals.
C.  is easy to monitor because of the small size and scope of government.
D.  tends to be lacking because of civil service protections and the complexity of government.

6 Government officials tend to make: 
A.  better economic decisions than private individuals because of the wealth of information at their disposal.
B.  better economic decisions than private individuals because of the efficient processes and flexibility built into the government bureaucracy.
C.  inefficient choices because they lack the information necessary to accurately weigh marginal benefits and marginal costs.
D.  inefficient choices because the invisible hand directs them away from the resource allocation where marginal benefits equal marginal costs.

7 The idea of government failure includes all of the following except : 
A.  special-interest effect.
B.  bureaucratic inefficiency.
C.  pressure by special-interest groups.
D.  extensive positive externalities from public and quasi-public goods.

8

A.  moral hazard.
B.  the principal-agent problem.
C.  logrolling.
D.  rent-seeking behavior.

9 Public choice theorists contend that: 
A.  government can efficiently correct instances of market system failure.
B.  the existence of cost-benefit analysis has brought about the efficient use of resources in the public sector.
C.  public bureaucracies are inherently more efficient than private enterprises.
D.  public bureaucracies are inherently less efficient than private enterprises.

10 The U.S. federal government's largest unfunded liability is: 
A.  Medicare.
B.  national defense.
C.  Social Security.
D.  unemployment insurance.

11 Chronic budget deficits can be attributed to: 
A.  unfunded liabilities.
B.  voters wanting government programs but not wanting to pay taxes.
C.  inappropriate monetary policy.
D.  state budget laws.

12 Which of the following impacts would economists expect to result from chronic budget deficits? 
A.  Greater economic efficiency resulting from the abundance of public goods produced.
B.  Permanently high levels of output and continued economic growth.
C.  Greater political control over monetary policy.
D.  Government control of an inefficiently large share of the economy's resources.

13 Monetary stimulus is only helpful to an economy: 
A.  that is experiencing high inflation.
B.  that is in recession.
C.  experiencing significant negative externalities.
D.  with few public goods.

14 When a nation is in a debt crisis, the government's level of debt is so high that: 
A.  monetary policy is ineffective.
B.  the government is unable to find willing lenders so it can continue borrowing.

Suppose American winemakers convince the federal government to issue a directive to serve only domestically produced wine at government functions. 
This would be an example of: 
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C.  it can only be solved with a fiscal stimulus of lower taxes and more government spending.
D.  other countries will be unwilling to buy goods and services from the nation.

15 Public choice theorists point out that the political process: 
A.  differs from the marketplace in that voters and congressional representatives often face limited and bundled choices.
B.  is less prone to failure than is the marketplace.
C.  is a much fairer way to allocate society's scarce resources than is the impersonal marketplace, which is dominated by high-income consumers.
D.  involves logrolling, which is always inefficient.

16 Regulatory capture is said to have occurred when which of the following is true? 
A.  Rules and enforcement in an industry are heavily influenced by the industry being regulated.
B.  One firm controls an entire market, having captured customers away from other firms.
C.  Government imposes excessive regulations in an industry, resulting in inefficiencies.
D.  Consumers make all the rules for an industry, forcing firms into inefficient production methods.

17 Which of the following would be the best example of regulatory capture? 
A.  Starbucks buys up all the available supplies of coffee beans.
B.  Nike executives influence the rules for track and field events.
C.  Federal law makers write and pass legislation that protects domestic companies from foreign competition.
D.  Executives from the Ford, General Motors, and Chrysler companies write the rules regulating automobile safety and fuel requirements.

18 Regulatory capture often occurs because of which of the following? 
A.  Government officials want stronger control over industry regulation.
B.  Nearly everyone with expertise works in the regulated industry.
C.  Patent law allows firms to gain monopoly power easily and therefore control a market.
D.  Consumer groups are effective at lobbying the government for industry regulation.

19 What is the main problem with government guarantees that socialize losses and privatize gains? 
A.  They encourage overly risky investments by insulating private investors from any losses.
B.  The investments that do occur never generate production of goods underproduced by the private sector.
C.  They discourage private investment in worthwhile projects.
D.  They tend to benefit foreign companies at the expense of domestic firms.

20 The unlawful misdirection of governmental resources for personal gain is known as: 
A.  political corruption.
B.  logrolling.
C.  adverse selection.
D.  the special-interest effect.

21

A.  that political corruption has occurred.
B.  that logrolling has occurred.
C.  that a principal-agent problem has occurred.
D.  nothing; the Road Runner Club may have donated to Senator Sly because he already supported the jogging paths.

22

A.  political corruption.
B.  unintended consequences.
C.  misdirection of stabilization policy.
D.  principal-agent.

23 (Last Word) In 2011, Congress funded a sanctuary for white squirrels, a giant roadside coffee pot, and an antique bicycle museum. This is an example of: 
A.  the paradox of voting.
B.  pork barrel politics.
C.  the benefits-received principle.
D.  the adverse selection problem.

24

A.  the benefits-received principle.
B.  logrolling.
C.  bureaucratic inefficiency.
D.  the problem of limited and bundled choices.

25 The principal-agent problem is a problem for the private sector but does not apply to political decision making. 
True    False

26 Medicare is the U.S. government's largest unfunded liability. 
True    False

27 A debt crisis refers to how much government spending exceeds tax revenues in a given year. 
True    False

28 Deregulation is seen as a solution to regulatory capture because it eliminates the regulatory agency that can or has been captured. 
True    False

29 Government loan guarantees tend to socialize gains and privatize losses. 
True    False

30 Government guarantees that socialize losses and privatize gains tend to encourage risky and imprudent investment. 
True    False

31

A.  defeat this project and resources will be underallocated to it.
B.  pass this project and resources will be efficiently allocated.
C.  pass this project and resources will be underallocated to it.
D.  pass this project and resources will be overallocated to it.

The Road Runner Club contributes money to Senator Sly's reelection campaign fund, and Senator Sly helps pass legislation to add more jogging paths 
across the state. From this we can definitively conclude: 

(Consider This) Government passes a law requiring all domestic clothing factories to pay workers at least $20 per hour. As a result, domestic clothing 
companies move their operations overseas, leaving domestic workers unemployed. This situation illustrates the problem of: 

(Last Word) In their effort to provide disaster relief after Hurricane Katrina, the Federal Emergency Management Agency (FEMA) made payouts on as 
many as 900,000 claims with invalid Social Security numbers or false names and addresses. This example illustrates: 

Suppose that Katie and Kelly each expects to receive $500 worth of marginal benefits from a proposed new recreation center, whereas Kerry expects to 
receive only $100 worth. If the proposed tax levied on each for the center would be $400, a majority vote will: 
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32

A.  defeat this project and resources will be underallocated to it.
B.  defeat this project and resources will be efficiently allocated.
C.  pass this project and resources will be underallocated to it.
D.  pass this project and resources will be overallocated to it.

33

If the tax cost of this proposed project is $600 per person, a majority vote will: 

A.  defeat this project and resources will be underallocated to it.
B.  defeat this project and resources will be allocated efficiently.
C.  pass this project and resources will be overallocated to it.
D.  defeat this project and resources will be overallocated to it.

34 According to the paradox of voting: 
A.  public goods that cost more than the total benefits they confer may get produced under majority voting.
B.  trading of votes may either add to or subtract from economic efficiency.
C.  the median voter decides what public goods all voters should have.
D.  majority voting fails under some circumstances to make consistent choices that reflect the community's underlying preferences.

35

A.  principal-agent problem.
B.  benefits-received principle.
C.  median-voter model.
D.  paradox of voting.

36 The median-voter model implies that a political office seeker will: 
A.  adopt more extreme views when seeking his or her party's nomination than when running against the other party's opponent.
B.  adopt less extreme views when seeking his or her party's nomination than when running against the other party's opponent.
C.  favor extensive government spending because demand curves for public goods are added vertically rather than horizontally.
D.  favor the private resolution of externality problems rather than governmental intervention.

37

A.  A.
B.  B.
C.  C.
D.  D.

38

Refer to the table. The marginal cost and marginal benefit of stadium B (relative to A) are: 

A.  $20 million and $50 million, respectively.
B.  $100 million and $200 million, respectively.
C.  $30 million and $50 million, respectively.
D.  $20 million and $60 million, respectively.

39 (Consider This) Which of the following is an example of voter failure? 
A.  Voters support adding stop lights that would increase congestion and travel costs without increasing safety or convenience.
B.  Government officials ignore voter calls for regulations that would reduce negative externalities and enhance efficiency.
C.  Voters wanting greater highway safety are unable to express their preferences on how to achieve it because the voting system doesn't allow it.
D.  Voters wanting more government services are divided on what services they most prefer, leaving government officials to determine what is best.

40 Logrolling can either increase or diminish economic efficiency. 
True    False

41 Even if a majority of the population wants a law and the law is passed, the outcome may still be economically inefficient. 
True    False

With answer key; for graphs see above
1 Which of the following is a key difference between the economic activities of government and those of private firms? 

A.  Private firms face the constraint of scarcity; government does not.
B.  Government focuses primarily on equity; private firms focus only on efficiency.
C.  Private economic activities create externalities; government activities do not.

Refer to the table. Suppose a five-person city council must decide via majority voting which of these stadiums to build. Also suppose that each of the 
stadium sizes has the support of one council member. According to the median voter model, the council will ultimately vote in favor of stadium: 

Answer the question on the basis of the following table that shows the total costs and total benefits facing a city of five different potential baseball 
stadiums of increasing size. All figures are in millions of dollars.

Suppose that Steve and Susie each perceives $200 of marginal benefit from a proposed new park, whereas Elizabeth perceives $800. If the proposed 
tax levied on each for the park would be $300, a majority vote will: 

Answer the question on the basis of this table showing the marginal benefit that a particular public project will provide to each of the three members of a 
community. No vote trading is allowed.

Suppose that in a series of paired-choice votes a new park is preferred to a new recreation center and a new recreation center is preferred to street 
widening. Also suppose that street widening is preferred to a new park. This set of votes is an example of the: 

Answer the question on the basis of the following table that shows the total costs and total benefits facing a city of five different potential baseball 
stadiums of increasing size. All figures are in millions of dollars.
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D.  Government has the legal right to force people to do things; private firms do not.
2 Which of the following is an activity of government that is not an activity of private firms? 

A.  Enforcing involuntary transactions.
B.  Paying equitable wages.
C.  Creating positive externalities.
D.  Pursuing economic efficiency.

3 The government's ability to coerce can enhance economic efficiency by: 
A.  eliminating income inequality.
B.  correcting market failures.
C.  preventing resources from going to their most valued uses.
D.  restraining self-interest.

4 In what way, if any, does the invisible hand affect government resource allocation? 
A.  It enhances government efficiency by promoting competition for resources within government.
B.  It does not help resource allocation, as there are no competitive forces within government that automatically direct resources to their best uses.
C.  It rewards government bureaucrats who are most efficient at implementing public policies.
D.  It reduces government efficiency by sending market signals that interfere with government decision making.

5 Individual accountability within the government bureaucracy: 
A.  tends to be greater than in private firms, making government more efficient than private firms.
B.  is not a problem because government bureaucrats are not affected by the self-interest that affects private sector individuals.
C.  is easy to monitor because of the small size and scope of government.
D.  tends to be lacking because of civil service protections and the complexity of government.

6 Government officials tend to make: 
A.  better economic decisions than private individuals because of the wealth of information at their disposal.
B.  better economic decisions than private individuals because of the efficient processes and flexibility built into the government bureaucracy.
C.  inefficient choices because they lack the information necessary to accurately weigh marginal benefits and marginal costs.
D.  inefficient choices because the invisible hand directs them away from the resource allocation where marginal benefits equal marginal costs.

7 The idea of government failure includes all of the following except : 
A.  special-interest effect.
B.  bureaucratic inefficiency.
C.  pressure by special-interest groups.
D.  extensive positive externalities from public and quasi-public goods.

8

A.  moral hazard.
B.  the principal-agent problem.
C.  logrolling.
D.  rent-seeking behavior.

9 Public choice theorists contend that: 
A.  government can efficiently correct instances of market system failure.
B.  the existence of cost-benefit analysis has brought about the efficient use of resources in the public sector.
C.  public bureaucracies are inherently more efficient than private enterprises.
D.  public bureaucracies are inherently less efficient than private enterprises.

10 The U.S. federal government's largest unfunded liability is: 
A.  Medicare.
B.  national defense.
C.  Social Security.
D.  unemployment insurance.

11 Chronic budget deficits can be attributed to: 
A.  unfunded liabilities.
B.  voters wanting government programs but not wanting to pay taxes.
C.  inappropriate monetary policy.
D.  state budget laws.

12 Which of the following impacts would economists expect to result from chronic budget deficits? 
A.  Greater economic efficiency resulting from the abundance of public goods produced.
B.  Permanently high levels of output and continued economic growth.
C.  Greater political control over monetary policy.
D.  Government control of an inefficiently large share of the economy's resources.

13 Monetary stimulus is only helpful to an economy: 
A.  that is experiencing high inflation.
B.  that is in recession.
C.  experiencing significant negative externalities.
D.  with few public goods.

14 When a nation is in a debt crisis, the government's level of debt is so high that: 
A.  monetary policy is ineffective.
B.  the government is unable to find willing lenders so it can continue borrowing.
C.  it can only be solved with a fiscal stimulus of lower taxes and more government spending.
D.  other countries will be unwilling to buy goods and services from the nation.

15 Public choice theorists point out that the political process: 
A.  differs from the marketplace in that voters and congressional representatives often face limited and bundled choices.
B.  is less prone to failure than is the marketplace.
C.  is a much fairer way to allocate society's scarce resources than is the impersonal marketplace, which is dominated by high-income consumers.
D.  involves logrolling, which is always inefficient.

Suppose American winemakers convince the federal government to issue a directive to serve only domestically produced wine at government functions. 
This would be an example of: 
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16 Regulatory capture is said to have occurred when which of the following is true? 
A.  Rules and enforcement in an industry are heavily influenced by the industry being regulated.
B.  One firm controls an entire market, having captured customers away from other firms.
C.  Government imposes excessive regulations in an industry, resulting in inefficiencies.
D.  Consumers make all the rules for an industry, forcing firms into inefficient production methods.

17 Which of the following would be the best example of regulatory capture? 
A.  Starbucks buys up all the available supplies of coffee beans.
B.  Nike executives influence the rules for track and field events.
C.  Federal law makers write and pass legislation that protects domestic companies from foreign competition.
D.  Executives from the Ford, General Motors, and Chrysler companies write the rules regulating automobile safety and fuel requirements.

18 Regulatory capture often occurs because of which of the following? 
A.  Government officials want stronger control over industry regulation.
B.  Nearly everyone with expertise works in the regulated industry.
C.  Patent law allows firms to gain monopoly power easily and therefore control a market.
D.  Consumer groups are effective at lobbying the government for industry regulation.

19 What is the main problem with government guarantees that socialize losses and privatize gains? 
A.  They encourage overly risky investments by insulating private investors from any losses.
B.  The investments that do occur never generate production of goods underproduced by the private sector.
C.  They discourage private investment in worthwhile projects.
D.  They tend to benefit foreign companies at the expense of domestic firms.

20 The unlawful misdirection of governmental resources for personal gain is known as: 
A.  political corruption.
B.  logrolling.
C.  adverse selection.
D.  the special-interest effect.

21

A.  that political corruption has occurred.
B.  that logrolling has occurred.
C.  that a principal-agent problem has occurred.
D.  nothing; the Road Runner Club may have donated to Senator Sly because he already supported the jogging paths.

22

A.  political corruption.
B.  unintended consequences.
C.  misdirection of stabilization policy.
D.  principal-agent.

23 (Last Word) In 2011, Congress funded a sanctuary for white squirrels, a giant roadside coffee pot, and an antique bicycle museum. This is an example of: 
A.  the paradox of voting.
B.  pork barrel politics.
C.  the benefits-received principle.
D.  the adverse selection problem.

24

A.  the benefits-received principle.
B.  logrolling.
C.  bureaucratic inefficiency.
D.  the problem of limited and bundled choices.

25 The principal-agent problem is a problem for the private sector but does not apply to political decision making. 
FALSE

26 Medicare is the U.S. government's largest unfunded liability. 
FALSE

27 A debt crisis refers to how much government spending exceeds tax revenues in a given year. 
FALSE

28 Deregulation is seen as a solution to regulatory capture because it eliminates the regulatory agency that can or has been captured. 
TRUE

29 Government loan guarantees tend to socialize gains and privatize losses. 
FALSE

30 Government guarantees that socialize losses and privatize gains tend to encourage risky and imprudent investment. 
TRUE

31

A.  defeat this project and resources will be underallocated to it.
B.  pass this project and resources will be efficiently allocated.
C.  pass this project and resources will be underallocated to it.
D.  pass this project and resources will be overallocated to it.

32

A.  defeat this project and resources will be underallocated to it.
B.  defeat this project and resources will be efficiently allocated.
C.  pass this project and resources will be underallocated to it.
D.  pass this project and resources will be overallocated to it.

(Consider This) Government passes a law requiring all domestic clothing factories to pay workers at least $20 per hour. As a result, domestic clothing 
companies move their operations overseas, leaving domestic workers unemployed. This situation illustrates the problem of: 

(Last Word) In their effort to provide disaster relief after Hurricane Katrina, the Federal Emergency Management Agency (FEMA) made payouts on as 
many as 900,000 claims with invalid Social Security numbers or false names and addresses. This example illustrates: 

Suppose that Katie and Kelly each expects to receive $500 worth of marginal benefits from a proposed new recreation center, whereas Kerry expects to 
receive only $100 worth. If the proposed tax levied on each for the center would be $400, a majority vote will: 

Suppose that Steve and Susie each perceives $200 of marginal benefit from a proposed new park, whereas Elizabeth perceives $800. If the proposed 
tax levied on each for the park would be $300, a majority vote will: 

The Road Runner Club contributes money to Senator Sly's reelection campaign fund, and Senator Sly helps pass legislation to add more jogging paths 
across the state. From this we can definitively conclude: 
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33

If the tax cost of this proposed project is $600 per person, a majority vote will: 
A.  defeat this project and resources will be underallocated to it.
B.  defeat this project and resources will be allocated efficiently.
C.  pass this project and resources will be overallocated to it.
D.  defeat this project and resources will be overallocated to it.

34 According to the paradox of voting: 
A.  public goods that cost more than the total benefits they confer may get produced under majority voting.
B.  trading of votes may either add to or subtract from economic efficiency.
C.  the median voter decides what public goods all voters should have.
D.  majority voting fails under some circumstances to make consistent choices that reflect the community's underlying preferences.

35

A.  principal-agent problem.
B.  benefits-received principle.
C.  median-voter model.
D.  paradox of voting.

36 The median-voter model implies that a political office seeker will: 
A.  adopt more extreme views when seeking his or her party's nomination than when running against the other party's opponent.
B.  adopt less extreme views when seeking his or her party's nomination than when running against the other party's opponent.
C.  favor extensive government spending because demand curves for public goods are added vertically rather than horizontally.
D.  favor the private resolution of externality problems rather than governmental intervention.

37

A.  A.
B.  B.
C.  C.
D.  D.

38

Refer to the table. The marginal cost and marginal benefit of stadium B (relative to A) are: 
A.  $20 million and $50 million, respectively.
B.  $100 million and $200 million, respectively.
C.  $30 million and $50 million, respectively.
D.  $20 million and $60 million, respectively.

39 (Consider This) Which of the following is an example of voter failure? 
A.  Voters support adding stop lights that would increase congestion and travel costs without increasing safety or convenience.
B.  Government officials ignore voter calls for regulations that would reduce negative externalities and enhance efficiency.
C.  Voters wanting greater highway safety are unable to express their preferences on how to achieve it because the voting system doesn't allow it.
D.  Voters wanting more government services are divided on what services they most prefer, leaving government officials to determine what is best.

40 Logrolling can either increase or diminish economic efficiency. 
TRUE

41 Even if a majority of the population wants a law and the law is passed, the outcome may still be economically inefficient. 
TRUE

Chapter 06
1 Macroeconomics is mostly focused on: 

A.  the individual markets within an economy.
B.  only the largest industries in the economy.
C.  the economy as a whole.
D.  why specific businesses fail.

2 The two topics of primary concern in macroeconomics are: 
A.  short-run fluctuations in output and employment and long-run economic growth.
B.  unemployment and wage rates in labor markets.
C.  monopoly power of corporations and small business profitability.
D.  oil prices and housing markets.

3 The business cycle depicts: 
A.  fluctuations in the general price level.
B.  the phases a business goes through from when it first opens to when it finally closes.
C.  the evolution of technology over time.
D.  short-run fluctuations in output and employment.

4

A.  increased nominal GDP by $20,000 but left real GDP unchanged.
B.  increased nominal GDP by $120,000 and increased real GDP by $100,000.
C.  left nominal GDP unchanged but increased real GDP by $20,000.
D.  increased nominal GDP by $120,000 but left real GDP unchanged.

5 Why are high rates of unemployment of concern to economists? 
A.  Higher rates of unemployment generally lead to higher inflation rates.

Answer the question on the basis of the following table that shows the total costs and total benefits facing a city of five different potential baseball 
stadiums of increasing size. All figures are in millions of dollars.

Harry's Pepperoni Pizza Parlor produced 10,000 large pepperoni pizzas last year that sold for $10 each. This year Harry's again produced 10,000 large 
pepperoni pizzas (identical to last year's pizzas) but sold them for $12 each. Based on this information we can conclude that Harry's production of large 
pepperoni pizzas this year: 

Answer the question on the basis of this table showing the marginal benefit that a particular public project will provide to each of the three members of a 
community. No vote trading is allowed.

Suppose that in a series of paired-choice votes a new park is preferred to a new recreation center and a new recreation center is preferred to street 
widening. Also suppose that street widening is preferred to a new park. This set of votes is an example of the: 

Answer the question on the basis of the following table that shows the total costs and total benefits facing a city of five different potential baseball 
stadiums of increasing size. All figures are in millions of dollars.
Refer to the table. Suppose a five-person city council must decide via majority voting which of these stadiums to build. Also suppose that each of the 
stadium sizes has the support of one council member. According to the median voter model, the council will ultimately vote in favor of stadium: 
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B.  Environmental destruction is more prevalent when unemployment rates are high.
C.  There is lost output that could have been produced if the unemployed had been working.
D.  All of these options are reasons why economists are concerned about high unemployment rates.

6 Unemployment describes the condition where: 
A.  equipment and machinery are going unused.
B.  a person cannot get a job but is willing to work and is actively seeking work.
C.  a person does not have a job, regardless of whether or not he or she wants one.
D.  any resource sits idle.

7 Which of the following countries would economists say definitively  is achieving modern economic growth? 
A.  Zimbabwe experiences a 5.6 percent increase in nominal GDP.
B.  South Africa experiences a 4.2 percent increase in real GDP.
C.  Ghana experiences a 3.6 percent increase in nominal GDP per person.
D.  Nigeria experiences a 2.7 percent increase in real GDP per person.

8 Which of the following is used to measure directly the average standard of living across countries? 
A.  Real GDP.
B.  Nominal GDP.
C.  Purchasing power parity.
D.  GDP per person.

9 Savings are generated whenever: 
A.  prices are rising.
B.  current spending exceeds current income.
C.  current income exceeds current spending.
D.  real GDP exceeds nominal GDP.

10 Shocks to the economy occur when: 
A.  stock prices rise by more than 10 percent per year.
B.  government takes a more active role in the economy.
C.  prices are flexible.
D.  actual economic events do not match what people expected.

11 Demand shocks: 
A.  refer to unexpected changes in the desires of households and businesses to buy goods and services.
B.  refer to unexpected changes in the ability of firms to produce and sell goods and services.
C.  always have a negative impact on the economy.
D.  cause fewer short-run fluctuations than supply shocks.

12 Which of the following is an example of a demand shock? 
A.  Hurricane Harry knocks out oil drilling platforms in the Gulf of Mexico.
B.  Consumers become worried about job loss and buy fewer goods and services than expected.
C.  Floods in the Midwest destroy crops.
D.  The federal government unexpectedly requires automobile producers to raise fuel efficiency standards.

13 Which of the following results from firms holding inventories? 
A.  The economy is much more susceptible to business cycle fluctuations.
B.  Demand shocks occur with greater frequency.
C.  Demand shocks occur less frequently.
D.  Firms can maintain production levels and adjust inventories in response to demand shocks.

14

A.  sell the additional scratching posts out of its inventory and rebuild the inventory later when a negative demand shock occurs.
B.  permanently expand production to 40 scratching posts per week.
C.  raise prices on scratching posts.
D.  introduce a new line of scratching posts.

15 Which of the following best explains why prices tend to be inflexible even when demand changes? 
A.  Government regulations limit the number of times a firm can change prices in a year.
B.  In most industries the profit-maximizing price does not change even when demand changes.
C.  Production costs do not tend to change when a firm varies its level of output.
D.  Firms may be reluctant to change prices for fear of setting off a price war or losing customers to rivals.

16 Prices are particularly sticky: 
A.  when there are widespread macroeconomic and monetary disturbances in the economy.
B.  in the long run.
C.  when markets are highly competitive.
D.  when the economy is at full employment and positive demand shocks are occurring.

17 Which of the following statements best describes price flexibility in the economy? 
A.  Prices tend to be sticky in the short run and stuck in the long run.
B.  Prices tend to be just as sticky in the short run as in the long run.
C.  Prices tend to be sticky in the short run but become more flexible over time.
D.  Prices tend to be flexible in the short run but become more sticky over time.

18 (Consider This) In 2008 and 2009, the United States experienced what has come to be known as the: 
A.  Great Depression.
B.  Great Recession.
C.  Great Expansion.
D.  Great Stagnation.

19 (Consider This) The U.S. recession that occurred in 2008 and 2009 represented a case where: 
A.  government policy intervention effectively offset the negative demand shock and minimized the effects on output and employment.
B.  prices were somewhat flexible, so the impact of the demand shock was felt about the same in terms of price and output changes.

Kara's Kittens typically produces and sells at its optimal (lowest per-unit cost) level of 30 scratching posts per week. Kara's also maintains an inventory 
of 20 scratching posts. If prices are sticky and there is a positive demand shock this week resulting in demand for 40 scratching posts, we would expect 
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C.  prices were relatively flexible, minimizing the impact on total output and employment.
D.  prices were relatively sticky and most of the impact was on total output.

20 (Last Word) Which of the following explanations argues that the Great Recession resulted from asset-price bubbles caused by euphoria and debt-fueled speculation? 
A.  Minsky explanation.
B.  Austrian explanation.
C.  Stimulus explanation.
D.  Structural explanation.

21 Any person without a job is considered to be unemployed. 
True    False

22 Higher unemployment rates are linked with higher crime rates and higher rates of physical and mental illness. 
True    False

23 Inflation reduces the purchasing power of a person's income and savings. 
True    False

24 China's GDP per person in 2011 was about one-third of U.S. GDP per person in the same year. 
True    False

25 Economists refer to purchases of stocks and bonds as "investment." 
True    False

26 The amount of investment in an economy is ultimately limited by the amount of savings in that economy. 
True    False

27 Demand shocks may be positive or negative. 
True    False

28 "Supply shocks" occur any time there is a change in the supply of goods and services. 
True    False

29 Economists believe that most short-run fluctuations in output are the result of supply shocks. 
True    False

30 Prices tend to be sticky partially because sellers know that consumers prefer stable prices. 
True    False

31 Prices tend to be more flexible when there are only two or three rival firms rather than a large number of sellers in the market. 
True    False

32 The "sticky price" model is the only one used by macroeconomists. 
True    False

With answer key; for graphs see above
1 Macroeconomics is mostly focused on: 

A.  the individual markets within an economy.
B.  only the largest industries in the economy.
C.  the economy as a whole.
D.  why specific businesses fail.

2 The two topics of primary concern in macroeconomics are: 
A.  short-run fluctuations in output and employment and long-run economic growth.
B.  unemployment and wage rates in labor markets.
C.  monopoly power of corporations and small business profitability.
D.  oil prices and housing markets.

3 The business cycle depicts: 
A.  fluctuations in the general price level.
B.  the phases a business goes through from when it first opens to when it finally closes.
C.  the evolution of technology over time.
D.  short-run fluctuations in output and employment.

4

A.  increased nominal GDP by $20,000 but left real GDP unchanged.
B.  increased nominal GDP by $120,000 and increased real GDP by $100,000.
C.  left nominal GDP unchanged but increased real GDP by $20,000.
D.  increased nominal GDP by $120,000 but left real GDP unchanged.

5 Why are high rates of unemployment of concern to economists? 
A.  Higher rates of unemployment generally lead to higher inflation rates.
B.  Environmental destruction is more prevalent when unemployment rates are high.
C.  There is lost output that could have been produced if the unemployed had been working.
D.  All of these options are reasons why economists are concerned about high unemployment rates.

6 Unemployment describes the condition where: 
A.  equipment and machinery are going unused.
B.  a person cannot get a job but is willing to work and is actively seeking work.
C.  a person does not have a job, regardless of whether or not he or she wants one.
D.  any resource sits idle.

7 Which of the following countries would economists say definitively  is achieving modern economic growth? 
A.  Zimbabwe experiences a 5.6 percent increase in nominal GDP.
B.  South Africa experiences a 4.2 percent increase in real GDP.
C.  Ghana experiences a 3.6 percent increase in nominal GDP per person.
D.  Nigeria experiences a 2.7 percent increase in real GDP per person.

8 Which of the following is used to measure directly the average standard of living across countries? 
A.  Real GDP.

Harry's Pepperoni Pizza Parlor produced 10,000 large pepperoni pizzas last year that sold for $10 each. This year Harry's again produced 10,000 large 
pepperoni pizzas (identical to last year's pizzas) but sold them for $12 each. Based on this information we can conclude that Harry's production of large 
pepperoni pizzas this year: 
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B.  Nominal GDP.
C.  Purchasing power parity.
D.  GDP per person.

9 Savings are generated whenever: 
A.  prices are rising.
B.  current spending exceeds current income.
C.  current income exceeds current spending.
D.  real GDP exceeds nominal GDP.

10 Shocks to the economy occur when: 
A.  stock prices rise by more than 10 percent per year.
B.  government takes a more active role in the economy.
C.  prices are flexible.
D.  actual economic events do not match what people expected.

11 Demand shocks: 
A.  refer to unexpected changes in the desires of households and businesses to buy goods and services.
B.  refer to unexpected changes in the ability of firms to produce and sell goods and services.
C.  always have a negative impact on the economy.
D.  cause fewer short-run fluctuations than supply shocks.

12 Which of the following is an example of a demand shock? 
A.  Hurricane Harry knocks out oil drilling platforms in the Gulf of Mexico.
B.  Consumers become worried about job loss and buy fewer goods and services than expected.
C.  Floods in the Midwest destroy crops.
D.  The federal government unexpectedly requires automobile producers to raise fuel efficiency standards.

13 Which of the following results from firms holding inventories? 
A.  The economy is much more susceptible to business cycle fluctuations.
B.  Demand shocks occur with greater frequency.
C.  Demand shocks occur less frequently.
D.  Firms can maintain production levels and adjust inventories in response to demand shocks.

14

A.  sell the additional scratching posts out of its inventory and rebuild the inventory later when a negative demand shock occurs.
B.  permanently expand production to 40 scratching posts per week.
C.  raise prices on scratching posts.
D.  introduce a new line of scratching posts.

15 Which of the following best explains why prices tend to be inflexible even when demand changes? 
A.  Government regulations limit the number of times a firm can change prices in a year.
B.  In most industries the profit-maximizing price does not change even when demand changes.
C.  Production costs do not tend to change when a firm varies its level of output.
D.  Firms may be reluctant to change prices for fear of setting off a price war or losing customers to rivals.

16 Prices are particularly sticky: 
A.  when there are widespread macroeconomic and monetary disturbances in the economy.
B.  in the long run.
C.  when markets are highly competitive.
D.  when the economy is at full employment and positive demand shocks are occurring.

17 Which of the following statements best describes price flexibility in the economy? 
A.  Prices tend to be sticky in the short run and stuck in the long run.
B.  Prices tend to be just as sticky in the short run as in the long run.
C.  Prices tend to be sticky in the short run but become more flexible over time.
D.  Prices tend to be flexible in the short run but become more sticky over time.

18 (Consider This) In 2008 and 2009, the United States experienced what has come to be known as the: 
A.  Great Depression.
B.  Great Recession.
C.  Great Expansion.
D.  Great Stagnation.

19 (Consider This) The U.S. recession that occurred in 2008 and 2009 represented a case where: 
A.  government policy intervention effectively offset the negative demand shock and minimized the effects on output and employment.
B.  prices were somewhat flexible, so the impact of the demand shock was felt about the same in terms of price and output changes.
C.  prices were relatively flexible, minimizing the impact on total output and employment.
D.  prices were relatively sticky and most of the impact was on total output.

20 (Last Word) Which of the following explanations argues that the Great Recession resulted from asset-price bubbles caused by euphoria and debt-fueled speculation? 
A.  Minsky explanation.
B.  Austrian explanation.
C.  Stimulus explanation.
D.  Structural explanation.

21 Any person without a job is considered to be unemployed. 
FALSE

22 Higher unemployment rates are linked with higher crime rates and higher rates of physical and mental illness. 
TRUE

23 Inflation reduces the purchasing power of a person's income and savings. 
TRUE

24 China's GDP per person in 2011 was about one-third of U.S. GDP per person in the same year. 
FALSE

Kara's Kittens typically produces and sells at its optimal (lowest per-unit cost) level of 30 scratching posts per week. Kara's also maintains an inventory 
of 20 scratching posts. If prices are sticky and there is a positive demand shock this week resulting in demand for 40 scratching posts, we would expect 
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25 Economists refer to purchases of stocks and bonds as "investment." 
FALSE

26 The amount of investment in an economy is ultimately limited by the amount of savings in that economy. 
TRUE

27 Demand shocks may be positive or negative. 
TRUE

28 "Supply shocks" occur any time there is a change in the supply of goods and services. 
FALSE

29 Economists believe that most short-run fluctuations in output are the result of supply shocks. 
FALSE

30 Prices tend to be sticky partially because sellers know that consumers prefer stable prices. 
TRUE

31 Prices tend to be more flexible when there are only two or three rival firms rather than a large number of sellers in the market. 
FALSE

32 The "sticky price" model is the only one used by macroeconomists. 
FALSE

Chapter 07
1 The National Income and Product Accounts (NIPA) help economists and policymakers to: 

A.  determine which firms are likely to succeed or fail.
B.  follow the long-run course of the economy to determine whether it has grown or stagnated.
C.  measure what is occurring in each specific labor market.
D.  accomplish all of these.

2 The agency responsible for compiling the National Income Product Accounts for the U.S. economy is the: 
A.  Council of Economic Advisers.
B.  Bureau of Economic Analysis.
C.  National Bureau of Economic Research.
D.  Bureau of Labor Statistics.

3 The system that measures the economy's overall performance is formally known as: 
A.  national income accounting.
B.  business cycle measurement.
C.  GDP assessment.
D.  final output and income statistics.

4 By summing the dollar value of all market transactions in the economy, we would: 
A.  determine the market value of all resources used in the production process.
B.  obtain a sum substantially larger than the GDP.
C.  determine value added for the economy.
D.  measure GDP.

5 Final goods and services refer to: 
A.  goods and services that are unsold and therefore added to inventories.
B.  goods and services whose value has been adjusted for changes in the price level.
C.  goods and services purchased by ultimate users, rather than for resale or further processing.
D.  the excess of U.S. exports over U.S. imports.

6 If intermediate goods and services were included in GDP: 
A.  the GDP would be overstated.
B.  the GDP would then have to be deflated for changes in the price level.
C.  nominal GDP would exceed real GDP.
D.  the GDP would be understated.

7 Value added refers to: 
A.  any increase in GDP that has been adjusted for adverse environmental effects.
B.  the excess of gross investment over net investment.
C.  the difference between the value of a firm's output and the value of the inputs it has purchased from others.
D.  the portion of any increase in GDP that is caused by inflation as opposed to an increase in real output.

8

A.  $110.00
B.  $30.00
C.  $40.00
D.  $70.00

9

A.  $300,000.00
B.  $100,000.00
C.  $200,000.00
D.  zero dollars.

10 In 1933, net private domestic investment was a minus  $6.0 billion. This means that: 
A.  gross private domestic investment exceeded depreciation by $6.0 billion.
B.  the economy was expanding in that year.
C.  the production of 1933's GDP used up more capital goods than were produced in that year.
D.  the economy produced no capital goods at all in 1933.

11 An economy is enlarging its stock of capital goods: 
A.  when net investment exceeds gross investment.
B.  when gross investment exceeds replacement investment.

Assume that a manufacturer of stereo speakers purchases $40 worth of components for each speaker. The completed speaker sells for $70. The value 
added by the manufacturer for each speaker is: 

Setup Corporation buys $100,000 of sand, rock, and cement to produce ready-mix concrete. It sells 10,000 cubic yards of concrete at $30 a cubic yard. 
The value added by Setup Corporation is: 
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C.  whenever gross investment is positive.
D.  when replacement investment exceeds gross investment.

12 If in some year gross investment was $120 billion and net investment was $65 billion, then in that year the country's capital stock: 
A.  may have either increased or decreased.
B.  increased by $65 billion.
C.  increased by $55 billion.
D.  decreased by $55 billion.

13 National income accountants define investment to include: 
A.  any increase in business inventories.
B.  the addition of cash to a savings account.
C.  the purchase of common or preferred stock.
D.  the purchase of any durable good, for example, an automobile or a refrigerator.

14 Suppose that inventories were $40 billion in 2012 and $50 billion in 2013. In 2013, national income accountants would: 
A.  add $10 billion to other elements of investment in calculating total investment.
B.  subtract $10 billion from other elements of investment in calculating total investment.
C.  add $45 billion (= $90/2) to other elements of investment in calculating total investment.
D.  subtract $45 billion (= $90/2) from other elements of investment in calculating total investment.

15 Suppose that inventories were $80 billion in 2012 and $70 billion in 2013. In 2013, national income accountants would: 
A.  add $10 billion to other elements of investment in calculating total investment.
B.  subtract $10 billion from other elements of investment in calculating total investment.
C.  add $75 billion (= $150/2) to other elements of investment in calculating total investment.
D.  subtract $75 billion (= $150/2) from other elements of investment in calculating total investment.

16 In national income accounting, government purchases include: 
A.  purchases by federal, state, and local governments.
B.  purchases by the federal government only.
C.  government transfer payments.
D.  purchases of goods for consumption but not public capital goods.

17 Transfer payments are: 
A.  excluded when calculating GDP because they only reflect inflation.
B.  excluded when calculating GDP because they do not reflect current production.
C.  included when calculating GDP because they are a category of investment spending.
D.  included when calculating GDP because they increase the spending of recipients.

18 The value of U.S. imports is: 
A.  added to exports when calculating GDP because imports reflect spending by Americans.
B.  subtracted from exports when calculating GDP because imports do not constitute spending by Americans.
C.  subtracted from exports when calculating GDP because imports do not constitute production in the United States.
D.  added when calculating GDP because imports do not constitute production in the United States.

19 Nominal GDP is: 
A.  the sum of all monetary transactions that occur in the economy in a year.
B.  the sum of all monetary transactions involving final goods and services that occur in the economy in a year.
C.  the amount of production that occurs when the economy is operating at full employment.
D.  money GDP adjusted for inflation.

20 Real GDP refers to: 
A.  the value of the domestic output after adjustments have been made for environmental pollution and changes in the distribution of income.
B.  GDP data that embody changes in the price level but not changes in physical output.
C.  GDP data that do not reflect changes in both physical output and the price level.
D.  GDP data that have been adjusted for changes in the price level.

21 Real GDP measures: 
A.  current output at current prices.
B.  current output at base year prices.
C.  base year output at current prices.
D.  base year output at current exchange rates.

22 Use the following table for a hypothetical single-product economy.
Refer to the data. Real GDP in year 4 is: 

A.  $320.00
B.  $450.00
C.  $200.00
D.  $800.00

23 If real GDP in a particular year is $80 billion and nominal GDP is $240 billion, the GDP price index for that year is: 
A.  100
B.  200
C.  240
D.  300

24

A.  deflated to $678 billion.
B.  deflated to $896 billion.

Suppose a nation's 2010 nominal GDP was $972 billion and the general price index was 90. To make the 2010 GDP comparable with the base year 
GDP, the 2010 GDP must be: 
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C.  inflated to $1,080 billion.
D.  deflated to $1,080 billion.

25

Refer to the data. For the years shown, the growth of: 

A.  real GDP has exceeded the growth of nominal GDP.
B.  nominal GDP accurately reflects changes in real output.
C.  nominal GDP overstates increases in real output.
D.  nominal GDP understates increases in real output.

26 If nominal GDP rises: 
A.  real GDP may either rise or fall.
B.  we can be certain that the price level has risen.
C.  real GDP must fall.
D.  real GDP must also rise.

27 Real GDP is: 
A.  the nominal value of all goods and services produced in the economy.
B.  the nominal value of all goods and services produced in the domestic economy corrected for inflation or deflation.
C.  that aggregate output that is produced when the economy is operating at full employment.
D.  always greater than nominal GDP.

28 Assume an economy that is producing only one product. Output and price data for a three-year period are as follows. Answer the question on the basis of these data.
Refer to the data. If year 2 is chosen for the base year, in year 3 nominal GDP and real GDP, respectively, are: 

A.  $180 and $30.
B.  $30 and $5.
C.  $180 and $120.
D.  $120 and $100.

29 Assume an economy that is producing only one product. Output and price data for a three-year period are as follows. Answer the question on the basis of these data.
Refer to the data. If year 2 is chosen as the base year, in years 1 and 3 the price index values, respectively, are: 

A.  4 and 6.
B.  6 and 4.
C.  120 and 100.
D.  100 and 150.

30 Answer the question on the basis of the following information:
The economy above has experienced a: 

A.  declining nominal GDP.
B.  rising price level.
C.  declining real GDP.
D.  rising real GDP.

31 In an economy experiencing a persistently falling price level: 
A.  potential GDP will necessarily exceed actual GDP.
B.  changes in nominal GDP may either overstate or understate changes in real GDP.
C.  changes in nominal GDP understate changes in real GDP.
D.  changes in nominal GDP overstate changes in real GDP.

32 If real GDP rises and the GDP price index has increased: 
A.  the percentage increase in nominal GDP must have been less than the percentage increase in the price level.
B.  nominal GDP may have either increased or decreased.
C.  nominal GDP must have increased.
D.  nominal GDP must have fallen.

33 In determining real GDP, economists adjust the nominal GDP by using the: 
A.  national productivity index.
B.  wholesale (producers') price index.

Assume an economy that makes only one product and that year 3 is the base year. Output and price data for a five-year period are as follows. Answer 
the question on the basis of these data.
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C.  GDP price index.
D.  consumer price index.

34 Environmental pollution is accounted for in: 
A.  GDP.
B.  PI.
C.  DI.
D.  none of these.

35 Assume that the size of the underground economy increases both absolutely and relatively over time. As a result: 
A.  real GDP will rise more rapidly than nominal GDP.
B.  GDP will tend to increasingly understate the level of output through time.
C.  GDP will tend to increasingly overstate the level of output through time.
D.  the accuracy of GDP will be unaffected through time.

36 (Consider This) When making a capital stock and reservoir analogy, the: 
A.  outflow below the dam is gross investment.
B.  inflow from the river is the stock of capital.
C.  level of water in the reservoir is the stock of capital.
D.  level of water in the reservoir is net investment.

37 Gross private domestic investment exceeds depreciation in an economy that experiences expanding production capacity. 
True    False

38 Interest on the public debt is included as a part of government purchases in determining GDP by the expenditures method. 
True    False

39 All expenditures on new construction are included as investment in calculating GDP. 
True    False

40 If nominal GDP is 150 and the GDP price index is 200, real GDP is 75. 
True    False

41 If real GDP is 50 and nominal GDP is 100, the GDP price index is 200. 
True    False

42 Real GDP accounts for changes in product quality; nominal GDP does not. 
True    False

With answer key; for graphs see above
1 The National Income and Product Accounts (NIPA) help economists and policymakers to: 

A.  determine which firms are likely to succeed or fail.
B.  follow the long-run course of the economy to determine whether it has grown or stagnated.
C.  measure what is occurring in each specific labor market.
D.  accomplish all of these.

2 The agency responsible for compiling the National Income Product Accounts for the U.S. economy is the: 
A.  Council of Economic Advisers.
B.  Bureau of Economic Analysis.
C.  National Bureau of Economic Research.
D.  Bureau of Labor Statistics.

3 The system that measures the economy's overall performance is formally known as: 
A.  national income accounting.
B.  business cycle measurement.
C.  GDP assessment.
D.  final output and income statistics.

4 By summing the dollar value of all market transactions in the economy, we would: 
A.  determine the market value of all resources used in the production process.
B.  obtain a sum substantially larger than the GDP.
C.  determine value added for the economy.
D.  measure GDP.

5 Final goods and services refer to: 
A.  goods and services that are unsold and therefore added to inventories.
B.  goods and services whose value has been adjusted for changes in the price level.
C.  goods and services purchased by ultimate users, rather than for resale or further processing.
D.  the excess of U.S. exports over U.S. imports.

6 If intermediate goods and services were included in GDP: 
A.  the GDP would be overstated.
B.  the GDP would then have to be deflated for changes in the price level.
C.  nominal GDP would exceed real GDP.
D.  the GDP would be understated.

7 Value added refers to: 
A.  any increase in GDP that has been adjusted for adverse environmental effects.
B.  the excess of gross investment over net investment.
C.  the difference between the value of a firm's output and the value of the inputs it has purchased from others.
D.  the portion of any increase in GDP that is caused by inflation as opposed to an increase in real output.

8

A.  $110.00
B.  $30.00
C.  $40.00
D.  $70.00

Assume that a manufacturer of stereo speakers purchases $40 worth of components for each speaker. The completed speaker sells for $70. The value 
added by the manufacturer for each speaker is: 
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9

A.  $300,000.00
B.  $100,000.00
C.  $200,000.00
D.  zero dollars.

10 In 1933, net private domestic investment was a minus  $6.0 billion. This means that: 
A.  gross private domestic investment exceeded depreciation by $6.0 billion.
B.  the economy was expanding in that year.
C.  the production of 1933's GDP used up more capital goods than were produced in that year.
D.  the economy produced no capital goods at all in 1933.

11 An economy is enlarging its stock of capital goods: 
A.  when net investment exceeds gross investment.
B.  when gross investment exceeds replacement investment.
C.  whenever gross investment is positive.
D.  when replacement investment exceeds gross investment.

12 If in some year gross investment was $120 billion and net investment was $65 billion, then in that year the country's capital stock: 
A.  may have either increased or decreased.
B.  increased by $65 billion.
C.  increased by $55 billion.
D.  decreased by $55 billion.

13 National income accountants define investment to include: 
A.  any increase in business inventories.
B.  the addition of cash to a savings account.
C.  the purchase of common or preferred stock.
D.  the purchase of any durable good, for example, an automobile or a refrigerator.

14 Suppose that inventories were $40 billion in 2012 and $50 billion in 2013. In 2013, national income accountants would: 
A.  add $10 billion to other elements of investment in calculating total investment.
B.  subtract $10 billion from other elements of investment in calculating total investment.
C.  add $45 billion (= $90/2) to other elements of investment in calculating total investment.
D.  subtract $45 billion (= $90/2) from other elements of investment in calculating total investment.

15 Suppose that inventories were $80 billion in 2012 and $70 billion in 2013. In 2013, national income accountants would: 
A.  add $10 billion to other elements of investment in calculating total investment.
B.  subtract $10 billion from other elements of investment in calculating total investment.
C.  add $75 billion (= $150/2) to other elements of investment in calculating total investment.
D.  subtract $75 billion (= $150/2) from other elements of investment in calculating total investment.

16 In national income accounting, government purchases include: 
A.  purchases by federal, state, and local governments.
B.  purchases by the federal government only.
C.  government transfer payments.
D.  purchases of goods for consumption but not public capital goods.

17 Transfer payments are: 
A.  excluded when calculating GDP because they only reflect inflation.
B.  excluded when calculating GDP because they do not reflect current production.
C.  included when calculating GDP because they are a category of investment spending.
D.  included when calculating GDP because they increase the spending of recipients.

18 The value of U.S. imports is: 
A.  added to exports when calculating GDP because imports reflect spending by Americans.
B.  subtracted from exports when calculating GDP because imports do not constitute spending by Americans.
C.  subtracted from exports when calculating GDP because imports do not constitute production in the United States.
D.  added when calculating GDP because imports do not constitute production in the United States.

19 Nominal GDP is: 
A.  the sum of all monetary transactions that occur in the economy in a year.
B.  the sum of all monetary transactions involving final goods and services that occur in the economy in a year.
C.  the amount of production that occurs when the economy is operating at full employment.
D.  money GDP adjusted for inflation.

20 Real GDP refers to: 
A.  the value of the domestic output after adjustments have been made for environmental pollution and changes in the distribution of income.
B.  GDP data that embody changes in the price level but not changes in physical output.
C.  GDP data that do not reflect changes in both physical output and the price level.
D.  GDP data that have been adjusted for changes in the price level.

21 Real GDP measures: 
A.  current output at current prices.
B.  current output at base year prices.
C.  base year output at current prices.
D.  base year output at current exchange rates.

22 Use the following table for a hypothetical single-product economy.
Refer to the data. Real GDP in year 4 is: 
A.  $320.00
B.  $450.00
C.  $200.00
D.  $800.00

Setup Corporation buys $100,000 of sand, rock, and cement to produce ready-mix concrete. It sells 10,000 cubic yards of concrete at $30 a cubic yard. 
The value added by Setup Corporation is: 
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23 If real GDP in a particular year is $80 billion and nominal GDP is $240 billion, the GDP price index for that year is: 
A.  100
B.  200
C.  240
D.  300

24

A.  deflated to $678 billion.
B.  deflated to $896 billion.
C.  inflated to $1,080 billion.
D.  deflated to $1,080 billion.

25

Refer to the data. For the years shown, the growth of: 
A.  real GDP has exceeded the growth of nominal GDP.
B.  nominal GDP accurately reflects changes in real output.
C.  nominal GDP overstates increases in real output.
D.  nominal GDP understates increases in real output.

26 If nominal GDP rises: 
A.  real GDP may either rise or fall.
B.  we can be certain that the price level has risen.
C.  real GDP must fall.
D.  real GDP must also rise.

27 Real GDP is: 
A.  the nominal value of all goods and services produced in the economy.
B.  the nominal value of all goods and services produced in the domestic economy corrected for inflation or deflation.
C.  that aggregate output that is produced when the economy is operating at full employment.
D.  always greater than nominal GDP.

28 Assume an economy that is producing only one product. Output and price data for a three-year period are as follows. Answer the question on the basis of these data.
Refer to the data. If year 2 is chosen for the base year, in year 3 nominal GDP and real GDP, respectively, are: 
A.  $180 and $30.
B.  $30 and $5.
C.  $180 and $120.
D.  $120 and $100.

29 Assume an economy that is producing only one product. Output and price data for a three-year period are as follows. Answer the question on the basis of these data.
Refer to the data. If year 2 is chosen as the base year, in years 1 and 3 the price index values, respectively, are: 
A.  4 and 6.
B.  6 and 4.
C.  120 and 100.
D.  100 and 150.

30 Answer the question on the basis of the following information:
The economy above has experienced a: 
A.  declining nominal GDP.
B.  rising price level.
C.  declining real GDP.
D.  rising real GDP.

31 In an economy experiencing a persistently falling price level: 
A.  potential GDP will necessarily exceed actual GDP.
B.  changes in nominal GDP may either overstate or understate changes in real GDP.
C.  changes in nominal GDP understate changes in real GDP.
D.  changes in nominal GDP overstate changes in real GDP.

32 If real GDP rises and the GDP price index has increased: 
A.  the percentage increase in nominal GDP must have been less than the percentage increase in the price level.
B.  nominal GDP may have either increased or decreased.
C.  nominal GDP must have increased.
D.  nominal GDP must have fallen.

33 In determining real GDP, economists adjust the nominal GDP by using the: 
A.  national productivity index.
B.  wholesale (producers') price index.
C.  GDP price index.
D.  consumer price index.

34 Environmental pollution is accounted for in: 
A.  GDP.
B.  PI.
C.  DI.
D.  none of these.

35 Assume that the size of the underground economy increases both absolutely and relatively over time. As a result: 
A.  real GDP will rise more rapidly than nominal GDP.
B.  GDP will tend to increasingly understate the level of output through time.
C.  GDP will tend to increasingly overstate the level of output through time.
D.  the accuracy of GDP will be unaffected through time.

36 (Consider This) When making a capital stock and reservoir analogy, the: 
A.  outflow below the dam is gross investment.

Assume an economy that makes only one product and that year 3 is the base year. Output and price data for a five-year period are as follows. Answer 
the question on the basis of these data.

Suppose a nation's 2010 nominal GDP was $972 billion and the general price index was 90. To make the 2010 GDP comparable with the base year 
GDP, the 2010 GDP must be: 

51



B.  inflow from the river is the stock of capital.
C.  level of water in the reservoir is the stock of capital.
D.  level of water in the reservoir is net investment.

37 Gross private domestic investment exceeds depreciation in an economy that experiences expanding production capacity. 
TRUE

38 Interest on the public debt is included as a part of government purchases in determining GDP by the expenditures method. 
FALSE

39 All expenditures on new construction are included as investment in calculating GDP. 
TRUE

40 If nominal GDP is 150 and the GDP price index is 200, real GDP is 75. 
TRUE

41 If real GDP is 50 and nominal GDP is 100, the GDP price index is 200. 
TRUE

42 Real GDP accounts for changes in product quality; nominal GDP does not. 
FALSE

Chapter 08
1 Economic growth is best defined as an increase in: 

A.  either real GDP or real GDP per capita.
B.  nominal GDP.
C.  total consumption expenditures.
D.  wealth in the economy.

2 Real GDP per capita is found by: 
A.  adding real GDP and population.
B.  subtracting population from real GDP.
C.  dividing real GDP by population.
D.  dividing population by real GDP.

3 Real GDP per capita: 
A.  cannot grow more rapidly than real GDP.
B.  cannot grow more slowly than real GDP.
C.  necessarily grows more rapidly than real GDP.
D.  can grow either more slowly or more rapidly than real GDP.

4 Refer to the table. Between years 2 and 3: 

A.  Alta's real GDP grew more rapidly than Zorn's real GDP.
B.  real GDP fell in Zorn.
C.  population growth reduced Alta's real GDP growth to zero.
D.  population fell in Alta.

5 Refer to the table. Per capita GDP was about: 

A.  $105 in year 3 in Alta.
B.  $303 in year 3 in Zorn.
C.  $200 in year 1 in Zorn.
D.  $5 in year 2 in Alta.

6 Given the annual rate of economic growth, the "rule of 70" allows one to: 
A.  determine the accompanying rate of inflation.
B.  calculate the size of the GDP gap.
C.  calculate the number of years required for real GDP to double.
D.  determine the growth rate of per capita GDP.

7 Under what circumstances do rates of economic growth understate  the growth of economic well-being? 
A.  Economic growth has occurred because of the increased length of the workweek.
B.  Product quality has improved.
C.  Air quality has declined as real GDP has increased.
D.  Population has grown faster than real output.

8 Which of the following statements is most accurate about modern economic growth? 
A.  Economic historians mark modern economic growth as beginning around A.D. 1500.
B.  Modern economic growth is characterized by sustained and ongoing increases in living standards.
C.  Modern economic growth has virtually eliminated business cycle fluctuations.
D.  Modern economic growth has been distributed more or less equally across nations.

9 Countries that have experienced modern economic growth have also tended to: 
A.  adopt feudalistic institutions.
B.  restrict women and minorities from holding certain economic and political positions.
C.  move toward more democratic forms of government.
D.  have less leisure time for sport and artistic activities.
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10 Use the list below to answer the following question:
1. Improvements in technology.
2. Increases in the supply (stock) of capital goods.
3. Purchases of expanding output.
4. Obtaining the optimal combination of goods, each at least-cost production.
5. Increases in the quantity and quality of natural resources.
6. Increases in the quantity and quality of human resources.
Refer to the list. As distinct from the supply factors and demand factor of economic growth, the efficiency factor(s) of economic growth is (are): 
A.  1 only.
B.  4 only.
C.  1 and 3 only.
D.  3 only.

11 Use the list below to answer the following question:
1. Improvements in technology.
2. Increases in the supply (stock) of capital goods.
3. Purchases of expanding output.
4. Obtaining the optimal combination of goods, each at least-cost production.
5. Increases in the quantity and quality of natural resources.
6. Increases in the quantity and quality of human resources.
Which set of items in the list would shift an economy's production possibilities curve outward? 
A.  2, 5, and 6 only.
B.  2, 4, 5, and 6 only.
C.  1, 2, 5, and 6 only.
D.  1, 3, and 4 only.

12 Use the list below to answer the following question:
1. Improvements in technology.
2. Increases in the supply (stock) of capital goods.
3. Purchases of expanding output.
4. Obtaining the optimal combination of goods, each at least-cost production.
5. Increases in the quantity and quality of natural resources.
6. Increases in the quantity and quality of human resources.
Which set of items in the list would move an economy from a point inside its production possibilities curve to a point on its production possibilities curve? 
A.  1, 2, 5, and 6 only.
B.  3 and 4 only.
C.  3 only.
D.  1, 3, and 4 only.

13 Which of the following statements is correct ? 
A.  The U.S. population has increased more rapidly than real GDP in recent decades.
B.  Improved education and training of labor is the most important source of U.S. productivity growth.
C.  The average American factory worker has about 16 years of formal education.
D.  The amount of real capital used per worker has increased historically in the United States.

14 The historical reallocation of labor from agriculture to manufacturing in the United States has: 
A.  been inflationary.
B.  had no effect on the average productivity of labor.
C.  increased the average productivity of labor.
D.  reduced the average productivity of labor.

15 More than half the growth of real GDP in the United States is caused by: 
A.  a falling price level.
B.  the reallocation of labor from manufacturing to agriculture.
C.  increases in the productivity of labor.
D.  the use of fewer inputs of labor.

16 An economy with an average growth rate of 10 percent can expect to see its real GDP double in approximately 7 years. 
True    False

17 Growth is a widely held economic goal primarily because it creates a more equal distribution of wealth and income. 
True    False

18 Real GDP per capita is found by dividing real GDP by the size of the labor force. 
True    False

With answer key; for graphs see above
1 Economic growth is best defined as an increase in: 

A.  either real GDP or real GDP per capita.
B.  nominal GDP.
C.  total consumption expenditures.
D.  wealth in the economy.

2 Real GDP per capita is found by: 
A.  adding real GDP and population.
B.  subtracting population from real GDP.
C.  dividing real GDP by population.
D.  dividing population by real GDP.

3 Real GDP per capita: 
A.  cannot grow more rapidly than real GDP.
B.  cannot grow more slowly than real GDP.
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C.  necessarily grows more rapidly than real GDP.
D.  can grow either more slowly or more rapidly than real GDP.

4 Refer to the table. Between years 2 and 3: 
A.  Alta's real GDP grew more rapidly than Zorn's real GDP.
B.  real GDP fell in Zorn.
C.  population growth reduced Alta's real GDP growth to zero.
D.  population fell in Alta.

5 Refer to the table. Per capita GDP was about: 
A.  $105 in year 3 in Alta.
B.  $303 in year 3 in Zorn.
C.  $200 in year 1 in Zorn.
D.  $5 in year 2 in Alta.

6 Given the annual rate of economic growth, the "rule of 70" allows one to: 
A.  determine the accompanying rate of inflation.
B.  calculate the size of the GDP gap.
C.  calculate the number of years required for real GDP to double.
D.  determine the growth rate of per capita GDP.

7 Under what circumstances do rates of economic growth understate  the growth of economic well-being? 
A.  Economic growth has occurred because of the increased length of the workweek.
B.  Product quality has improved.
C.  Air quality has declined as real GDP has increased.
D.  Population has grown faster than real output.

8 Which of the following statements is most accurate about modern economic growth? 
A.  Economic historians mark modern economic growth as beginning around A.D. 1500.
B.  Modern economic growth is characterized by sustained and ongoing increases in living standards.
C.  Modern economic growth has virtually eliminated business cycle fluctuations.
D.  Modern economic growth has been distributed more or less equally across nations.

9 Countries that have experienced modern economic growth have also tended to: 
A.  adopt feudalistic institutions.
B.  restrict women and minorities from holding certain economic and political positions.
C.  move toward more democratic forms of government.
D.  have less leisure time for sport and artistic activities.

10 Use the list below to answer the following question:
1. Improvements in technology.
2. Increases in the supply (stock) of capital goods.
3. Purchases of expanding output.
4. Obtaining the optimal combination of goods, each at least-cost production.
5. Increases in the quantity and quality of natural resources.
6. Increases in the quantity and quality of human resources.
Refer to the list. As distinct from the supply factors and demand factor of economic growth, the efficiency factor(s) of economic growth is (are): 
A.  1 only.
B.  4 only.
C.  1 and 3 only.
D.  3 only.

11 Use the list below to answer the following question:
1. Improvements in technology.
2. Increases in the supply (stock) of capital goods.
3. Purchases of expanding output.
4. Obtaining the optimal combination of goods, each at least-cost production.
5. Increases in the quantity and quality of natural resources.
6. Increases in the quantity and quality of human resources.
Which set of items in the list would shift an economy's production possibilities curve outward? 
A.  2, 5, and 6 only.
B.  2, 4, 5, and 6 only.
C.  1, 2, 5, and 6 only.
D.  1, 3, and 4 only.

12 Use the list below to answer the following question:
1. Improvements in technology.
2. Increases in the supply (stock) of capital goods.
3. Purchases of expanding output.
4. Obtaining the optimal combination of goods, each at least-cost production.
5. Increases in the quantity and quality of natural resources.
6. Increases in the quantity and quality of human resources.
Which set of items in the list would move an economy from a point inside its production possibilities curve to a point on its production possibilities curve? 
A.  1, 2, 5, and 6 only.
B.  3 and 4 only.
C.  3 only.
D.  1, 3, and 4 only.

13 Which of the following statements is correct ? 
A.  The U.S. population has increased more rapidly than real GDP in recent decades.
B.  Improved education and training of labor is the most important source of U.S. productivity growth.
C.  The average American factory worker has about 16 years of formal education.
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D.  The amount of real capital used per worker has increased historically in the United States.
14 The historical reallocation of labor from agriculture to manufacturing in the United States has: 

A.  been inflationary.
B.  had no effect on the average productivity of labor.
C.  increased the average productivity of labor.
D.  reduced the average productivity of labor.

15 More than half the growth of real GDP in the United States is caused by: 
A.  a falling price level.
B.  the reallocation of labor from manufacturing to agriculture.
C.  increases in the productivity of labor.
D.  the use of fewer inputs of labor.

16 An economy with an average growth rate of 10 percent can expect to see its real GDP double in approximately 7 years. 
TRUE

17 Growth is a widely held economic goal primarily because it creates a more equal distribution of wealth and income. 
FALSE

18 Real GDP per capita is found by dividing real GDP by the size of the labor force. 
FALSE

Chapter 09
1 Recurring upswings and downswings in an economy's real GDP over time are called: 

A.  recessions.
B.  business cycles.
C.  output yo-yos.
D.  total product oscillations.

2 In the United States, business cycles have occurred against a backdrop of a long-run trend of: 
A.  declining unemployment.
B.  stagnant productivity growth.
C.  rising real GDP.
D.  rising inflation.

3 Most economists agree that the immediate determinant of the volume of output and employment is the: 
A.  composition of consumer spending.
B.  ratio of public goods to private goods production.
C.  level of total spending.
D.  size of the labor force.

4 A recession is defined as a period in which: 
A.  cost-push inflation is present.
B.  nominal domestic output falls.
C.  demand-pull inflation is present.
D.  real domestic output falls.

5 In which phase of the business cycle will the economy most likely experience rising real output and falling unemployment rates? 
A.  Expansion.
B.  Recession.
C.  Peak.
D.  Trough.

6 Which of the following statements is true about causes of business cycle fluctuations? 
A.  Economists all agree that supply shocks are the cause of most business cycle fluctuations.
B.  Economists all agree that productivity shocks are the cause of most business cycle changes.
C.  Economists all agree that monetary changes are primarily responsible for business cycle fluctuations.
D.  There are a wide range of theories as to the underlying causes of business cycle movements.

7 Answer the question on the basis of the following information about the hypothetical economy of Scoob. All figures are in millions.

Refer to the given information. The unemployment rate in Scoob is: 
A.  2.5 percent.
B.  3.2 percent.
C.  5.0 percent.
D.  6.9 percent.

8 Answer the question on the basis of the following information about the hypothetical economy of Scoob. All figures are in millions.

Refer to the given information. If the natural rate of unemployment in Scoob is 5 percent, then: 
A.  structural unemployment is about 3 percent.
B.  frictional unemployment is about 2 percent.
C.  cyclical unemployment is about 2 percent.
D.  hidden unemployment is about 5 percent.

9 The United States' economy is considered to be at full employment when: 
A.  about 4-5 percent of the total population is unemployed.
B.  90 percent of the labor force is employed.
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C.  about 4-5 percent of the labor force is unemployed.
D.  100 percent of the labor force is employed.

10 If the unemployment rate is 9 percent and the natural rate of unemployment is 5 percent, then the: 
A.  frictional unemployment rate is 5 percent.
B.  cyclical unemployment rate and the frictional unemployment rate together are 5 percent.
C.  cyclical unemployment rate is 4 percent.
D.  natural rate of unemployment will eventually increase.

11 Official unemployment statistics: 
A.  understate unemployment because individuals receiving unemployment compensation are counted as employed.
B.  understate unemployment because discouraged workers are not counted as unemployed.
C.  include cyclical and structural unemployment but not frictional unemployment.
D.  overstate unemployment because workers who are involuntarily working part time are counted as being employed.

12 The presence of discouraged workers: 
A.  increases the size of the labor force but does not affect the unemployment rate.
B.  reduces the size of the labor force but does not affect the unemployment rate.
C.  may cause the official unemployment rate to understate the true amount of unemployment.
D.  may cause the official unemployment rate to overstate the true amount of unemployment.

13 Cyclical unemployment results from: 
A.  a deficiency of spending on goods and services.
B.  the decreasing relative importance of goods and the increasing relative importance of services in the U.S. economy.
C.  the everyday dynamics of a free labor market, with workers voluntarily changing jobs.
D.  technological change.

14 Which of the following is correct ? 
A.  During the Great Recession, unemployment rates for men rose above those of women.
B.  Unemployment rates for African-American and white workers are approximately the same.
C.  Teenagers experience approximately the same unemployment rates as do adults.
D.  Laborers are less vulnerable to unemployment than are professional workers.

15 A college graduate using the summer following graduation to search for a job would best be classified as: 
A.  not officially a member of the labor force.
B.  a part of structural unemployment.
C.  a part of cyclical unemployment.
D.  a part of frictional unemployment.

16 The government agency responsible for collecting and reporting unemployment data is the: 
A.  Bureau of Labor Statistics.
B.  Bureau of Unemployment.
C.  Bureau of Economic Analysis.
D.  Bureau of Economic Research.

17 At the economy's natural rate of unemployment: 
A.  the economy achieves its potential output.
B.  there is only a relatively small amount of cyclical unemployment.
C.  only frictional unemployment exists.
D.  only structural unemployment exists.

18 In the depth of the Great Depression, the unemployment rate in the United States was about: 
A.  15 percent.
B.  33 percent.
C.  25 percent.
D.  40 percent.

19 If actual GDP is $500 billion and there is a negative GDP gap of $10 billion, potential GDP is: 
A.  $510 billion.
B.  $490 billion.
C.  $10 billion.
D.  $990 billion.

20 If actual GDP is $340 billion and there is a positive GDP gap of $20 billion, potential GDP is: 
A.  $360 billion.
B.  $660 billion.
C.  $320 billion.
D.  $20 billion.

21 If potential GDP is $330 billion and there is a positive GDP gap of $30 billion, real GDP is: 
A.  $300 billion.
B.  $30 billion.
C.  $360 billion.
D.  $630 billion.

22 Answer the question on the basis of the following information for a specific year in a hypothetical economy for which Okun's law is applicable:
Refer to the given data. If the unemployment rate in the economy fell to 6 percent, we could conclude that: 

A.  only structural unemployment remained.
B.  the economy's production possibilities curve shifted outward.
C.  the economy had moved from a point inside its production possibilities curve to a point on or very near the curve.
D.  nominal GDP would rise, but real GDP would fall.
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23 Okun's law: 
A.  measures the trade-off between the rate of inflation and the rate of unemployment.
B.  indicates the number of years it will take for a constant rate of inflation to double the price level.
C.  quantifies the relationship between nominal and real incomes.
D.  shows the relationship between the unemployment rate and the size of the negative GDP gap.

24 For every 1 percentage point that the actual unemployment rate exceeds the natural rate, a 2 percentage point negative GDP gap occurs. This is a statement of: 
A.  Taylor's rule.
B.  Okun's law.
C.  Say's law.
D.  the Coase theorem.

25 Given the annual rate of inflation, the "rule of 70" allows one to: 
A.  determine whether the inflation is demand-pull or cost-push.
B.  calculate the accompanying rate of unemployment.
C.  determine when the value of a real asset will approach zero.
D.  calculate the number of years required for the price level to double.

26 If Fred's annual real income rises by 8 percent each year, his annual real income will double in about: 
A.  8-9 years.
B.  10-11 years.
C.  5-6 years.
D.  19-20 years.

27 If the rate of inflation is 12 percent per year, the price level will double in about: 
A.  4.1 years.
B.  5.8 years.
C.  10.2 years.
D.  12.4 years.

28 Cost-push inflation may be caused by: 
A.  a decline in per unit production costs.
B.  a decrease in wage rates.
C.  a negative supply shock.
D.  an increase in resource availability.

29 Rising per-unit production costs are most directly associated with: 
A.  frictional unemployment.
B.  structural unemployment.
C.  demand-pull inflation.
D.  cost-push inflation.

30 Which of the following would most likely occur during the expansionary phase of the business cycle? 
A.  Demand-pull inflation.
B.  Cost-push inflation.
C.  Structural inflation.
D.  Frictional inflation.

31 In which of the following cases would real income rise? 
A.  Nominal income rises by 8 percent and the price level rises by 10 percent.
B.  Nominal income rises by 2 percent and the price level remains unchanged.
C.  Nominal income falls by 4 percent and the price level falls by 2 percent.
D.  Real income will rise in all of these cases.

32 Under which of the following circumstances would we observe the greatest increase in real income? 
A.  Nominal income falls by 2 percent and the price level falls by 10 percent.
B.  Nominal income rises by 8 percent and the price level rises by 4 percent.
C.  Nominal income rises by 12 percent and the price level rises by 15 percent.
D.  Nominal income falls by 4 percent and the price level rises by 6 percent.

33 Cost-push inflation: 
A.  reduces real output.
B.  increases real output.
C.  reduces the unemployment rate.
D.  raises the natural rate of unemployment.

34 If the nominal interest rate is 5 percent and the real interest rate is 2 percent, then the inflation premium is: 
A.  8 percent.
B.  5 percent.
C.  3 percent.
D.  2 percent.

35 If both the real interest rate and the nominal interest rate are 3 percent, then the: 
A.  inflation premium is zero.
B.  real GDP must exceed the nominal GDP.
C.  nominal GDP must exceed the real GDP.
D.  inflation premium also is 3 percent.

36

A.  6 percent.
B.  8 percent.
C.  2 percent.
D.  3 percent.

37 (Last Word) Following the Great Recession that ended mid-2009, by December 2012: 

Suppose the nominal  annual interest rate on a two-year loan is 8 percent and lenders expect inflation to be 5 percent in each of the two years. The 
annual real  rate of interest is: 
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A.  employment had reached prerecession levels.
B.  employment was still 3.4 million below prerecession levels.
C.  the unemployment rate was still around 10 percent.
D.  unemployment had fallen below its lowest prerecession rate.

38 (Last Word) The Great Recession of 2007-2009 significantly increased: 
A.  both the rate of unemployment and the average length of time people were unemployed.
B.  the rate of unemployment but not the average length of time people were unemployed.
C.  the average length of time people were unemployed but not the rate.
D.  both the rate of inflation and the rate of unemployment.

39

A.  It significantly increased the rate of inflation.
B.  It drove the unemployment rate lower than the lowest prerecession rate.
C.  It encouraged millions of unemployed workers to return to school, driving up projected future rates of labor productivity.
D.  It prompted inefficiently long searches that kept the unemployment rate higher.

40 If the price level doubled in a 23-year period, we can conclude that the average annual rate of inflation over that period was about 3 percent. 
True    False

41 Unanticipated inflation benefits debtors at the expense of creditors. 
True    False

42 Unanticipated inflation helps some groups in the economy. 
True    False

With answer key; for graphs see above
1 Recurring upswings and downswings in an economy's real GDP over time are called: 

A.  recessions.
B.  business cycles.
C.  output yo-yos.
D.  total product oscillations.

2 In the United States, business cycles have occurred against a backdrop of a long-run trend of: 
A.  declining unemployment.
B.  stagnant productivity growth.
C.  rising real GDP.
D.  rising inflation.

3 Most economists agree that the immediate determinant of the volume of output and employment is the: 
A.  composition of consumer spending.
B.  ratio of public goods to private goods production.
C.  level of total spending.
D.  size of the labor force.

4 A recession is defined as a period in which: 
A.  cost-push inflation is present.
B.  nominal domestic output falls.
C.  demand-pull inflation is present.
D.  real domestic output falls.

5 In which phase of the business cycle will the economy most likely experience rising real output and falling unemployment rates? 
A.  Expansion.
B.  Recession.
C.  Peak.
D.  Trough.

6 Which of the following statements is true about causes of business cycle fluctuations? 
A.  Economists all agree that supply shocks are the cause of most business cycle fluctuations.
B.  Economists all agree that productivity shocks are the cause of most business cycle changes.
C.  Economists all agree that monetary changes are primarily responsible for business cycle fluctuations.
D.  There are a wide range of theories as to the underlying causes of business cycle movements.

7 Answer the question on the basis of the following information about the hypothetical economy of Scoob. All figures are in millions.
Refer to the given information. The unemployment rate in Scoob is: 
A.  2.5 percent.
B.  3.2 percent.
C.  5.0 percent.
D.  6.9 percent.

8 Answer the question on the basis of the following information about the hypothetical economy of Scoob. All figures are in millions.
Refer to the given information. If the natural rate of unemployment in Scoob is 5 percent, then: 
A.  structural unemployment is about 3 percent.
B.  frictional unemployment is about 2 percent.
C.  cyclical unemployment is about 2 percent.
D.  hidden unemployment is about 5 percent.

9 The United States' economy is considered to be at full employment when: 
A.  about 4-5 percent of the total population is unemployed.
B.  90 percent of the labor force is employed.
C.  about 4-5 percent of the labor force is unemployed.
D.  100 percent of the labor force is employed.

10 If the unemployment rate is 9 percent and the natural rate of unemployment is 5 percent, then the: 
A.  frictional unemployment rate is 5 percent.

(Last Word) In response to the Great Recession, Congress extended the maximum period for drawing unemployment benefits from 26 to 99 weeks. 
While this was done to help workers financially and to help the economy by stimulating demand, it had what unintended consequence? 
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B.  cyclical unemployment rate and the frictional unemployment rate together are 5 percent.
C.  cyclical unemployment rate is 4 percent.
D.  natural rate of unemployment will eventually increase.

11 Official unemployment statistics: 
A.  understate unemployment because individuals receiving unemployment compensation are counted as employed.
B.  understate unemployment because discouraged workers are not counted as unemployed.
C.  include cyclical and structural unemployment but not frictional unemployment.
D.  overstate unemployment because workers who are involuntarily working part time are counted as being employed.

12 The presence of discouraged workers: 
A.  increases the size of the labor force but does not affect the unemployment rate.
B.  reduces the size of the labor force but does not affect the unemployment rate.
C.  may cause the official unemployment rate to understate the true amount of unemployment.
D.  may cause the official unemployment rate to overstate the true amount of unemployment.

13 Cyclical unemployment results from: 
A.  a deficiency of spending on goods and services.
B.  the decreasing relative importance of goods and the increasing relative importance of services in the U.S. economy.
C.  the everyday dynamics of a free labor market, with workers voluntarily changing jobs.
D.  technological change.

14 Which of the following is correct ? 
A.  During the Great Recession, unemployment rates for men rose above those of women.
B.  Unemployment rates for African-American and white workers are approximately the same.
C.  Teenagers experience approximately the same unemployment rates as do adults.
D.  Laborers are less vulnerable to unemployment than are professional workers.

15 A college graduate using the summer following graduation to search for a job would best be classified as: 
A.  not officially a member of the labor force.
B.  a part of structural unemployment.
C.  a part of cyclical unemployment.
D.  a part of frictional unemployment.

16 The government agency responsible for collecting and reporting unemployment data is the: 
A.  Bureau of Labor Statistics.
B.  Bureau of Unemployment.
C.  Bureau of Economic Analysis.
D.  Bureau of Economic Research.

17 At the economy's natural rate of unemployment: 
A.  the economy achieves its potential output.
B.  there is only a relatively small amount of cyclical unemployment.
C.  only frictional unemployment exists.
D.  only structural unemployment exists.

18 In the depth of the Great Depression, the unemployment rate in the United States was about: 
A.  15 percent.
B.  33 percent.
C.  25 percent.
D.  40 percent.

19 If actual GDP is $500 billion and there is a negative GDP gap of $10 billion, potential GDP is: 
A.  $510 billion.
B.  $490 billion.
C.  $10 billion.
D.  $990 billion.

20 If actual GDP is $340 billion and there is a positive GDP gap of $20 billion, potential GDP is: 
A.  $360 billion.
B.  $660 billion.
C.  $320 billion.
D.  $20 billion.

21 If potential GDP is $330 billion and there is a positive GDP gap of $30 billion, real GDP is: 
A.  $300 billion.
B.  $30 billion.
C.  $360 billion.
D.  $630 billion.

22 Answer the question on the basis of the following information for a specific year in a hypothetical economy for which Okun's law is applicable:
Refer to the given data. If the unemployment rate in the economy fell to 6 percent, we could conclude that: 
A.  only structural unemployment remained.
B.  the economy's production possibilities curve shifted outward.
C.  the economy had moved from a point inside its production possibilities curve to a point on or very near the curve.
D.  nominal GDP would rise, but real GDP would fall.

23 Okun's law: 
A.  measures the trade-off between the rate of inflation and the rate of unemployment.
B.  indicates the number of years it will take for a constant rate of inflation to double the price level.
C.  quantifies the relationship between nominal and real incomes.
D.  shows the relationship between the unemployment rate and the size of the negative GDP gap.

24 For every 1 percentage point that the actual unemployment rate exceeds the natural rate, a 2 percentage point negative GDP gap occurs. This is a statement of: 
A.  Taylor's rule.
B.  Okun's law.
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C.  Say's law.
D.  the Coase theorem.

25 Given the annual rate of inflation, the "rule of 70" allows one to: 
A.  determine whether the inflation is demand-pull or cost-push.
B.  calculate the accompanying rate of unemployment.
C.  determine when the value of a real asset will approach zero.
D.  calculate the number of years required for the price level to double.

26 If Fred's annual real income rises by 8 percent each year, his annual real income will double in about: 
A.  8-9 years.
B.  10-11 years.
C.  5-6 years.
D.  19-20 years.

27 If the rate of inflation is 12 percent per year, the price level will double in about: 
A.  4.1 years.
B.  5.8 years.
C.  10.2 years.
D.  12.4 years.

28 Cost-push inflation may be caused by: 
A.  a decline in per unit production costs.
B.  a decrease in wage rates.
C.  a negative supply shock.
D.  an increase in resource availability.

29 Rising per-unit production costs are most directly associated with: 
A.  frictional unemployment.
B.  structural unemployment.
C.  demand-pull inflation.
D.  cost-push inflation.

30 Which of the following would most likely occur during the expansionary phase of the business cycle? 
A.  Demand-pull inflation.
B.  Cost-push inflation.
C.  Structural inflation.
D.  Frictional inflation.

31 In which of the following cases would real income rise? 
A.  Nominal income rises by 8 percent and the price level rises by 10 percent.
B.  Nominal income rises by 2 percent and the price level remains unchanged.
C.  Nominal income falls by 4 percent and the price level falls by 2 percent.
D.  Real income will rise in all of these cases.

32 Under which of the following circumstances would we observe the greatest increase in real income? 
A.  Nominal income falls by 2 percent and the price level falls by 10 percent.
B.  Nominal income rises by 8 percent and the price level rises by 4 percent.
C.  Nominal income rises by 12 percent and the price level rises by 15 percent.
D.  Nominal income falls by 4 percent and the price level rises by 6 percent.

33 Cost-push inflation: 
A.  reduces real output.
B.  increases real output.
C.  reduces the unemployment rate.
D.  raises the natural rate of unemployment.

34 If the nominal interest rate is 5 percent and the real interest rate is 2 percent, then the inflation premium is: 
A.  8 percent.
B.  5 percent.
C.  3 percent.
D.  2 percent.

35 If both the real interest rate and the nominal interest rate are 3 percent, then the: 
A.  inflation premium is zero.
B.  real GDP must exceed the nominal GDP.
C.  nominal GDP must exceed the real GDP.
D.  inflation premium also is 3 percent.

36

A.  6 percent.
B.  8 percent.
C.  2 percent.
D.  3 percent.

37 (Last Word) Following the Great Recession that ended mid-2009, by December 2012: 
A.  employment had reached prerecession levels.
B.  employment was still 3.4 million below prerecession levels.
C.  the unemployment rate was still around 10 percent.
D.  unemployment had fallen below its lowest prerecession rate.

38 (Last Word) The Great Recession of 2007-2009 significantly increased: 
A.  both the rate of unemployment and the average length of time people were unemployed.
B.  the rate of unemployment but not the average length of time people were unemployed.
C.  the average length of time people were unemployed but not the rate.

Suppose the nominal  annual interest rate on a two-year loan is 8 percent and lenders expect inflation to be 5 percent in each of the two years. The 
annual real  rate of interest is: 
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D.  both the rate of inflation and the rate of unemployment.
39

A.  It significantly increased the rate of inflation.
B.  It drove the unemployment rate lower than the lowest prerecession rate.
C.  It encouraged millions of unemployed workers to return to school, driving up projected future rates of labor productivity.
D.  It prompted inefficiently long searches that kept the unemployment rate higher.

40 If the price level doubled in a 23-year period, we can conclude that the average annual rate of inflation over that period was about 3 percent. 
TRUE

41 Unanticipated inflation benefits debtors at the expense of creditors. 
TRUE

42 Unanticipated inflation helps some groups in the economy. 
TRUE

Chapter 10
1 The most important determinant of consumer spending is: 

A.  the level of household borrowing.
B.  consumer expectations.
C.  the stock of wealth.
D.  the level of income.

2 The most important determinant of consumption and saving is the: 
A.  level of bank credit.
B.  level of income.
C.  interest rate.
D.  price level.

3 If Carol's disposable income increases from $1,200 to $1,700 and her level of saving increases from minus $100 to a plus $100, her marginal propensity to: 
A.  save is three-fifths.
B.  consume is one-half.
C.  consume is three-fifths.
D.  consume is two-fifths.

4 The APC is calculated as: 
A.  change in consumption/change in income.
B.  consumption/income.
C.  change in income/change in consumption.
D.  income/consumption.

5 The consumption schedule shows: 
A.  a direct relationship between aggregate consumption and accumulated wealth.
B.  a direct relationship between aggregate consumption and aggregate income.
C.  an inverse relationship between aggregate consumption and accumulated financial wealth.
D.  an inverse relationship between aggregate consumption and the price level.

6 The APC can be defined as the fraction of a: 
A.  change in income that is not spent.
B.  change in income that is spent.
C.  specific level of total income that is not consumed.
D.  specific level of total income that is consumed.

7 The relationship between consumption and disposable income is such that: 
A.  an inverse and stable relationship exists between consumption and income.
B.  a direct, but very volatile, relationship exists between consumption and income.
C.  a direct and relatively stable relationship exists between consumption and income.
D.  the two are usually equal.

8 If the MPC is .8 and disposable income is $200, then: 
A.  consumption and saving cannot be determined from the information given.
B.  saving will be $20.
C.  personal consumption expenditures will be $80.
D.  saving will be $40.

9 The MPC for an economy is: 
A.  the slope of the consumption schedule or line.
B.  the slope of the savings schedule or line.
C.  1 divided by the slope of the consumption schedule or line.
D.  1 divided by the slope of the savings schedule or line.

10 If Trent's MPC is .80, this means that he will: 
A.  spend eight-tenths of any increase in his disposable income.
B.  spend eight-tenths of any level of disposable income.
C.  break even when his disposable income is $8,000.
D.  save two-tenths of any level of disposable income.

11 Suppose a family's consumption exceeds its disposable income. This means that its: 
A.  MPC is greater than 1.
B.  MPS is negative.
C.  APC is greater than 1.
D.  APS is positive.

12

A.  $80.00

(Last Word) In response to the Great Recession, Congress extended the maximum period for drawing unemployment benefits from 26 to 99 weeks. 
While this was done to help workers financially and to help the economy by stimulating demand, it had what unintended consequence? 

(Advanced analysis) If the equation for the consumption schedule is C  = 20 + .8Y , where C  is consumption and Y  is disposable income, then the 
average propensity to consume is 1 when disposable income is: 
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B.  $100.00
C.  $120.00
D.  $160.00

13 The saving schedule is drawn on the assumption that as income increases: 
A.  saving will decline absolutely and as a percentage of income.
B.  saving will increase absolutely but remain constant as a percentage of income.
C.  saving will increase absolutely but decline as a percentage of income.
D.  saving will increase absolutely and as a percentage of income.

14 At the point where the consumption schedule intersects the 45-degree line: 
A.  the MPC equals 1.
B.  the APC is zero.
C.  saving equals income.
D.  saving is zero.

15 The saving schedule is such that as aggregate income increases by a certain amount, saving: 
A.  increases by the same amount as the increase in income.
B.  does not change.
C.  increases, but by a smaller amount.
D.  increases by an even larger amount.

16 The wealth effect is shown graphically as a: 
A.  shift of the consumption schedule.
B.  movement along an existing consumption schedule.
C.  shift of the investment schedule.
D.  movement along an existing investment schedule.

17 Refer to the given graph. A movement from b  to a  along C 1 might be caused by a(n): 

A.  recession.
B.  wealth effect of an increase in stock market prices.
C.  decrease in income tax rates.
D.  increase in saving.

18 Refer to the given graph. A shift of the consumption schedule from C 1 to C 2 might be caused by a(n): 

A.  recession.
B.  wealth effect of an increase in stock market prices.
C.  increase in income tax rates.
D.  increase in saving.

19 If for some reason households become increasingly thrifty, we could show this by: 
A.  a downshift of the saving schedule.
B.  an upward shift of the consumption schedule.
C.  an upward shift of the saving schedule.
D.  a movement down along a stable consumption function.

20 Refer to the given diagram. Suppose the economy's saving schedule shifts from S 1 to S 2 as shown in the given diagram. We can say that its: 

A.  MPC has increased.
B.  MPS has increased.
C.  APS has increased at all levels of disposable income.
D.  APS has decreased at all levels of disposable income.

21 Assume the economy's consumption and saving schedules simultaneously shift downward. This must be the result of: 
A.  an increase in disposable income.
B.  an increase in household wealth.
C.  an increase in personal taxes.
D.  the expectation of a recession.

22 Refer to the given diagram. The economy is dissaving: 
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A.  in the amount CD .
B.  at all income levels greater than E .
C.  at income level H .
D.  at income level E .

23 Refer to the given diagram. The marginal propensity to save is: 

A.  CD /EF .
B.  CB /CF .
C.  CB /AF .
D.  EF /CB .

24 The given figure suggests that: 

A.  consumption would be $60 billion even if income were zero.
B.  saving is zero at the $120 billion income level.
C.  as income increases, consumption decreases as a percentage of income.
D.  as income increases, consumption decreases absolutely.

25 Refer to the diagram. Consumption equals disposable income when: 

A.  disposable income is B .
B.  disposable income is D .
C.  CD  equals A .
D.  B  equals CD .

26 The saving schedule shown in the diagram would shift downward if, all else equal: 

A.  the average propensity to save increased at each income level.
B.  the marginal propensity to save rose at each income level.
C.  consumer wealth rose rapidly because of a significant increase in stock market prices.
D.  the real interest rate rose.

27

Refer to the given data. The marginal propensity to consume in economy (1) is: 
A.  .5.

Answer the question on the basis of the following consumption schedules. DI signifies disposable income and C  represents consumption expenditures. 
All figures are in billions of dollars.
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B.  .3.
C.  .8.
D.  .7.

28 Other things equal, a decrease in the real interest rate will: 
A.  shift the investment demand curve to the right.
B.  shift the investment demand curve to the left.
C.  move the economy upward along its existing investment demand curve.
D.  move the economy downward along its existing investment demand curve.

29

A.  80 percent.
B.  8 percent.
C.  2 percent.
D.  20 percent.

30

A.  7.5 percent.
B.  10 percent.
C.  15 percent.
D.  20 percent.

31

A.  $25.00
B.  $20.00
C.  $15.00
D.  $10.00

32 If business taxes are reduced and the real interest rate increases: 
A.  consumption and saving will necessarily increase.
B.  the level of investment spending might either increase or decrease.
C.  the level of investment spending will necessarily increase.
D.  the level of investment spending will necessarily decrease.

33 Other things equal, a 10 percent decrease in corporate income taxes will: 
A.  decrease the market price of real capital goods.
B.  have no effect on the location of the investment-demand curve.
C.  shift the investment-demand curve to the right.
D.  shift the investment-demand curve to the left.

34 The real interest rate is: 
A.  the percentage increase in money that the lender receives on a loan.
B.  the percentage increase in purchasing power that the lender receives on a loan.
C.  also called the after-tax interest rate.
D.  usually higher than the nominal interest rate.

35 When we draw an investment demand curve, we hold constant all of the following except : 
A.  the expected rate of return on the investment.
B.  business taxes.
C.  the interest rate.
D.  the present stock of capital goods.

36 If the nominal interest rate is 18 percent and the real interest rate is 6 percent, the inflation rate is: 
A.  18 percent.
B.  24 percent.
C.  12 percent.
D.  6 percent.

37

Refer to the given information. The expected rate of return curve: 
A.  shows a direct relationship between the interest rate and investment.
B.  is also the investment demand curve.
C.  is indeterminate.
D.  implies a direct (positive) relationship between the interest rate and the level of GDP.

38 Refer to the diagram. Which of the following would shift the investment demand curve from ID 1 to ID 2? 

A.  A lower interest rate.
B.  Lower expected rates of return on investment.
C.  A higher interest rate.

Assume a machine that has a useful life of only one year costs $2,000. Assume, also, that net of such operating costs as power, taxes, and so forth, the 
additional revenue from the output of this machine is expected to be $2,300. The expected rate of return on this machine is: 

Assume there are no prospective investment projects (I) that will yield an expected rate of return (r) of 25 percent or more, but there are $5 billion of 
investment opportunities with an expected rate of return between 20 and 25 percent, an additional $5 billion between 15 and 20 percent, and so on. If 
the real interest rate is 15 percent in this economy, the aggregate amount of investment will be: 

Answer the question on the basis of the following information for a private closed economy. Assume that for the entire business sector of the economy 
there is $0 worth of investment projects that will yield an expected rate of return of 25 percent or more. But there are $15 worth of investments that will 
yield an expected rate of return of 20-25 percent; another $15 with an expected rate of return of 15-20 percent; and similarly an additional $15 of 
investment projects in each successive rate of return range down to and including the 0-5 percent range.

Suppose that a new machine tool having a useful life of only one year costs $80,000. Suppose, also, that the net additional revenue resulting from 
buying this tool is expected to be $96,000. The expected rate of return on this tool is: 
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D.  Higher expected rates of return on investment.
39 Refer to the diagram. Which of the following would shift the investment demand curve from ID 1 to ID 3? 

A.  A lower interest rate.
B.  Lower expected rates of return on investment.
C.  A higher interest rate.
D.  Higher expected rates of return on investment.

40 The multiplier is useful in determining the: 
A.  full-employment unemployment rate.
B.  level of business inventories.
C.  change in the rate of inflation from a change in the interest rate.
D.  change in GDP resulting from a change in spending.

41 The multiplier is defined as: 
A.  1 - MPS.
B.  change in GDP × initial change in spending.
C.  change in GDP/initial change in spending.
D.  change in GDP - initial change in spending.

42 The figure shows the saving schedules for economies 1, 2, 3, and 4. Which economy has the highest marginal propensity to consume? 

A.  1
B.  2
C.  3
D.  4

43 The practical significance of the multiplier is that it: 
A.  equates the real interest rate and the expected rate of return on investment.
B.  magnifies initial changes in spending into larger changes in GDP.
C.  keeps inflation within tolerable limits.
D.  helps to stabilize the economy.

44 If the MPC is .6, the multiplier will be: 
A.  4.0.
B.  6.0.
C.  2.5.
D.  1.67.

45 Assume the MPC is 2/3. If investment spending increases by $2 billion, the level of GDP will increase by: 
A.  $3 billion.
B.  $2/3 billion.
C.  $6 billion.
D.  $2 billion.

46 Answer the question on the basis of the following table that illustrates the multiplier process.
Refer to the given table. The multiplier in this economy is: 

A.  2
B.  4
C.  5
D.  10

47

A.  4
B.  5
C.  3.33.
D.  2.5.

48 If a $50 billion decrease in investment spending causes income to decline by $50 billion in the first round of the multiplier process and by $25 in the 
second round, the multiplier in the economy is: 

If a $200 billion increase in investment spending creates $200 billion of new income in the first round of the multiplier process and $160 billion in the 
second round, the multiplier in the economy is: 
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A.  2
B.  3.33.
C.  5
D.  10

49 (Last Word) Art Buchwald's article "Squaring the Economic Circle" is a humorous description of: 
A.  a negative GDP gap.
B.  a positive GDP gap.
C.  the marginal propensity to save.
D.  the multiplier.

50 (Last Word) Art Buchwald's article "Squaring the Economic Circle" humorously describes how: 
A.  a person's decision not to buy an automobile eventually reduces many people's incomes, including that of the person making the original decision.
B.  a price increase on a single product eventually leads to rapid inflation.
C.  an increase in imports eventually leads to a greater increase in exports.
D.  a government tax rate increase eventually results in the government collecting less tax revenue than before the tax rate hike.

51 If DI is $275 billion and the APC is 0.8, we can conclude that saving is $55 billion. 
True    False

52 A specific investment will be undertaken if the expected rate of return, r , exceeds the interest rate, i . 
True    False

53 Investment is highly stable; it increases over time at a very steady rate. 
True    False

54 The greater the MPC, the greater the multiplier. 
True    False

With answer key; for graphs see above
1 The most important determinant of consumer spending is: 

A.  the level of household borrowing.
B.  consumer expectations.
C.  the stock of wealth.
D.  the level of income.

2 The most important determinant of consumption and saving is the: 
A.  level of bank credit.
B.  level of income.
C.  interest rate.
D.  price level.

3 If Carol's disposable income increases from $1,200 to $1,700 and her level of saving increases from minus $100 to a plus $100, her marginal propensity to: 
A.  save is three-fifths.
B.  consume is one-half.
C.  consume is three-fifths.
D.  consume is two-fifths.

4 The APC is calculated as: 
A.  change in consumption/change in income.
B.  consumption/income.
C.  change in income/change in consumption.
D.  income/consumption.

5 The consumption schedule shows: 
A.  a direct relationship between aggregate consumption and accumulated wealth.
B.  a direct relationship between aggregate consumption and aggregate income.
C.  an inverse relationship between aggregate consumption and accumulated financial wealth.
D.  an inverse relationship between aggregate consumption and the price level.

6 The APC can be defined as the fraction of a: 
A.  change in income that is not spent.
B.  change in income that is spent.
C.  specific level of total income that is not consumed.
D.  specific level of total income that is consumed.

7 The relationship between consumption and disposable income is such that: 
A.  an inverse and stable relationship exists between consumption and income.
B.  a direct, but very volatile, relationship exists between consumption and income.
C.  a direct and relatively stable relationship exists between consumption and income.
D.  the two are usually equal.

8 If the MPC is .8 and disposable income is $200, then: 
A.  consumption and saving cannot be determined from the information given.
B.  saving will be $20.
C.  personal consumption expenditures will be $80.
D.  saving will be $40.

9 The MPC for an economy is: 
A.  the slope of the consumption schedule or line.
B.  the slope of the savings schedule or line.
C.  1 divided by the slope of the consumption schedule or line.
D.  1 divided by the slope of the savings schedule or line.

10 If Trent's MPC is .80, this means that he will: 
A.  spend eight-tenths of any increase in his disposable income.
B.  spend eight-tenths of any level of disposable income.
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C.  break even when his disposable income is $8,000.
D.  save two-tenths of any level of disposable income.

11 Suppose a family's consumption exceeds its disposable income. This means that its: 
A.  MPC is greater than 1.
B.  MPS is negative.
C.  APC is greater than 1.
D.  APS is positive.

12

A.  $80.00
B.  $100.00
C.  $120.00
D.  $160.00

13 The saving schedule is drawn on the assumption that as income increases: 
A.  saving will decline absolutely and as a percentage of income.
B.  saving will increase absolutely but remain constant as a percentage of income.
C.  saving will increase absolutely but decline as a percentage of income.
D.  saving will increase absolutely and as a percentage of income.

14 At the point where the consumption schedule intersects the 45-degree line: 
A.  the MPC equals 1.
B.  the APC is zero.
C.  saving equals income.
D.  saving is zero.

15 The saving schedule is such that as aggregate income increases by a certain amount, saving: 
A.  increases by the same amount as the increase in income.
B.  does not change.
C.  increases, but by a smaller amount.
D.  increases by an even larger amount.

16 The wealth effect is shown graphically as a: 
A.  shift of the consumption schedule.
B.  movement along an existing consumption schedule.
C.  shift of the investment schedule.
D.  movement along an existing investment schedule.

17 Refer to the given graph. A movement from b  to a  along C 1 might be caused by a(n): 
A.  recession.
B.  wealth effect of an increase in stock market prices.
C.  decrease in income tax rates.
D.  increase in saving.

18 Refer to the given graph. A shift of the consumption schedule from C 1 to C 2 might be caused by a(n): 
A.  recession.
B.  wealth effect of an increase in stock market prices.
C.  increase in income tax rates.
D.  increase in saving.

19 If for some reason households become increasingly thrifty, we could show this by: 
A.  a downshift of the saving schedule.
B.  an upward shift of the consumption schedule.
C.  an upward shift of the saving schedule.
D.  a movement down along a stable consumption function.

20 Refer to the given diagram. Suppose the economy's saving schedule shifts from S 1 to S 2 as shown in the given diagram. We can say that its: 
A.  MPC has increased.
B.  MPS has increased.
C.  APS has increased at all levels of disposable income.
D.  APS has decreased at all levels of disposable income.

21 Assume the economy's consumption and saving schedules simultaneously shift downward. This must be the result of: 
A.  an increase in disposable income.
B.  an increase in household wealth.
C.  an increase in personal taxes.
D.  the expectation of a recession.

22 Refer to the given diagram. The economy is dissaving: 
A.  in the amount CD .
B.  at all income levels greater than E .
C.  at income level H .
D.  at income level E .

23 Refer to the given diagram. The marginal propensity to save is: 
A.  CD /EF .
B.  CB /CF .
C.  CB /AF .
D.  EF /CB .

24 The given figure suggests that: 
A.  consumption would be $60 billion even if income were zero.
B.  saving is zero at the $120 billion income level.
C.  as income increases, consumption decreases as a percentage of income.

(Advanced analysis) If the equation for the consumption schedule is C  = 20 + .8Y , where C  is consumption and Y  is disposable income, then the 
average propensity to consume is 1 when disposable income is: 
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D.  as income increases, consumption decreases absolutely.
25 Refer to the diagram. Consumption equals disposable income when: 

A.  disposable income is B .
B.  disposable income is D .
C.  CD  equals A .
D.  B  equals CD .

26 The saving schedule shown in the diagram would shift downward if, all else equal: 
A.  the average propensity to save increased at each income level.
B.  the marginal propensity to save rose at each income level.
C.  consumer wealth rose rapidly because of a significant increase in stock market prices.
D.  the real interest rate rose.

27

Refer to the given data. The marginal propensity to consume in economy (1) is: 
A.  .5.
B.  .3.
C.  .8.
D.  .7.

28 Other things equal, a decrease in the real interest rate will: 
A.  shift the investment demand curve to the right.
B.  shift the investment demand curve to the left.
C.  move the economy upward along its existing investment demand curve.
D.  move the economy downward along its existing investment demand curve.

29

A.  80 percent.
B.  8 percent.
C.  2 percent.
D.  20 percent.

30

A.  7.5 percent.
B.  10 percent.
C.  15 percent.
D.  20 percent.

31

A.  $25.00
B.  $20.00
C.  $15.00
D.  $10.00

32 If business taxes are reduced and the real interest rate increases: 
A.  consumption and saving will necessarily increase.
B.  the level of investment spending might either increase or decrease.
C.  the level of investment spending will necessarily increase.
D.  the level of investment spending will necessarily decrease.

33 Other things equal, a 10 percent decrease in corporate income taxes will: 
A.  decrease the market price of real capital goods.
B.  have no effect on the location of the investment-demand curve.
C.  shift the investment-demand curve to the right.
D.  shift the investment-demand curve to the left.

34 The real interest rate is: 
A.  the percentage increase in money that the lender receives on a loan.
B.  the percentage increase in purchasing power that the lender receives on a loan.
C.  also called the after-tax interest rate.
D.  usually higher than the nominal interest rate.

35 When we draw an investment demand curve, we hold constant all of the following except : 
A.  the expected rate of return on the investment.
B.  business taxes.
C.  the interest rate.
D.  the present stock of capital goods.

36 If the nominal interest rate is 18 percent and the real interest rate is 6 percent, the inflation rate is: 
A.  18 percent.
B.  24 percent.
C.  12 percent.
D.  6 percent.

37

Refer to the given information. The expected rate of return curve: 
A.  shows a direct relationship between the interest rate and investment.

Assume a machine that has a useful life of only one year costs $2,000. Assume, also, that net of such operating costs as power, taxes, and so forth, the 
additional revenue from the output of this machine is expected to be $2,300. The expected rate of return on this machine is: 

Assume there are no prospective investment projects (I) that will yield an expected rate of return (r) of 25 percent or more, but there are $5 billion of 
investment opportunities with an expected rate of return between 20 and 25 percent, an additional $5 billion between 15 and 20 percent, and so on. If 
the real interest rate is 15 percent in this economy, the aggregate amount of investment will be: 

Answer the question on the basis of the following information for a private closed economy. Assume that for the entire business sector of the economy 
there is $0 worth of investment projects that will yield an expected rate of return of 25 percent or more. But there are $15 worth of investments that will 
yield an expected rate of return of 20-25 percent; another $15 with an expected rate of return of 15-20 percent; and similarly an additional $15 of 
investment projects in each successive rate of return range down to and including the 0-5 percent range.

Answer the question on the basis of the following consumption schedules. DI signifies disposable income and C  represents consumption expenditures. 
All figures are in billions of dollars.

Suppose that a new machine tool having a useful life of only one year costs $80,000. Suppose, also, that the net additional revenue resulting from 
buying this tool is expected to be $96,000. The expected rate of return on this tool is: 
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B.  is also the investment demand curve.
C.  is indeterminate.
D.  implies a direct (positive) relationship between the interest rate and the level of GDP.

38 Refer to the diagram. Which of the following would shift the investment demand curve from ID 1 to ID 2? 
A.  A lower interest rate.
B.  Lower expected rates of return on investment.
C.  A higher interest rate.
D.  Higher expected rates of return on investment.

39 Refer to the diagram. Which of the following would shift the investment demand curve from ID 1 to ID 3? 
A.  A lower interest rate.
B.  Lower expected rates of return on investment.
C.  A higher interest rate.
D.  Higher expected rates of return on investment.

40 The multiplier is useful in determining the: 
A.  full-employment unemployment rate.
B.  level of business inventories.
C.  change in the rate of inflation from a change in the interest rate.
D.  change in GDP resulting from a change in spending.

41 The multiplier is defined as: 
A.  1 - MPS.
B.  change in GDP × initial change in spending.
C.  change in GDP/initial change in spending.
D.  change in GDP - initial change in spending.

42 The figure shows the saving schedules for economies 1, 2, 3, and 4. Which economy has the highest marginal propensity to consume? 
A.  1
B.  2
C.  3
D.  4

43 The practical significance of the multiplier is that it: 
A.  equates the real interest rate and the expected rate of return on investment.
B.  magnifies initial changes in spending into larger changes in GDP.
C.  keeps inflation within tolerable limits.
D.  helps to stabilize the economy.

44 If the MPC is .6, the multiplier will be: 
A.  4.0.
B.  6.0.
C.  2.5.
D.  1.67.

45 Assume the MPC is 2/3. If investment spending increases by $2 billion, the level of GDP will increase by: 
A.  $3 billion.
B.  $2/3 billion.
C.  $6 billion.
D.  $2 billion.

46 Answer the question on the basis of the following table that illustrates the multiplier process.
Refer to the given table. The multiplier in this economy is: 
A.  2
B.  4
C.  5
D.  10

47

A.  4
B.  5
C.  3.33.
D.  2.5.

48

A.  2
B.  3.33.
C.  5
D.  10

49 (Last Word) Art Buchwald's article "Squaring the Economic Circle" is a humorous description of: 
A.  a negative GDP gap.
B.  a positive GDP gap.
C.  the marginal propensity to save.
D.  the multiplier.

50 (Last Word) Art Buchwald's article "Squaring the Economic Circle" humorously describes how: 
A.  a person's decision not to buy an automobile eventually reduces many people's incomes, including that of the person making the original decision.
B.  a price increase on a single product eventually leads to rapid inflation.
C.  an increase in imports eventually leads to a greater increase in exports.
D.  a government tax rate increase eventually results in the government collecting less tax revenue than before the tax rate hike.

51 If DI is $275 billion and the APC is 0.8, we can conclude that saving is $55 billion. 
TRUE

If a $50 billion decrease in investment spending causes income to decline by $50 billion in the first round of the multiplier process and by $25 in the 
second round, the multiplier in the economy is: 

If a $200 billion increase in investment spending creates $200 billion of new income in the first round of the multiplier process and $160 billion in the 
second round, the multiplier in the economy is: 
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52 A specific investment will be undertaken if the expected rate of return, r , exceeds the interest rate, i . 
TRUE

53 Investment is highly stable; it increases over time at a very steady rate. 
FALSE

54 The greater the MPC, the greater the multiplier. 
TRUE

Chapter 11
1 John Maynard Keynes created the aggregate expenditures model based primarily on what historical event? 

A.  Bank panic of 1907.
B.  Great Depression.
C.  Spectacular economic growth during World War II.
D.  Economic expansion of the 1920s.

2 The aggregate expenditures model is built upon which of the following assumptions? 
A.  Prices are fixed.
B.  The economy is at full employment.
C.  Prices are fully flexible.
D.  Government spending policy has no ability to affect the level of output.

3 A private closed economy includes: 
A.  households, businesses, and government, but not international trade.
B.  households, businesses, and international trade, but not government.
C.  households and businesses, but not government or international trade.
D.  households only.

4 Refer to the diagrams. Other things equal, an interest rate reduction coupled with a rightward shift in curve A will: 

A.  shift curve B upward.
B.  shift curve B downward.
C.  have no effect on curve B.
D.  reduce GDP.

5 Refer to the diagrams. The location of curve B depends on the: 

A.  level of real GDP.
B.  location of curve A only.
C.  interest rate only.
D.  interest rate together with the location of curve A.

6 The level of aggregate expenditures in the private closed economy is determined by the: 
A.  expenditures of consumers and businesses.
B.  intersection of the saving schedule and the 45-degree line.
C.  equality of the MPC and MPS.
D.  intersection of the saving and consumption schedules.

7 If at some level of GDP the economy is experiencing an unintended decrease in inventories: 
A.  the aggregate level of saving will decline.
B.  the price level will fall.
C.  the business sector will lay off workers.
D.  domestic output will increase.

8 If an unintended increase in business inventories occurs: 
A.  we can expect aggregate production to be unaffected.
B.  we can expect businesses to increase the level of production.
C.  we can expect businesses to lower the level of production.
D.  aggregate expenditures must exceed the domestic output.

9 At the $180 billion equilibrium level of income, saving is $38 billion in a private closed economy. Planned investment must be: 
A.  $138 billion.
B.  $126 billion.
C.  $38 billion.
D.  $180 billion.

10 Planned investment plus  unintended increases in inventories equals: 
A.  actual investment.
B.  consumption.
C.  consumption minus  saving.
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D.  unintended saving.
11 Saving is always equal to: 

A.  planned investment less  unintended increases in inventories.
B.  actual investment.
C.  planned investment.
D.  unintended changes in inventories.

12 Other things equal, an increase in an economy's exports will: 
A.  lower the marginal propensity to import.
B.  have no effect on domestic GDP because imports will change by an offsetting amount.
C.  decrease its domestic aggregate expenditures and therefore decrease its equilibrium GDP.
D.  increase its domestic aggregate expenditures and therefore increase its equilibrium GDP.

13 If the dollar appreciates relative to foreign currencies, we would expect: 
A.  the multiplier to decrease.
B.  a country's exports and imports to both fall.
C.  a country's net exports to rise.
D.  a country's net exports to fall.

14 If a nation imposes tariffs and quotas on foreign products, the immediate  effect will be to: 
A.  reduce the rate of domestic inflation.
B.  increase efficiency in the world economy.
C.  increase domestic output and employment.
D.  reduce domestic output and employment.

15 If the United States wants to increase its net exports in the short term, it might take steps to: 
A.  increase its GDP.
B.  reduce existing tariffs and import quotas.
C.  appreciate the dollar compared to foreign currencies.
D.  depreciate the dollar compared to foreign currencies.

16 Other things equal, a serious recession in the economies of U.S. trading partners will: 
A.  have no perceptible impact on the U.S. economy.
B.  cause inflation in the U.S. economy.
C.  depress real output and employment in the U.S. economy.
D.  stimulate real output and employment in the U.S. economy.

17 If a lump-sum income tax of $25 billion is levied and the MPS is .20, the: 
A.  saving schedule will shift upward by $5 billion.
B.  consumption schedule will shift downward by $25 billion.
C.  consumption schedule will shift downward by $20 billion.
D.  consumption schedule will shift upward by $25 billion.

18 Which of the following statements is incorrect ? 
A. 

B.  Other things unchanged, a tax reduction of $10 billion will increase the equilibrium GDP by $25 billion when the MPS is .4.
C.  If the MPC is .8 and GDP has declined by $40 billion, this was caused by a decline in aggregate expenditures of $8 billion.
D.  A government surplus is anti-inflationary; a government deficit is expansionary.

19 The level of aggregate expenditures in a mixed open economy is comprised of: 
A.  C a  + I g  + X n .
B.  C a  + I g  + G  + T  + X n .
C.  C a  + I g  + X n  + G .
D.  C a  + G .

20 If the MPC is 2/3, the initial impact of an increase of $12 billion in lump-sum taxes will be to cause: 
A.  a rightward shift in the investment demand schedule.
B.  an $8 billion downshift in the consumption schedule.
C.  a $4 billion upshift in the consumption schedule.
D.  a $12 billion downshift in the consumption schedule.

21 In a mixed closed economy: 
A.  government purchases and saving are injections, while investment and taxes are leakages.
B.  taxes and government purchases are leakages, while investment and saving are injections.
C.  taxes and savings are leakages, while investment and government purchases are injections.
D.  taxes and investment are injections, while saving and government purchases are leakages.

22 Which of the following would reduce GDP by the greatest amount? 
A.  A $20 billion increase in taxes.
B.  $20 billion increases in both government spending and taxes.
C.  $20 billion decreases in both government spending and taxes.
D.  A $20 billion decrease in government spending.

23 What do investment and government expenditures have in common? 
A.  Both represent injections to the circular flow.
B.  Both represent leakages from the circular flow.
C.  Neither is subject to the multiplier effect.
D.  Both represent a decline in indebtedness.

24 Taxes represent: 
A.  a leakage of purchasing power, like saving.
B.  an injection of purchasing power, like investment.
C.  an injection of purchasing power, like government spending.
D.  a leakage of purchasing power, like government spending.

Given the economy's MPS, a $15 billion reduction in government spending will reduce the equilibrium GDP by more than would a $15 billion 
increase in taxes.

71



25 Answer the question on the basis of the following table:

The tax in the economy is a: 
A.  10 percent proportional tax.
B.  lump-sum tax of $20.
C.  lump-sum tax of $10.
D.  progressive tax.

26 Answer the question on the basis of the following table:

The MPC and MPS in the economy: 
A.  are .4 and .6 respectively.
B.  are .6 and .4 respectively.
C.  are .8 and .2 respectively.
D.  cannot be determined from the information given.

27 Answer the question on the basis of the following table:

Refer to the table. If an additional lump-sum tax of $20 were imposed, we would expect: 
A.  equilibrium GDP to fall by $30.
B.  equilibrium GDP to fall by $20.
C.  equilibrium GDP to fall by $50.
D.  equilibrium GDP to rise by $24.

28 The effect of imposing a lump-sum tax is to: 
A.  reduce the absolute levels of consumption and saving at each level of GDP and to reduce the size of the multiplier.
B.  reduce the absolute levels of consumption and saving at each level of GDP but to not change the size of the multiplier.
C.  reduce the absolute levels of consumption and saving at each level of GDP and to increase the size of the multiplier.
D.  increase the absolute levels of consumption and saving at each level of GDP and to increase the size of the multiplier.

29 Suppose that unintended increases in inventories are occurring in a mixed closed economy. We can surmise that: 
A.  I g  + T  > S a  + G .
B.  T  + G  > S a  + I g .
C.  T  + S a  > I g  + G .
D.  T  + S a  < I g  + G .

30 If a lump-sum tax of $40 billion is imposed and the MPC is .6, the saving schedule will shift: 
A.  downward by $24 billion.
B.  upward by $24 billion.
C.  downward by $16 billion.
D.  upward by $16 billion.

31 It is true that: 
A.  equal increases in government spending and taxes do not change the equilibrium GDP.
B.  equal increases in government spending and taxes reduce the equilibrium GDP.
C.  equal increases in government spending and taxes increase the equilibrium GDP.
D.  taxes have a stronger effect upon equilibrium GDP than do government purchases.

32 In an aggregate expenditures diagram, equal increases in government spending and in lump-sum taxes will: 
A.  shift the aggregate expenditures line downward.
B.  shift the aggregate expenditures line upward.
C.  leave the aggregate expenditures line unchanged.
D.  reduce the equilibrium GDP.

33 Equal increases in government purchases and taxes will: 
A.  increase the equilibrium GDP and the size of that increase varies directly with the size of the MPC.
B.  increase the equilibrium GDP and the size of that increase is independent of the size of the MPC.
C.  increase the equilibrium GDP and the size of that increase varies inversely with the size of the MPC.
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D.  decrease the equilibrium GDP and the size of that decrease is independent of the size of the MPC.
34 A recessionary expenditure gap exists if: 

A.  planned investment exceeds saving at the full-employment GDP.
B.  the aggregate expenditures schedule lies below the 45-degree line at the full-employment GDP.
C.  the aggregate expenditures schedule intersects the 45-degree line at any level of GDP.
D.  the aggregate expenditures schedule lies above the 45-degree line at the full-employment GDP.

35

A.  A decrease of $12 billion.
B.  An increase of $25 billion.
C.  An increase of $10 billion.
D.  An increase of $15 billion.

36 The U.S. recession of 2007-2009 provides a good example of: 
A.  demand-pull inflation.
B.  cost-push inflation.
C.  a recessionary expenditure gap.
D.  the repercussions of hyperinflation.

37 Viewed through the aggregate expenditures model, the U.S. recession of 2007-2009 resulted mainly from: 
A.  a fall in the average propensity to save.
B.  insufficient aggregate expenditures.
C.  reduced government spending.
D.  increased taxes.

38 (Last Word) Say's law and classical macroeconomics were disputed by: 
A.  Adam Smith.
B.  Jeremy Bentham.
C.  John Stuart Mill.
D.  John Maynard Keynes.

39 If the MPC is .8 in a private closed economy, a $30 billion increase in planned investment will increase equilibrium real GDP by $120 billion. 
True    False

40 Actual investment consists of planned investment plus unplanned changes in inventories (plus or minus). 
True    False

41 A $20 billion decrease in investment in a private closed economy that has an MPS of .5 will reduce saving by $10 billion once the multiplier process has ended. 
True    False

42

True    False
43 The recessionary expenditure gap is the amount by which the equilibrium GDP and the full-employment GDP differ. 

True    False

With answer key; for graphs see above
1 John Maynard Keynes created the aggregate expenditures model based primarily on what historical event? 

A.  Bank panic of 1907.
B.  Great Depression.
C.  Spectacular economic growth during World War II.
D.  Economic expansion of the 1920s.

2 The aggregate expenditures model is built upon which of the following assumptions? 
A.  Prices are fixed.
B.  The economy is at full employment.
C.  Prices are fully flexible.
D.  Government spending policy has no ability to affect the level of output.

3 A private closed economy includes: 
A.  households, businesses, and government, but not international trade.
B.  households, businesses, and international trade, but not government.
C.  households and businesses, but not government or international trade.
D.  households only.

4 Refer to the diagrams. Other things equal, an interest rate reduction coupled with a rightward shift in curve A will: 
A.  shift curve B upward.
B.  shift curve B downward.
C.  have no effect on curve B.
D.  reduce GDP.

5 Refer to the diagrams. The location of curve B depends on the: 
A.  level of real GDP.
B.  location of curve A only.
C.  interest rate only.
D.  interest rate together with the location of curve A.

6 The level of aggregate expenditures in the private closed economy is determined by the: 
A.  expenditures of consumers and businesses.
B.  intersection of the saving schedule and the 45-degree line.
C.  equality of the MPC and MPS.
D.  intersection of the saving and consumption schedules.

7 If at some level of GDP the economy is experiencing an unintended decrease in inventories: 
A.  the aggregate level of saving will decline.
B.  the price level will fall.

Assume the current equilibrium level of income is $200 billion as compared to the full-employment income level of $240 billion. If the MPC is .625, what 
change in aggregate expenditures is needed to achieve full employment? 

A recessionary expenditure gap in a mixed open economy can be measured as the extent to which aggregate expenditures ( C a  + I g  + X n  + G ) fall 
short of real GDP at the full-employment level of real GDP.
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C.  the business sector will lay off workers.
D.  domestic output will increase.

8 If an unintended increase in business inventories occurs: 
A.  we can expect aggregate production to be unaffected.
B.  we can expect businesses to increase the level of production.
C.  we can expect businesses to lower the level of production.
D.  aggregate expenditures must exceed the domestic output.

9 At the $180 billion equilibrium level of income, saving is $38 billion in a private closed economy. Planned investment must be: 
A.  $138 billion.
B.  $126 billion.
C.  $38 billion.
D.  $180 billion.

10 Planned investment plus  unintended increases in inventories equals: 
A.  actual investment.
B.  consumption.
C.  consumption minus  saving.
D.  unintended saving.

11 Saving is always equal to: 
A.  planned investment less  unintended increases in inventories.
B.  actual investment.
C.  planned investment.
D.  unintended changes in inventories.

12 Other things equal, an increase in an economy's exports will: 
A.  lower the marginal propensity to import.
B.  have no effect on domestic GDP because imports will change by an offsetting amount.
C.  decrease its domestic aggregate expenditures and therefore decrease its equilibrium GDP.
D.  increase its domestic aggregate expenditures and therefore increase its equilibrium GDP.

13 If the dollar appreciates relative to foreign currencies, we would expect: 
A.  the multiplier to decrease.
B.  a country's exports and imports to both fall.
C.  a country's net exports to rise.
D.  a country's net exports to fall.

14 If a nation imposes tariffs and quotas on foreign products, the immediate  effect will be to: 
A.  reduce the rate of domestic inflation.
B.  increase efficiency in the world economy.
C.  increase domestic output and employment.
D.  reduce domestic output and employment.

15 If the United States wants to increase its net exports in the short term, it might take steps to: 
A.  increase its GDP.
B.  reduce existing tariffs and import quotas.
C.  appreciate the dollar compared to foreign currencies.
D.  depreciate the dollar compared to foreign currencies.

16 Other things equal, a serious recession in the economies of U.S. trading partners will: 
A.  have no perceptible impact on the U.S. economy.
B.  cause inflation in the U.S. economy.
C.  depress real output and employment in the U.S. economy.
D.  stimulate real output and employment in the U.S. economy.

17 If a lump-sum income tax of $25 billion is levied and the MPS is .20, the: 
A.  saving schedule will shift upward by $5 billion.
B.  consumption schedule will shift downward by $25 billion.
C.  consumption schedule will shift downward by $20 billion.
D.  consumption schedule will shift upward by $25 billion.

18 Which of the following statements is incorrect ? 
A. 

B.  Other things unchanged, a tax reduction of $10 billion will increase the equilibrium GDP by $25 billion when the MPS is .4.
C.  If the MPC is .8 and GDP has declined by $40 billion, this was caused by a decline in aggregate expenditures of $8 billion.
D.  A government surplus is anti-inflationary; a government deficit is expansionary.

19 The level of aggregate expenditures in a mixed open economy is comprised of: 
A.  C a  + I g  + X n .
B.  C a  + I g  + G  + T  + X n .
C.  C a  + I g  + X n  + G .
D.  C a  + G .

20 If the MPC is 2/3, the initial impact of an increase of $12 billion in lump-sum taxes will be to cause: 
A.  a rightward shift in the investment demand schedule.
B.  an $8 billion downshift in the consumption schedule.
C.  a $4 billion upshift in the consumption schedule.
D.  a $12 billion downshift in the consumption schedule.

21 In a mixed closed economy: 
A.  government purchases and saving are injections, while investment and taxes are leakages.
B.  taxes and government purchases are leakages, while investment and saving are injections.
C.  taxes and savings are leakages, while investment and government purchases are injections.

Given the economy's MPS, a $15 billion reduction in government spending will reduce the equilibrium GDP by more than would a $15 billion 
increase in taxes.
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D.  taxes and investment are injections, while saving and government purchases are leakages.
22 Which of the following would reduce GDP by the greatest amount? 

A.  A $20 billion increase in taxes.
B.  $20 billion increases in both government spending and taxes.
C.  $20 billion decreases in both government spending and taxes.
D.  A $20 billion decrease in government spending.

23 What do investment and government expenditures have in common? 
A.  Both represent injections to the circular flow.
B.  Both represent leakages from the circular flow.
C.  Neither is subject to the multiplier effect.
D.  Both represent a decline in indebtedness.

24 Taxes represent: 
A.  a leakage of purchasing power, like saving.
B.  an injection of purchasing power, like investment.
C.  an injection of purchasing power, like government spending.
D.  a leakage of purchasing power, like government spending.

25 Answer the question on the basis of the following table:
The tax in the economy is a: 
A.  10 percent proportional tax.
B.  lump-sum tax of $20.
C.  lump-sum tax of $10.
D.  progressive tax.

26 Answer the question on the basis of the following table:
The MPC and MPS in the economy: 
A.  are .4 and .6 respectively.
B.  are .6 and .4 respectively.
C.  are .8 and .2 respectively.
D.  cannot be determined from the information given.

27 Answer the question on the basis of the following table:
Refer to the table. If an additional lump-sum tax of $20 were imposed, we would expect: 
A.  equilibrium GDP to fall by $30.
B.  equilibrium GDP to fall by $20.
C.  equilibrium GDP to fall by $50.
D.  equilibrium GDP to rise by $24.

28 The effect of imposing a lump-sum tax is to: 
A.  reduce the absolute levels of consumption and saving at each level of GDP and to reduce the size of the multiplier.
B.  reduce the absolute levels of consumption and saving at each level of GDP but to not change the size of the multiplier.
C.  reduce the absolute levels of consumption and saving at each level of GDP and to increase the size of the multiplier.
D.  increase the absolute levels of consumption and saving at each level of GDP and to increase the size of the multiplier.

29 Suppose that unintended increases in inventories are occurring in a mixed closed economy. We can surmise that: 
A.  I g  + T  > S a  + G .
B.  T  + G  > S a  + I g .
C.  T  + S a  > I g  + G .
D.  T  + S a  < I g  + G .

30 If a lump-sum tax of $40 billion is imposed and the MPC is .6, the saving schedule will shift: 
A.  downward by $24 billion.
B.  upward by $24 billion.
C.  downward by $16 billion.
D.  upward by $16 billion.

31 It is true that: 
A.  equal increases in government spending and taxes do not change the equilibrium GDP.
B.  equal increases in government spending and taxes reduce the equilibrium GDP.
C.  equal increases in government spending and taxes increase the equilibrium GDP.
D.  taxes have a stronger effect upon equilibrium GDP than do government purchases.

32 In an aggregate expenditures diagram, equal increases in government spending and in lump-sum taxes will: 
A.  shift the aggregate expenditures line downward.
B.  shift the aggregate expenditures line upward.
C.  leave the aggregate expenditures line unchanged.
D.  reduce the equilibrium GDP.

33 Equal increases in government purchases and taxes will: 
A.  increase the equilibrium GDP and the size of that increase varies directly with the size of the MPC.
B.  increase the equilibrium GDP and the size of that increase is independent of the size of the MPC.
C.  increase the equilibrium GDP and the size of that increase varies inversely with the size of the MPC.
D.  decrease the equilibrium GDP and the size of that decrease is independent of the size of the MPC.

34 A recessionary expenditure gap exists if: 
A.  planned investment exceeds saving at the full-employment GDP.
B.  the aggregate expenditures schedule lies below the 45-degree line at the full-employment GDP.
C.  the aggregate expenditures schedule intersects the 45-degree line at any level of GDP.
D.  the aggregate expenditures schedule lies above the 45-degree line at the full-employment GDP.

35

A.  A decrease of $12 billion.

Assume the current equilibrium level of income is $200 billion as compared to the full-employment income level of $240 billion. If the MPC is .625, what 
change in aggregate expenditures is needed to achieve full employment? 
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B.  An increase of $25 billion.
C.  An increase of $10 billion.
D.  An increase of $15 billion.

36 The U.S. recession of 2007-2009 provides a good example of: 
A.  demand-pull inflation.
B.  cost-push inflation.
C.  a recessionary expenditure gap.
D.  the repercussions of hyperinflation.

37 Viewed through the aggregate expenditures model, the U.S. recession of 2007-2009 resulted mainly from: 
A.  a fall in the average propensity to save.
B.  insufficient aggregate expenditures.
C.  reduced government spending.
D.  increased taxes.

38 (Last Word) Say's law and classical macroeconomics were disputed by: 
A.  Adam Smith.
B.  Jeremy Bentham.
C.  John Stuart Mill.
D.  John Maynard Keynes.

39 If the MPC is .8 in a private closed economy, a $30 billion increase in planned investment will increase equilibrium real GDP by $120 billion. 
FALSE

40 Actual investment consists of planned investment plus unplanned changes in inventories (plus or minus). 
TRUE

41 A $20 billion decrease in investment in a private closed economy that has an MPS of .5 will reduce saving by $10 billion once the multiplier process has ended. 
FALSE

42

TRUE
43 The recessionary expenditure gap is the amount by which the equilibrium GDP and the full-employment GDP differ. 

FALSE

Chapter 12
1 The aggregate demand curve: 

A.  is upsloping because a higher price level is necessary to make production profitable as production costs rise.
B.  is downsloping because production costs decline as real output increases.
C.  shows the amount of expenditures required to induce the production of each possible level of real output.
D.  shows the amount of real output that will be purchased at each possible price level.

2 The aggregate demand curve is: 
A.  vertical under conditions of full employment.
B.  horizontal when there is considerable unemployment in the economy.
C.  downsloping because of the interest-rate, real-balances, and foreign purchases effects.
D.  downsloping because production costs decrease as real output rises.

3 The interest-rate effect suggests that: 
A.  a decrease in the supply of money will increase interest rates and reduce interest-sensitive consumption and investment spending.
B.  an increase in the price level will increase the demand for money, reduce interest rates, and decrease consumption and investment spending.
C.  an increase in the price level will increase the demand for money, increase interest rates, and decrease consumption and investment spending.
D.  an increase in the price level will decrease the demand for money, reduce interest rates, and increase consumption and investment spending.

4 The factors that affect the amounts that consumers, businesses, government, and foreigners wish to purchase at  each  price  level  are the: 
A.  real-balances, interest-rate, and foreign purchases effects.
B.  determinants of aggregate supply.
C.  determinants of aggregate demand.
D.  sole determinants of the equilibrium price level and the equilibrium real output.

5 The determinants of aggregate demand: 
A.  explain why the aggregate demand curve is downsloping.
B.  explain shifts in the aggregate demand curve.
C.  demonstrate why real output and the price level are inversely related.
D.  include input prices and resource productivity.

6 Other things equal, if the national incomes of the major trading partners of the United States were to rise, the U.S.: 
A.  aggregate demand curve would shift to the right.
B.  aggregate supply curve would shift to the left.
C.  aggregate supply curve would shift to the right.
D.  aggregate demand curve would shift to the left.

7 Which of the following would most likely shift the aggregate demand curve to the right? 
A.  An increase in stock prices that increases consumer wealth.
B.  Increased fear that a recession will cause workers to lose their jobs.
C.  An increase in personal income tax rates.
D.  A reduction in household borrowing because of tighter lending practices.

8 Which of the following would most likely reduce aggregate demand (shift the AD curve to the left)? 
A.  A reduced amount of excess capacity.
B.  Increased government spending on military equipment.
C.  An appreciation of the U.S. dollar.
D.  Increased consumer optimism regarding future economic conditions.

9

A recessionary expenditure gap in a mixed open economy can be measured as the extent to which aggregate expenditures ( C a  + I g  + X n  + G ) fall 
short of real GDP at the full-employment level of real GDP.

Suppose that technological advancements stimulate $20 billion in additional investment spending. If the MPC = .6, how much will the change in 
investment increase aggregate demand? 
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A.  $12 billion.
B.  $20 billion.
C.  $33.3 billion.
D.  $50 billion.

10 What percentage of the average U.S. firm's costs are accounted for by wages and salaries? 
A.  40
B.  60
C.  75
D.  85

11 The aggregate supply curve: 
A.  is explained by the interest rate, real-balances, and foreign purchases effects.
B.  gets steeper as the economy moves from the top of the curve to the bottom of the curve.
C.  shows the various amounts of real output that businesses will produce at each price level.
D.  is downsloping because real purchasing power increases as the price level falls.

12 The aggregate supply curve (short run): 
A.  slopes downward and to the right.
B.  graphs as a vertical line.
C.  slopes upward and to the right.
D.  graphs as a horizontal line.

13 A rightward shift in the aggregate supply curve is best explained by an increase in: 
A.  business taxes.
B.  productivity.
C.  nominal wages.
D.  the price of imported resources.

14

Refer to the information. The level of productivity is: 
A.  20
B.  10
C.  5
D.  2

15

The per-unit cost of production in the economy described is: 
A.  $.50.
B.  $1.00
C.  $2.00
D.  $5.00

16 The determinants of aggregate supply: 
A.  are consumption, investment, government, and net export spending.
B.  explain why real domestic output and the price level are directly related.
C.  explain the three distinct ranges of the aggregate supply curve.
D.  include resource prices and resource productivity.

17 Which of the following would not  shift the aggregate supply curve? 
A.  An increase in labor productivity.
B.  A decline in the price of imported oil.
C.  A decline in business taxes.
D.  An increase in the price level.

18 Productivity measures: 
A.  real output per unit of input.
B.  per-unit production costs.
C.  the changes in real wealth caused by price level changes.
D.  the amount of capital goods used per worker.

19 The short-run aggregate supply curve represents circumstances where: 
A.  both input and output prices are fixed.
B.  both input and output prices are flexible.
C.  input prices are fixed, but output prices are flexible.
D.  input prices are flexible, but output prices are fixed.

20 The economy's long-run aggregate supply curve: 
A.  slopes upward and to the right.
B.  is vertical.
C.  is horizontal.
D.  slopes downward and to the right.

21 Answer the question on the basis of the following aggregate demand and supply schedules for a hypothetical economy:

A.  250 and $200, respectively.

Suppose that real domestic output in an economy is 20 units, the quantity of inputs is 10, and the price of each input is $4. Answer the following 
question on the basis of this information.

Suppose that real domestic output in an economy is 20 units, the quantity of inputs is 10, and the price of each input is $4. Answer the following 
question on the basis of this information.

Refer to the data. If the amount of real output demanded at each price level falls by $200, the equilibrium price level and equilibrium level of real 
domestic output will fall to: 
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B.  200 and $300, respectively.
C.  150 and $300, respectively.
D.  150 and $200, respectively.

22 Answer the question on the basis of the following aggregate demand and supply schedules for a hypothetical economy:

Refer to the data. If the amount of real output demanded at each price level falls by $200, this might have been caused by: 
A.  an increase in net exports.
B.  a worsening of business expectations.
C.  an increase in consumer wealth.
D.  a decrease in the personal income tax.

23 Graphically, demand-pull inflation is shown as a: 
A.  rightward shift of the AD curve along an upsloping AS curve.
B.  leftward shift of the AS curve along a downsloping AD curve.
C.  leftward shift of the AS curve along an upsloping AD curve.
D.  rightward shift of the AD curve along a downsloping AS curve.

24

A.  a reduction in the price level.
B.  the increase in productivity.
C.  an increase in business taxes.
D.  the real-balances, interest-rate, and foreign purchases effects.

25

A.  a higher price level.
B.  an expansion of real output and a stable price level.
C.  an expansion of real output and a higher price level.
D.  a decline in real output and a stable price level.

26 When aggregate demand declines, the price level may remain constant, at least for a time, because: 
A.  firms individually may fear that their price cut may set off a price war.
B.  menu costs rise.
C.  price cuts tend to increase efficiency wages.
D.  product markets are highly competitive.

27 Menu costs: 
A.  increase during recession.
B.  decrease during recession.
C.  are the costs to firms of changing prices and communicating them to customers.
D.  are sunk costs and therefore should be disregarded.

28 The fear of unwanted price wars may explain why many firms are reluctant to: 
A.  reduce wages when a decline in aggregate demand occurs.
B.  reduce prices when a decline in aggregate demand occurs.
C.  expand production capacity when an increase in aggregate demand occurs.
D.  provide wage increases when labor productivity rises.

29 Other things equal, an increase in productivity will shift the short-run aggregate supply curve rightward. 
True    False

30 In the immediate short run, both input and output prices are fixed. 
True    False

31 An increase in wealth from a substantial increase in stock prices will move the economy along a fixed aggregate demand curve. 
True    False

32 The greater the upward slope of the AS curve, the larger is the realized multiplier effect of a change in investment spending. 
True    False

33 The price level in the United States is more flexible downward than upward. 
True    False

In the figure, AD1 and AS1 represent the original aggregate supply and demand curves and AD2 and AS2 show the new aggregate demand and supply 
curves. The changes in aggregate demand and supply in the diagram produce:

In the figure, AD1 and AS1 represent the original aggregate supply and demand curves and AD2 and AS2 show the new aggregate demand and supply 
curves. The change in aggregate supply from AS1 to AS2 could be caused by:
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34 The aggregate expenditures model and the aggregate demand curve can be reconciled because, other things equal, in the aggregate expenditures model: 
A.  changes in the price level have no effect on the equilibrium level of GDP.
B.  an increase in the price level increases the real value of wealth.
C.  the level of aggregate expenditures and therefore the level of real GDP vary inversely with the price level.
D.  the level of aggregate expenditures and therefore the level of real GDP vary directly with the price level.

35 When deriving the aggregate demand (AD) curve from the aggregate expenditures model, an increase in U.S. product prices would cause an increase in: 
A.  the value of household wealth and lower consumption expenditures.
B.  interest rates and lower investment expenditures.
C.  exports and imports.
D.  U.S. resource prices and an increase in aggregate supply.

36

A.  $30 billion and increase real GDP by $15 billion.
B.  $30 billion and increase real GDP by $30 billion.
C.  $10 billion and increase real GDP by $30 billion.
D.  $10 billion and increase real GDP by $10 billion.

37

A.  $50 billion and decrease real GDP by $50 billion.
B.  $50 billion and decrease real GDP by $25 billion.
C.  $10 billion and decrease real GDP by $10 billion.
D.  $10 billion and decrease real GDP by $25 billion.

With answer key; for graphs see above
1 The aggregate demand curve: 

A.  is upsloping because a higher price level is necessary to make production profitable as production costs rise.
B.  is downsloping because production costs decline as real output increases.
C.  shows the amount of expenditures required to induce the production of each possible level of real output.
D.  shows the amount of real output that will be purchased at each possible price level.

2 The aggregate demand curve is: 
A.  vertical under conditions of full employment.
B.  horizontal when there is considerable unemployment in the economy.
C.  downsloping because of the interest-rate, real-balances, and foreign purchases effects.
D.  downsloping because production costs decrease as real output rises.

3 The interest-rate effect suggests that: 
A.  a decrease in the supply of money will increase interest rates and reduce interest-sensitive consumption and investment spending.
B.  an increase in the price level will increase the demand for money, reduce interest rates, and decrease consumption and investment spending.
C.  an increase in the price level will increase the demand for money, increase interest rates, and decrease consumption and investment spending.
D.  an increase in the price level will decrease the demand for money, reduce interest rates, and increase consumption and investment spending.

4 The factors that affect the amounts that consumers, businesses, government, and foreigners wish to purchase at  each  price  level  are the: 
A.  real-balances, interest-rate, and foreign purchases effects.
B.  determinants of aggregate supply.
C.  determinants of aggregate demand.
D.  sole determinants of the equilibrium price level and the equilibrium real output.

5 The determinants of aggregate demand: 
A.  explain why the aggregate demand curve is downsloping.
B.  explain shifts in the aggregate demand curve.
C.  demonstrate why real output and the price level are inversely related.
D.  include input prices and resource productivity.

6 Other things equal, if the national incomes of the major trading partners of the United States were to rise, the U.S.: 
A.  aggregate demand curve would shift to the right.
B.  aggregate supply curve would shift to the left.
C.  aggregate supply curve would shift to the right.
D.  aggregate demand curve would shift to the left.

7 Which of the following would most likely shift the aggregate demand curve to the right? 
A.  An increase in stock prices that increases consumer wealth.
B.  Increased fear that a recession will cause workers to lose their jobs.
C.  An increase in personal income tax rates.
D.  A reduction in household borrowing because of tighter lending practices.

8 Which of the following would most likely reduce aggregate demand (shift the AD curve to the left)? 
A.  A reduced amount of excess capacity.
B.  Increased government spending on military equipment.
C.  An appreciation of the U.S. dollar.
D.  Increased consumer optimism regarding future economic conditions.

9

A.  $12 billion.
B.  $20 billion.
C.  $33.3 billion.
D.  $50 billion.

10 What percentage of the average U.S. firm's costs are accounted for by wages and salaries? 
A.  40
B.  60

(Advanced analysis) Assume that the MPS is .33 in an economy that has an aggregate supply curve with a slope of 1. An increase in investment 
spending of $10 billion will shift the aggregate demand curve rightward by: 

(Advanced analysis) Assume that the MPC is .8 in an economy that has an aggregate supply curve with a slope of 1. Also, suppose that the price level 
is flexible downward. A decrease in investment spending of $10 billion will shift the aggregate demand curve leftward by: 

Suppose that technological advancements stimulate $20 billion in additional investment spending. If the MPC = .6, how much will the change in 
investment increase aggregate demand? 
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C.  75
D.  85

11 The aggregate supply curve: 
A.  is explained by the interest rate, real-balances, and foreign purchases effects.
B.  gets steeper as the economy moves from the top of the curve to the bottom of the curve.
C.  shows the various amounts of real output that businesses will produce at each price level.
D.  is downsloping because real purchasing power increases as the price level falls.

12 The aggregate supply curve (short run): 
A.  slopes downward and to the right.
B.  graphs as a vertical line.
C.  slopes upward and to the right.
D.  graphs as a horizontal line.

13 A rightward shift in the aggregate supply curve is best explained by an increase in: 
A.  business taxes.
B.  productivity.
C.  nominal wages.
D.  the price of imported resources.

14

Refer to the information. The level of productivity is: 
A.  20
B.  10
C.  5
D.  2

15

The per-unit cost of production in the economy described is: 
A.  $.50.
B.  $1.00
C.  $2.00
D.  $5.00

16 The determinants of aggregate supply: 
A.  are consumption, investment, government, and net export spending.
B.  explain why real domestic output and the price level are directly related.
C.  explain the three distinct ranges of the aggregate supply curve.
D.  include resource prices and resource productivity.

17 Which of the following would not  shift the aggregate supply curve? 
A.  An increase in labor productivity.
B.  A decline in the price of imported oil.
C.  A decline in business taxes.
D.  An increase in the price level.

18 Productivity measures: 
A.  real output per unit of input.
B.  per-unit production costs.
C.  the changes in real wealth caused by price level changes.
D.  the amount of capital goods used per worker.

19 The short-run aggregate supply curve represents circumstances where: 
A.  both input and output prices are fixed.
B.  both input and output prices are flexible.
C.  input prices are fixed, but output prices are flexible.
D.  input prices are flexible, but output prices are fixed.

20 The economy's long-run aggregate supply curve: 
A.  slopes upward and to the right.
B.  is vertical.
C.  is horizontal.
D.  slopes downward and to the right.

21 Answer the question on the basis of the following aggregate demand and supply schedules for a hypothetical economy:

A.  250 and $200, respectively.
B.  200 and $300, respectively.
C.  150 and $300, respectively.
D.  150 and $200, respectively.

22 Answer the question on the basis of the following aggregate demand and supply schedules for a hypothetical economy:
Refer to the data. If the amount of real output demanded at each price level falls by $200, this might have been caused by: 
A.  an increase in net exports.
B.  a worsening of business expectations.
C.  an increase in consumer wealth.
D.  a decrease in the personal income tax.

23 Graphically, demand-pull inflation is shown as a: 
A.  rightward shift of the AD curve along an upsloping AS curve.
B.  leftward shift of the AS curve along a downsloping AD curve.
C.  leftward shift of the AS curve along an upsloping AD curve.

Suppose that real domestic output in an economy is 20 units, the quantity of inputs is 10, and the price of each input is $4. Answer the following 
question on the basis of this information.

Suppose that real domestic output in an economy is 20 units, the quantity of inputs is 10, and the price of each input is $4. Answer the following 
question on the basis of this information.

Refer to the data. If the amount of real output demanded at each price level falls by $200, the equilibrium price level and equilibrium level of real 
domestic output will fall to: 
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D.  rightward shift of the AD curve along a downsloping AS curve.
24

A.  a reduction in the price level.
B.  the increase in productivity.
C.  an increase in business taxes.
D.  the real-balances, interest-rate, and foreign purchases effects.

25

A.  a higher price level.
B.  an expansion of real output and a stable price level.
C.  an expansion of real output and a higher price level.
D.  a decline in real output and a stable price level.

26 When aggregate demand declines, the price level may remain constant, at least for a time, because: 
A.  firms individually may fear that their price cut may set off a price war.
B.  menu costs rise.
C.  price cuts tend to increase efficiency wages.
D.  product markets are highly competitive.

27 Menu costs: 
A.  increase during recession.
B.  decrease during recession.
C.  are the costs to firms of changing prices and communicating them to customers.
D.  are sunk costs and therefore should be disregarded.

28 The fear of unwanted price wars may explain why many firms are reluctant to: 
A.  reduce wages when a decline in aggregate demand occurs.
B.  reduce prices when a decline in aggregate demand occurs.
C.  expand production capacity when an increase in aggregate demand occurs.
D.  provide wage increases when labor productivity rises.

29 Other things equal, an increase in productivity will shift the short-run aggregate supply curve rightward. 
TRUE

30 In the immediate short run, both input and output prices are fixed. 
TRUE

31 An increase in wealth from a substantial increase in stock prices will move the economy along a fixed aggregate demand curve. 
FALSE

32 The greater the upward slope of the AS curve, the larger is the realized multiplier effect of a change in investment spending. 
FALSE

33 The price level in the United States is more flexible downward than upward. 
FALSE

34 The aggregate expenditures model and the aggregate demand curve can be reconciled because, other things equal, in the aggregate expenditures model: 
A.  changes in the price level have no effect on the equilibrium level of GDP.
B.  an increase in the price level increases the real value of wealth.
C.  the level of aggregate expenditures and therefore the level of real GDP vary inversely with the price level.
D.  the level of aggregate expenditures and therefore the level of real GDP vary directly with the price level.

35 When deriving the aggregate demand (AD) curve from the aggregate expenditures model, an increase in U.S. product prices would cause an increase in: 
A.  the value of household wealth and lower consumption expenditures.
B.  interest rates and lower investment expenditures.
C.  exports and imports.
D.  U.S. resource prices and an increase in aggregate supply.

36

A.  $30 billion and increase real GDP by $15 billion.
B.  $30 billion and increase real GDP by $30 billion.
C.  $10 billion and increase real GDP by $30 billion.
D.  $10 billion and increase real GDP by $10 billion.

37

A.  $50 billion and decrease real GDP by $50 billion.
B.  $50 billion and decrease real GDP by $25 billion.
C.  $10 billion and decrease real GDP by $10 billion.
D.  $10 billion and decrease real GDP by $25 billion.

Chapter 13
1 The group of three economists appointed by the president to provide fiscal policy recommendations is the: 

A.  Council of Economic Advisers.
B.  Joint Economic Committee.
C.  Bureau of Economic Analysis.
D.  Federal Reserve Board of Governors.

2 Discretionary fiscal policy refers to: 
A.  any change in government spending or taxes that destabilizes the economy.
B.  the authority that the president has to change personal income tax rates.
C.  intentional changes in taxes and government expenditures made by Congress to stabilize the economy.
D.  the changes in taxes and transfers that occur as GDP changes.

3 Countercyclical discretionary fiscal policy calls for: 

In the figure, AD1 and AS1 represent the original aggregate supply and demand curves and AD2 and AS2 show the new aggregate demand and supply 
curves. The changes in aggregate demand and supply in the diagram produce:

(Advanced analysis) Assume that the MPS is .33 in an economy that has an aggregate supply curve with a slope of 1. An increase in investment 
spending of $10 billion will shift the aggregate demand curve rightward by: 

(Advanced analysis) Assume that the MPC is .8 in an economy that has an aggregate supply curve with a slope of 1. Also, suppose that the price level 
is flexible downward. A decrease in investment spending of $10 billion will shift the aggregate demand curve leftward by: 

In the figure, AD1 and AS1 represent the original aggregate supply and demand curves and AD2 and AS2 show the new aggregate demand and supply 
curves. The change in aggregate supply from AS1 to AS2 could be caused by:
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A.  surpluses during recessions and deficits during periods of demand-pull inflation.
B.  deficits during recessions and surpluses during periods of demand-pull inflation.
C.  surpluses during both recessions and periods of demand-pull inflation.
D.  deficits during both recessions and periods of demand-pull inflation.

4 An economist who favored expanded government would recommend: 
A.  tax cuts during recession and reductions in government spending during inflation.
B.  tax increases during recession and tax cuts during inflation.
C.  tax cuts during recession and tax increases during inflation.
D.  increases in government spending during recession and tax increases during inflation.

5 If the MPS in an economy is .4, government could shift the aggregate demand curve leftward by $50 billion by: 
A.  reducing government expenditures by $125 billion.
B.  reducing government expenditures by $20 billion.
C.  increasing taxes by $50 billion.
D.  increasing taxes by $250 billion.

6 If the MPC in an economy is .75, government could shift the aggregate demand curve leftward by $60 billion by: 
A.  reducing government expenditures by $12 billion.
B.  reducing government expenditures by $60 billion.
C.  increasing taxes by $15 billion.
D.  increasing taxes by $20 billion.

7 An appropriate fiscal policy for severe demand-pull inflation is: 
A.  an increase in government spending.
B.  depreciation of the dollar.
C.  a reduction in interest rates.
D.  a tax rate increase.

8 In an aggregate demand-aggregate supply diagram, equal decreases in government spending and taxes will: 
A.  shift the AD curve to the right.
B.  increase the equilibrium GDP.
C.  not affect the AD curve.
D.  shift the AD curve to the left.

9 Which of the following represents the most expansionary fiscal policy? 
A.  A $10 billion tax cut.
B.  A $10 billion increase in government spending.
C.  A $10 billion tax increase.
D.  A $10 billion decrease in government spending.

10 Refer to the diagram, in which Q f  is the full-employment output. If the economy's present aggregate demand curve is AD 2: 

A.  the most appropriate fiscal policy is an increase of government expenditures or a reduction of taxes.
B.  the most appropriate fiscal policy is a reduction of government expenditures or an increase of taxes.
C.  government should undertake neither an expansionary nor a contractionary fiscal policy.
D.  the economy is achieving its maximum possible output.

11 Refer to the diagram, in which Q f  is the full-employment output. If the economy's current aggregate demand curve is AD 0, it is experiencing: 

A.  a positive GDP gap.
B.  a negative GDP gap.
C.  inflation.
D.  an adverse supply shock.

12 Refer to the diagram, in which Q f  is the full-employment output. If the economy's current aggregate demand curve is AD 3, it is experiencing: 
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A.  a positive GDP gap.
B.  a negative GDP gap.
C.  a recession.
D.  cost-push inflation.

13 Suppose the price level is fixed, the MPC is .5, and the GDP gap is a negative $80 billion. To achieve full-employment output (exactly), government should: 
A.  increase government expenditures by $80 billion.
B.  reduce government expenditures by $40 billion.
C.  reduce taxes by $40 billion.
D.  reduce taxes by $80 billion.

14 Suppose the price level is fixed, the MPC is .5, and the GDP gap is a negative $100 billion. To achieve full-employment output (exactly), government should: 
A.  increase government expenditures by $100 billion.
B.  increase government expenditures by $50 billion.
C.  reduce taxes by $50 billion.
D.  reduce taxes by $200 billion.

15 Refer to the diagram in which T  is tax revenues and G  is government expenditures. All figures are in billions. If GDP is $400: 

A.  there will be a budget deficit.
B.  there will be a budget surplus.
C.  the budget will be balanced.
D.  the macroeconomy will be in equilibrium.

16 Refer to the diagram in which T  is tax revenues and G  is government expenditures. All figures are in billions. The budget will entail a deficit: 

A.  at all levels of GDP.
B.  at any level of GDP above $400.
C.  at any level of GDP below $400.
D.  only when GDP is stable.

17 Refer to the diagram in which T  is tax revenues and G  is government expenditures. All figures are in billions. In this economy: 

A.  tax revenues and government spending both vary directly with GDP.
B.  tax revenues vary directly with GDP, but government spending is independent of GDP.
C.  tax revenues and government spending both vary inversely with GDP.
D.  government spending varies directly with GDP, but tax revenues are independent of GDP.

18 If the economy has a cyclically adjusted budget surplus, this means that: 
A.  the public sector is exerting an expansionary impact on the economy.
B.  tax revenues would exceed government expenditures if full employment were achieved.
C.  the actual budget is necessarily also in surplus.
D.  the economy is actually operating at full employment.

19 The actual budget deficit of the federal government in 2009 was about $1.4 trillion. On the basis of this information, it: 
A.  can be concluded that the economy was faced with serious inflation in 2009.
B.  cannot be determined whether the government engaged in expansionary or contractionary fiscal policy in 2009.
C.  can be concluded that fiscal policy was contractionary in 2009.
D.  can be concluded that fiscal policy was expansionary in 2009.

20 When current government expenditures equal current tax revenues and the economy is achieving full employment: 
A.  the cyclically adjusted budget has neither a deficit nor a surplus.
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B.  the cyclically adjusted budget may have either a deficit or a surplus.
C.  fiscal policy is contractionary.
D.  nominal GDP and real GDP are equal.

21 Refer to the table for a fictional economy. The changes in the budget conditions between 2000 and 2001 best reflect: 

A.  demand-pull inflation.
B.  cost-push inflation.
C.  an expansion of real GDP and an automatic increase in tax revenues.
D.  a contractionary fiscal policy.

22 Refer to the table for a fictional economy. The changes in the budget conditions between 2001 and 2002 best reflect a(n): 

A.  recession.
B.  expansionary fiscal policy.
C.  tax increase.
D.  contractionary fiscal policy.

23 Refer to the diagram. Assume that G  and T 1 are the relevant curves and that the economy is currently at B , which is its full-employment GDP. This economy has a: 

A.  cyclically adjusted budget surplus only.
B.  cyclically adjusted budget deficit only.
C.  cyclically adjusted budget surplus and an actual budget surplus.
D.  cyclically adjusted deficit and an actual budget deficit.

24 With the expenditures programs and the tax system shown in the diagram: 

A.  the public budget will be expansionary at all GDP levels above K  and contractionary at all GDP levels below K .
B.  the public budget will be a destabilizing force at all levels of GDP.
C.  deficits will occur at income levels below K , and surpluses above K .
D.  deficits will occur at income levels below H , and surpluses above H .

25 Refer to the diagram. The degree of built-in stability in the economy could be increased by: 

A.  reducing government purchases so that the purchases line shifts downward but parallel to its present position.
B.  changing the tax system so that the tax line is shifted downward but parallel to its present position.
C.  changing the tax system so that the tax line has a greater slope.
D.  altering the government expenditures line so that it has a positive slope.

26 An effective expansionary fiscal policy will: 
A.  reduce a cyclical deficit but necessarily increase the actual deficit.
B.  reduce the cyclically adjusted deficit.

84



C.  increase the cyclically adjusted deficit but reduce the actual deficit.
D.  always result in a balanced actual budget once full employment is achieved.

27 When the economy is at full employment: 
A.  one cannot generalize in comparing the actual and the cyclically adjusted budgets.
B.  the cyclically adjusted budget will show a surplus and the actual budget will show a deficit.
C.  the actual budget will show a surplus and the cyclically adjusted budget will show a deficit.
D.  the actual and the cyclically adjusted budgets will be equal.

28 If government increases the size of its cyclically adjusted surplus, we can: 
A.  assume that government is causing interest rates to rise.
B.  not determine government's impact on the economy without also knowing the status of the actual budget.
C.  assume that government is having a contractionary effect on the economy.
D.  assume that government is having an expansionary effect on the economy.

29 The federal budget deficit is found by: 
A.  subtracting government tax revenues plus  government borrowing from government spending in a particular year.
B.  subtracting government tax revenues from government spending in a particular year.
C.  cumulating the differences between government spending and tax revenues over all years since the nation's founding.
D.  subtracting government revenues from the noninvestment-type government spending in a particular year.

30 The cyclically adjusted budget deficit for the United States: 
A.  rose to -7.1 percent of potential GDP in 2009 but has since declined.
B.  was zero in 2009, but the cyclical deficit created by the recession was -7.1 percent of potential GDP.
C.  changed to a surplus in 2009.
D.  rose to -10.1 percent of potential GDP in 2009 but has since declined.

31 The American Recovery and Reinvestment Act of 2009 was implemented primarily to: 
A.  reduce inflationary pressure caused by oil price increases.
B.  curb the overspending by households that contributed to the Great Recession.
C.  bring the federal budget back into balance.
D.  stimulate aggregate demand and employment.

32 Increases in the federal budget deficit from 2007 to 2009 were caused: 
A.  exclusively by the loss of tax revenue due to recession.
B.  exclusively by expansionary fiscal policy, as shown through growth in the cyclically adjusted deficit.
C.  primarily by a combination of recession and expansionary fiscal policy.
D.  primarily by increased outlays to a rapidly growing number of Social Security recipients.

33 The crowding-out effect of expansionary fiscal policy suggests that: 
A.  tax increases are paid primarily out of saving and therefore are not an effective fiscal device.
B.  increases in government spending financed through borrowing will increase the interest rate and thereby reduce investment.
C.  it is very difficult to have excessive aggregate spending in the U.S. economy.
D.  consumer and investment spending always vary inversely.

34 The crowding-out effect of expansionary fiscal policy suggests that: 
A.  government spending increases at the expense of private investment.
B.  imports replace domestic production.
C.  private investment increases at the expense of government spending.
D.  saving increases at the expense of investment.

35 The financing of a government deficit increases interest rates and, as a result, reduces investment spending. This statement describes: 
A.  the supply-side effects of fiscal policy.
B.  built-in stability.
C.  the crowding-out effect.
D.  the net export effect.

36 The public debt for the economy is: 

A.  $540 billion.
B.  $400 billion.
C.  $580 billion.
D.  $460 billion.

37 Other things equal, an increase of Treasury bonds from $100 billion to $120 billion in the economy would: 

A.  not change the size of the public debt.
B.  increase the public debt from $460 billion to $480 billion.
C.  increase the public debt from $400 billion to $420 billion.
D.  decrease the public debt by $20 billion.

38 Other things equal, an increase of corporate bonds from $140 billion to $150 billion in the economy would: 
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A.  not change the size of the public debt.
B.  increase the public debt from $460 billion to $470 billion.
C.  increase the public debt from $600 billion to $610 billion.
D.  decrease the public debt by $20 billion.

39 Which of the following historically has not  been a significant contributor to the U.S. public debt? 
A.  War financing.
B.  Tax cuts and expenditure increases in the 1980s.
C.  Recessions.
D.  Demand-pull inflation.

40 Recessions have contributed to the public debt by: 
A.  reducing national income and therefore tax revenues.
B.  increasing real interest rates.
C.  increasing the international value of the dollar.
D.  increasing national saving.

41 The largest proportion of the U.S. public debt is held by: 
A.  the U.S. public (individuals, businesses, financial institutions, and government).
B.  foreign individuals and institutions.
C.  the Federal Reserve System.
D.  U.S. government agencies.

42 In 2012, about ____ percent of the U.S. public debt was held by people and institutions abroad. 
A.  43
B.  18
C.  29
D.  33

43 In 2012, about ____ percent of the U.S. public debt was held by the federal government and Federal Reserve. 
A.  33
B.  57
C.  62
D.  40

44 Which one of the following might offset a crowding-out effect of financing a large public debt? 
A.  A decline in net exports.
B.  An increase in public investment.
C.  A decrease in the money supply.
D.  A decline in public investment.

45 If the MPC in the economy is .75, government could shift the aggregate demand curve rightward by $30 billion by cutting taxes by $10 billion. 
True    False

46 A contractionary fiscal policy shifts the aggregate demand curve leftward. 
True    False

47 Demand-pull inflation can be restrained by increasing government spending and reducing taxes. 
True    False

48

True    False
49 Permanent tax reductions are more likely to be expansionary than temporary tax reductions. 

True    False
50 As measured by the cyclically adjusted budget, the U.S. government engaged in a contractionary fiscal policy in 2005 and 2006. 

True    False

With answer key; for graphs see above
1 The group of three economists appointed by the president to provide fiscal policy recommendations is the: 

A.  Council of Economic Advisers.
B.  Joint Economic Committee.
C.  Bureau of Economic Analysis.
D.  Federal Reserve Board of Governors.

2 Discretionary fiscal policy refers to: 
A.  any change in government spending or taxes that destabilizes the economy.
B.  the authority that the president has to change personal income tax rates.
C.  intentional changes in taxes and government expenditures made by Congress to stabilize the economy.
D.  the changes in taxes and transfers that occur as GDP changes.

3 Countercyclical discretionary fiscal policy calls for: 
A.  surpluses during recessions and deficits during periods of demand-pull inflation.
B.  deficits during recessions and surpluses during periods of demand-pull inflation.
C.  surpluses during both recessions and periods of demand-pull inflation.
D.  deficits during both recessions and periods of demand-pull inflation.

4 An economist who favored expanded government would recommend: 
A.  tax cuts during recession and reductions in government spending during inflation.
B.  tax increases during recession and tax cuts during inflation.
C.  tax cuts during recession and tax increases during inflation.

Tax increases and government spending cuts by state governments during recessions often reduce the expansionary impact of fiscal policy by the federal government. 
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D.  increases in government spending during recession and tax increases during inflation.
5 If the MPS in an economy is .4, government could shift the aggregate demand curve leftward by $50 billion by: 

A.  reducing government expenditures by $125 billion.
B.  reducing government expenditures by $20 billion.
C.  increasing taxes by $50 billion.
D.  increasing taxes by $250 billion.

6 If the MPC in an economy is .75, government could shift the aggregate demand curve leftward by $60 billion by: 
A.  reducing government expenditures by $12 billion.
B.  reducing government expenditures by $60 billion.
C.  increasing taxes by $15 billion.
D.  increasing taxes by $20 billion.

7 An appropriate fiscal policy for severe demand-pull inflation is: 
A.  an increase in government spending.
B.  depreciation of the dollar.
C.  a reduction in interest rates.
D.  a tax rate increase.

8 In an aggregate demand-aggregate supply diagram, equal decreases in government spending and taxes will: 
A.  shift the AD curve to the right.
B.  increase the equilibrium GDP.
C.  not affect the AD curve.
D.  shift the AD curve to the left.

9 Which of the following represents the most expansionary fiscal policy? 
A.  A $10 billion tax cut.
B.  A $10 billion increase in government spending.
C.  A $10 billion tax increase.
D.  A $10 billion decrease in government spending.

10 Refer to the diagram, in which Q f  is the full-employment output. If the economy's present aggregate demand curve is AD 2: 
A.  the most appropriate fiscal policy is an increase of government expenditures or a reduction of taxes.
B.  the most appropriate fiscal policy is a reduction of government expenditures or an increase of taxes.
C.  government should undertake neither an expansionary nor a contractionary fiscal policy.
D.  the economy is achieving its maximum possible output.

11 Refer to the diagram, in which Q f  is the full-employment output. If the economy's current aggregate demand curve is AD 0, it is experiencing: 
A.  a positive GDP gap.
B.  a negative GDP gap.
C.  inflation.
D.  an adverse supply shock.

12 Refer to the diagram, in which Q f  is the full-employment output. If the economy's current aggregate demand curve is AD 3, it is experiencing: 
A.  a positive GDP gap.
B.  a negative GDP gap.
C.  a recession.
D.  cost-push inflation.

13 Suppose the price level is fixed, the MPC is .5, and the GDP gap is a negative $80 billion. To achieve full-employment output (exactly), government should: 
A.  increase government expenditures by $80 billion.
B.  reduce government expenditures by $40 billion.
C.  reduce taxes by $40 billion.
D.  reduce taxes by $80 billion.

14 Suppose the price level is fixed, the MPC is .5, and the GDP gap is a negative $100 billion. To achieve full-employment output (exactly), government should: 
A.  increase government expenditures by $100 billion.
B.  increase government expenditures by $50 billion.
C.  reduce taxes by $50 billion.
D.  reduce taxes by $200 billion.

15 Refer to the diagram in which T  is tax revenues and G  is government expenditures. All figures are in billions. If GDP is $400: 
A.  there will be a budget deficit.
B.  there will be a budget surplus.
C.  the budget will be balanced.
D.  the macroeconomy will be in equilibrium.

16 Refer to the diagram in which T  is tax revenues and G  is government expenditures. All figures are in billions. The budget will entail a deficit: 
A.  at all levels of GDP.
B.  at any level of GDP above $400.
C.  at any level of GDP below $400.
D.  only when GDP is stable.

17 Refer to the diagram in which T  is tax revenues and G  is government expenditures. All figures are in billions. In this economy: 
A.  tax revenues and government spending both vary directly with GDP.
B.  tax revenues vary directly with GDP, but government spending is independent of GDP.
C.  tax revenues and government spending both vary inversely with GDP.
D.  government spending varies directly with GDP, but tax revenues are independent of GDP.

18 If the economy has a cyclically adjusted budget surplus, this means that: 
A.  the public sector is exerting an expansionary impact on the economy.
B.  tax revenues would exceed government expenditures if full employment were achieved.
C.  the actual budget is necessarily also in surplus.
D.  the economy is actually operating at full employment.

19 The actual budget deficit of the federal government in 2009 was about $1.4 trillion. On the basis of this information, it: 
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A.  can be concluded that the economy was faced with serious inflation in 2009.
B.  cannot be determined whether the government engaged in expansionary or contractionary fiscal policy in 2009.
C.  can be concluded that fiscal policy was contractionary in 2009.
D.  can be concluded that fiscal policy was expansionary in 2009.

20 When current government expenditures equal current tax revenues and the economy is achieving full employment: 
A.  the cyclically adjusted budget has neither a deficit nor a surplus.
B.  the cyclically adjusted budget may have either a deficit or a surplus.
C.  fiscal policy is contractionary.
D.  nominal GDP and real GDP are equal.

21 Refer to the table for a fictional economy. The changes in the budget conditions between 2000 and 2001 best reflect: 
A.  demand-pull inflation.
B.  cost-push inflation.
C.  an expansion of real GDP and an automatic increase in tax revenues.
D.  a contractionary fiscal policy.

22 Refer to the table for a fictional economy. The changes in the budget conditions between 2001 and 2002 best reflect a(n): 
A.  recession.
B.  expansionary fiscal policy.
C.  tax increase.
D.  contractionary fiscal policy.

23 Refer to the diagram. Assume that G  and T 1 are the relevant curves and that the economy is currently at B , which is its full-employment GDP. This economy has a: 
A.  cyclically adjusted budget surplus only.
B.  cyclically adjusted budget deficit only.
C.  cyclically adjusted budget surplus and an actual budget surplus.
D.  cyclically adjusted deficit and an actual budget deficit.

24 With the expenditures programs and the tax system shown in the diagram: 
A.  the public budget will be expansionary at all GDP levels above K  and contractionary at all GDP levels below K .
B.  the public budget will be a destabilizing force at all levels of GDP.
C.  deficits will occur at income levels below K , and surpluses above K .
D.  deficits will occur at income levels below H , and surpluses above H .

25 Refer to the diagram. The degree of built-in stability in the economy could be increased by: 
A.  reducing government purchases so that the purchases line shifts downward but parallel to its present position.
B.  changing the tax system so that the tax line is shifted downward but parallel to its present position.
C.  changing the tax system so that the tax line has a greater slope.
D.  altering the government expenditures line so that it has a positive slope.

26 An effective expansionary fiscal policy will: 
A.  reduce a cyclical deficit but necessarily increase the actual deficit.
B.  reduce the cyclically adjusted deficit.
C.  increase the cyclically adjusted deficit but reduce the actual deficit.
D.  always result in a balanced actual budget once full employment is achieved.

27 When the economy is at full employment: 
A.  one cannot generalize in comparing the actual and the cyclically adjusted budgets.
B.  the cyclically adjusted budget will show a surplus and the actual budget will show a deficit.
C.  the actual budget will show a surplus and the cyclically adjusted budget will show a deficit.
D.  the actual and the cyclically adjusted budgets will be equal.

28 If government increases the size of its cyclically adjusted surplus, we can: 
A.  assume that government is causing interest rates to rise.
B.  not determine government's impact on the economy without also knowing the status of the actual budget.
C.  assume that government is having a contractionary effect on the economy.
D.  assume that government is having an expansionary effect on the economy.

29 The federal budget deficit is found by: 
A.  subtracting government tax revenues plus  government borrowing from government spending in a particular year.
B.  subtracting government tax revenues from government spending in a particular year.
C.  cumulating the differences between government spending and tax revenues over all years since the nation's founding.
D.  subtracting government revenues from the noninvestment-type government spending in a particular year.

30 The cyclically adjusted budget deficit for the United States: 
A.  rose to -7.1 percent of potential GDP in 2009 but has since declined.
B.  was zero in 2009, but the cyclical deficit created by the recession was -7.1 percent of potential GDP.
C.  changed to a surplus in 2009.
D.  rose to -10.1 percent of potential GDP in 2009 but has since declined.

31 The American Recovery and Reinvestment Act of 2009 was implemented primarily to: 
A.  reduce inflationary pressure caused by oil price increases.
B.  curb the overspending by households that contributed to the Great Recession.
C.  bring the federal budget back into balance.
D.  stimulate aggregate demand and employment.

32 Increases in the federal budget deficit from 2007 to 2009 were caused: 
A.  exclusively by the loss of tax revenue due to recession.
B.  exclusively by expansionary fiscal policy, as shown through growth in the cyclically adjusted deficit.
C.  primarily by a combination of recession and expansionary fiscal policy.
D.  primarily by increased outlays to a rapidly growing number of Social Security recipients.

33 The crowding-out effect of expansionary fiscal policy suggests that: 
A.  tax increases are paid primarily out of saving and therefore are not an effective fiscal device.
B.  increases in government spending financed through borrowing will increase the interest rate and thereby reduce investment.
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C.  it is very difficult to have excessive aggregate spending in the U.S. economy.
D.  consumer and investment spending always vary inversely.

34 The crowding-out effect of expansionary fiscal policy suggests that: 
A.  government spending increases at the expense of private investment.
B.  imports replace domestic production.
C.  private investment increases at the expense of government spending.
D.  saving increases at the expense of investment.

35 The financing of a government deficit increases interest rates and, as a result, reduces investment spending. This statement describes: 
A.  the supply-side effects of fiscal policy.
B.  built-in stability.
C.  the crowding-out effect.
D.  the net export effect.

36 The public debt for the economy is: 
A.  $540 billion.
B.  $400 billion.
C.  $580 billion.
D.  $460 billion.

37 Other things equal, an increase of Treasury bonds from $100 billion to $120 billion in the economy would: 
A.  not change the size of the public debt.
B.  increase the public debt from $460 billion to $480 billion.
C.  increase the public debt from $400 billion to $420 billion.
D.  decrease the public debt by $20 billion.

38 Other things equal, an increase of corporate bonds from $140 billion to $150 billion in the economy would: 
A.  not change the size of the public debt.
B.  increase the public debt from $460 billion to $470 billion.
C.  increase the public debt from $600 billion to $610 billion.
D.  decrease the public debt by $20 billion.

39 Which of the following historically has not  been a significant contributor to the U.S. public debt? 
A.  War financing.
B.  Tax cuts and expenditure increases in the 1980s.
C.  Recessions.
D.  Demand-pull inflation.

40 Recessions have contributed to the public debt by: 
A.  reducing national income and therefore tax revenues.
B.  increasing real interest rates.
C.  increasing the international value of the dollar.
D.  increasing national saving.

41 The largest proportion of the U.S. public debt is held by: 
A.  the U.S. public (individuals, businesses, financial institutions, and government).
B.  foreign individuals and institutions.
C.  the Federal Reserve System.
D.  U.S. government agencies.

42 In 2012, about ____ percent of the U.S. public debt was held by people and institutions abroad. 
A.  43
B.  18
C.  29
D.  33

43 In 2012, about ____ percent of the U.S. public debt was held by the federal government and Federal Reserve. 
A.  33
B.  57
C.  62
D.  40

44 Which one of the following might offset a crowding-out effect of financing a large public debt? 
A.  A decline in net exports.
B.  An increase in public investment.
C.  A decrease in the money supply.
D.  A decline in public investment.

45 If the MPC in the economy is .75, government could shift the aggregate demand curve rightward by $30 billion by cutting taxes by $10 billion. 
TRUE

46 A contractionary fiscal policy shifts the aggregate demand curve leftward. 
TRUE

47 Demand-pull inflation can be restrained by increasing government spending and reducing taxes. 
FALSE

48

TRUE
49 Permanent tax reductions are more likely to be expansionary than temporary tax reductions. 

TRUE
50 As measured by the cyclically adjusted budget, the U.S. government engaged in a contractionary fiscal policy in 2005 and 2006. 

FALSE

Chapter 14

Tax increases and government spending cuts by state governments during recessions often reduce the expansionary impact of fiscal policy by the federal government. 
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1 To say money is socially defined means that: 
A.  money has been defined in a Constitutional amendment.
B.  whatever performs the functions of money extremely well is considered to be money.
C.  the money supply includes all public and private securities purchased by society.
D.  society, acting through Congress, specifies what shall be included in the money supply.

2 Money functions as: 
A.  a store of value.
B.  a unit of account.
C.  a medium of exchange.
D.  all of these.

3 If you are estimating your total expenses for school next semester, you are using money primarily as: 
A.  a medium of exchange.
B.  a store of value.
C.  a unit of account.
D.  an economic investment.

4 When economists say that money serves as a store of value, they mean that it is: 
A.  a way to keep wealth in a readily spendable form for future use.
B.  a means of payment.
C.  a monetary unit for measuring and comparing the relative values of goods.
D.  declared as legal tender by the government.

5 The paper money used in the United States is: 
A.  National Bank Notes.
B.  Treasury Notes.
C.  United States Notes.
D.  Federal Reserve Notes.

6 In the United States, the money supply (M 1) is comprised of: 
A.  coins, paper currency, and checkable deposits.
B.  currency, checkable deposits, and Series E bonds.
C.  coins, paper currency, checkable deposits, and credit balances with brokers.
D.  paper currency, coins, gold certificates, and time deposits.

7 The M 2 money supply includes: 
A.  stock certificates.
B.  currency in bank vaults.
C.  the cash value of life insurance policies.
D.  individual shares in money market mutual funds.

8 A checking account entry is money because it: 
A.  is ensured by the Federal Deposit Insurance Corporation.
B.  has been declared as such by the federal government.
C.  performs the functions of money.
D.  can be sold for currency.

9 Currency in circulation is part of: 
A.  M 1 only.
B.  M 2 not including M 1.
C.  neither M 1 nor M 2.
D.  both M 1 and M 2.

10 Coins held in commercial banks are: 
A.  included in M 1 but not in M 2.
B.  included both in M 1 and in M 2.
C.  included in M 2 but not in M 1.
D.  not part of the nation's money supply.

11 Checkable deposits include: 
A.  both large and small-denominated time deposits.
B.  the deposits of banks and thrifts on which checks can be written.
C.  only the checkable deposits of commercial banks.
D.  only the checkable deposits of thrift institutions.

12 The difference between M 1 and M 2 is that: 
A.  the former includes time deposits.
B. 

C.  the latter includes negotiable government bonds.
D.  the latter includes cash held by commercial banks and the U.S. Treasury.

13 Near-monies: 
A.  include all financial and real assets that can be easily converted into currency.
B.  are certain highly liquid financial assets that do not function directly as a medium of exchange but can be readily converted into M 1.
C.  are excluded from M 2 because they are highly liquid.
D.  are defined as monetary balances that are immediately available, at zero cost, for household and business transactions.

14 Refer to the information. Money supply M 1 for this economy is: 

the latter includes small-denominated time deposits, noncheckable savings accounts, money market deposit accounts, and money market 
mutual fund balances.
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A.  $60.00
B.  $70.00
C.  $130.00
D.  $140.00

15 Refer to the information. Money supply M 2 for this economy is: 

A.  $480.00
B.  $130.00
C.  $490.00
D.  $630.00

16 The money supply is backed: 
A.  by the government's ability to control the supply of money and therefore to keep its value relatively stable.
B.  by government bonds.
C.  dollar-for-dollar by gold and silver.
D.  by gold reserves representing a fraction of the total value of dollars in circulation.

17 Which of the following does not  explain what backs the money supply in the United States? 
A.  It is backed by gold.
B.  It is widely accepted in transactions.
C.  It is designated "legal tender" by the federal government.
D.  It is relatively scarce.

18 Suppose that the federal government suddenly declared that wheat was to be used as money. What is a possible outcome of that decision? 
A.  The value of the "wheat dollar" would be unstable depending on crop yields from year to year.
B.  Farmers would replace corn and soy crops with wheat.
C.  Wheat would function as money so long as people accept it in exchange for goods and services.
D.  All of these are possible outcomes.

19 Other things equal, an excessive increase in the money supply will: 
A.  increase the purchasing power of each dollar.
B.  decrease the purchasing power of each dollar.
C.  have no impact on the purchasing power of the dollar.
D.  reduce the price level.

20 If P  equals the price level expressed as an index number and $V  equals the value of the dollar, then: 
A.  P  = $V  - 1.
B.  $V  = 1/P .
C.  1 = $V /P .
D.  $V  = P  - 1.

21 Answer the question on the basis of the following table:

Refer to the table. The value of the dollar in year 2 is: 
A.  $1.25.
B.  $1.33.
C.  $0.80.
D.  $0.75.

22 The group that sets the Federal Reserve System's policy on buying and selling government securities (bills, notes, and bonds) is the: 
A.  Federal Deposit Insurance Corporation (FDIC).
B.  Federal Bond Sale Authority.
C.  Council of Economic Advisers.
D.  Federal Open Market Committee (FOMC).

23 Approximately how many commercial banks are now operating in the United States? 
A.  About 7,300.
B.  About 6,000.
C.  About 8,500.
D.  About 6,800.

24 Which one of the following is true about the U.S. Federal Reserve System? 
A.  There are 12 regional Federal Reserve Banks.
B.  The head of the U.S. Treasury also chairs the Federal Reserve Board.
C.  There are 14 members of the Federal Reserve Board.
D.  The Open Market Committee is smaller in size than the Federal Reserve Board.

25 The Federal Reserve System: 
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A.  has the same status as the Supreme Court.
B.  is basically an independent agency.
C.  has the status of a congressional committee.
D.  is an agency of the executive branch of the federal government.

26 Research for industrially advanced countries indicates that: 
A.  the more independent the central bank, the lower the average annual rate of inflation.
B.  the more independent the central bank, the higher the average annual rate of inflation.
C.  there is no relationship between the degree of independence of a country's central bank and its inflation rate.
D.  the more independent the central bank, the higher the average annual rate of unemployment.

27 Research involving industrially advanced countries suggests that: 
A.  the more independent the central bank, the lower the average annual growth of real GDP.
B.  the more independent the central bank, the higher the average annual growth of real GDP.
C.  there is no relationship between the degree of independence of a country's central bank and the growth rate of its real GDP.
D.  the less independent the central bank, the higher the average annual rate of inflation.

28 What does it mean when economists say that home buyers are "underwater" on their mortgages? 
A.  Buyers owe more on their mortgage than the properties are worth.
B.  Buyers are financially incapable of repaying their mortgages and bankruptcy is inevitable.
C.  Buyers are purchasing homes on flood plains and are highly susceptible to financial losses.
D.  Buyers are paying interest rates substantially higher than current market interest rates, creating interest payments that create financial hardship.

29 The "shadow banking system" refers to: 
A.  the provision of credit through the underground economy when the financial crisis of 2007 and 2008 occurred.
B.  the process by which securities exchanges provide credit for personal and business needs apart from traditional bank lending.
C.  the series of illegal financial transactions that precipitated the financial crisis of 2007 and 2008.
D.  mortgage loans made to homebuyers who are poor credit risks.

30 Which of the following statements is true about the high rate of mortgage defaults that contributed to the financial crisis of 2007 and 2008? 
A.  High interest rates on mortgage loans were the primary cause of defaults.
B.  The high rate of defaults occurred despite the efforts of government to discourage new home ownership and slow the growth of the housing bubble.
C.  Prior to the rise in defaults, banks had become lax in their lending practices, resulting in a large number of bad loans.
D.  The high rate of defaults resulted primarily from the two years of recession preceding the mortgage default crisis.

31 Which of the following programs provides loans of U.S. securities to primary dealers for one-month terms, in an effort to enhance liquidity in U.S. securities markets? 
A.  Primary Dealer Credit Facility.
B.  Commercial Paper Funding Facility.
C.  Term Asset-Backed Securities Loan Facility.
D.  Term Securities Lending Facility.

32 Which role of the Federal Reserve was expanded directly as a result of the PDCF and TSLF? 
A.  Supervising banks.
B.  Lender of last resort.
C.  Fiscal agent for the federal government.
D.  Issuing currency.

33 Which of the following programs involves the Federal Reserve directly purchasing short-term lending instruments from corporations? 
A.  Term Asset-Backed Securities Loan Facility.
B.  Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility.
C.  Commercial Paper Funding Facility.
D.  Term Securities Lending Facility.

34 Smith Barney, Charles Schwab, and Merrill Lynch are all primarily: 
A.  investment banks.
B.  mutual fund companies.
C.  insurance companies.
D.  securities firms.

35 In 2009, approximately how much of the money on deposit was held by the three largest U.S. banks? 
A.  30 percent.
B.  50 percent.
C.  70 percent.
D.  90 percent.

36 Firms whose central business is to offer security advice and buy and sell individual stocks and bonds for clients are known as: 
A.  thrifts.
B.  pension fund companies.
C.  securities firms.
D.  insurance companies.

37 (Last Word) After years of aiding drug cartels, mobsters, and terrorist groups laundering money, HSBC bank was: 
A.  fined about five weeks' worth of profits.
B.  taken over and run by the government, pending reorganization.
C.  dismantled by the government, with different sectors in the bank sold to other banks in the system.
D.  fined nearly $1 trillion, and key executives were held criminally responsible.

38

A.  Imposed fines on HSBC and prosecuted key executives so as to diminish moral hazard in the financial services industry.
B.  Filed an antitrust lawsuit so as to break up HSBC without disrupting the financial system.
C.  Imposed only modest fines on HSBC so as not to destabilize the bank and the financial system.
D.  Imposed sanctions based on the provisions of the 2010 Wall Street Reform and Consumer Protection Act.

39 The M 2 money supply is larger than the M 1 money supply. 
True    False

(Last Word) The Assistant U.S. Attorney General in charge of prosecuting financial crimes did which of the following in response to HSBC bank's years 
of money laundering and helping firms and individuals cheat on their taxes? 
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40 As of March 2009, the federal government and the Federal Reserve had spent $170 billion to keep AIG financially afloat. 
True    False

41 Subprime mortgage loans are so named because the rates charged are below the prime interest rate. 
True    False

42 The programs enacted to bail out the financial system from crisis in 2007 and 2008 helped alleviate the moral hazard problem in the financial industry. 
True    False

With answer key; for graphs see above
1 To say money is socially defined means that: 

A.  money has been defined in a Constitutional amendment.
B.  whatever performs the functions of money extremely well is considered to be money.
C.  the money supply includes all public and private securities purchased by society.
D.  society, acting through Congress, specifies what shall be included in the money supply.

2 Money functions as: 
A.  a store of value.
B.  a unit of account.
C.  a medium of exchange.
D.  all of these.

3 If you are estimating your total expenses for school next semester, you are using money primarily as: 
A.  a medium of exchange.
B.  a store of value.
C.  a unit of account.
D.  an economic investment.

4 When economists say that money serves as a store of value, they mean that it is: 
A.  a way to keep wealth in a readily spendable form for future use.
B.  a means of payment.
C.  a monetary unit for measuring and comparing the relative values of goods.
D.  declared as legal tender by the government.

5 The paper money used in the United States is: 
A.  National Bank Notes.
B.  Treasury Notes.
C.  United States Notes.
D.  Federal Reserve Notes.

6 In the United States, the money supply (M 1) is comprised of: 
A.  coins, paper currency, and checkable deposits.
B.  currency, checkable deposits, and Series E bonds.
C.  coins, paper currency, checkable deposits, and credit balances with brokers.
D.  paper currency, coins, gold certificates, and time deposits.

7 The M 2 money supply includes: 
A.  stock certificates.
B.  currency in bank vaults.
C.  the cash value of life insurance policies.
D.  individual shares in money market mutual funds.

8 A checking account entry is money because it: 
A.  is ensured by the Federal Deposit Insurance Corporation.
B.  has been declared as such by the federal government.
C.  performs the functions of money.
D.  can be sold for currency.

9 Currency in circulation is part of: 
A.  M 1 only.
B.  M 2 not including M 1.
C.  neither M 1 nor M 2.
D.  both M 1 and M 2.

10 Coins held in commercial banks are: 
A.  included in M 1 but not in M 2.
B.  included both in M 1 and in M 2.
C.  included in M 2 but not in M 1.
D.  not part of the nation's money supply.

11 Checkable deposits include: 
A.  both large and small-denominated time deposits.
B.  the deposits of banks and thrifts on which checks can be written.
C.  only the checkable deposits of commercial banks.
D.  only the checkable deposits of thrift institutions.

12 The difference between M 1 and M 2 is that: 
A.  the former includes time deposits.
B. 

C.  the latter includes negotiable government bonds.
D.  the latter includes cash held by commercial banks and the U.S. Treasury.

13 Near-monies: 
A.  include all financial and real assets that can be easily converted into currency.
B.  are certain highly liquid financial assets that do not function directly as a medium of exchange but can be readily converted into M 1.

the latter includes small-denominated time deposits, noncheckable savings accounts, money market deposit accounts, and money market 
mutual fund balances.
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C.  are excluded from M 2 because they are highly liquid.
D.  are defined as monetary balances that are immediately available, at zero cost, for household and business transactions.

14 Refer to the information. Money supply M 1 for this economy is: 
A.  $60.00
B.  $70.00
C.  $130.00
D.  $140.00

15 Refer to the information. Money supply M 2 for this economy is: 
A.  $480.00
B.  $130.00
C.  $490.00
D.  $630.00

16 The money supply is backed: 
A.  by the government's ability to control the supply of money and therefore to keep its value relatively stable.
B.  by government bonds.
C.  dollar-for-dollar by gold and silver.
D.  by gold reserves representing a fraction of the total value of dollars in circulation.

17 Which of the following does not  explain what backs the money supply in the United States? 
A.  It is backed by gold.
B.  It is widely accepted in transactions.
C.  It is designated "legal tender" by the federal government.
D.  It is relatively scarce.

18 Suppose that the federal government suddenly declared that wheat was to be used as money. What is a possible outcome of that decision? 
A.  The value of the "wheat dollar" would be unstable depending on crop yields from year to year.
B.  Farmers would replace corn and soy crops with wheat.
C.  Wheat would function as money so long as people accept it in exchange for goods and services.
D.  All of these are possible outcomes.

19 Other things equal, an excessive increase in the money supply will: 
A.  increase the purchasing power of each dollar.
B.  decrease the purchasing power of each dollar.
C.  have no impact on the purchasing power of the dollar.
D.  reduce the price level.

20 If P  equals the price level expressed as an index number and $V  equals the value of the dollar, then: 
A.  P  = $V  - 1.
B.  $V  = 1/P .
C.  1 = $V /P .
D.  $V  = P  - 1.

21 Answer the question on the basis of the following table:
Refer to the table. The value of the dollar in year 2 is: 
A.  $1.25.
B.  $1.33.
C.  $0.80.
D.  $0.75.

22 The group that sets the Federal Reserve System's policy on buying and selling government securities (bills, notes, and bonds) is the: 
A.  Federal Deposit Insurance Corporation (FDIC).
B.  Federal Bond Sale Authority.
C.  Council of Economic Advisers.
D.  Federal Open Market Committee (FOMC).

23 Approximately how many commercial banks are now operating in the United States? 
A.  About 7,300.
B.  About 6,000.
C.  About 8,500.
D.  About 6,800.

24 Which one of the following is true about the U.S. Federal Reserve System? 
A.  There are 12 regional Federal Reserve Banks.
B.  The head of the U.S. Treasury also chairs the Federal Reserve Board.
C.  There are 14 members of the Federal Reserve Board.
D.  The Open Market Committee is smaller in size than the Federal Reserve Board.

25 The Federal Reserve System: 
A.  has the same status as the Supreme Court.
B.  is basically an independent agency.
C.  has the status of a congressional committee.
D.  is an agency of the executive branch of the federal government.

26 Research for industrially advanced countries indicates that: 
A.  the more independent the central bank, the lower the average annual rate of inflation.
B.  the more independent the central bank, the higher the average annual rate of inflation.
C.  there is no relationship between the degree of independence of a country's central bank and its inflation rate.
D.  the more independent the central bank, the higher the average annual rate of unemployment.

27 Research involving industrially advanced countries suggests that: 
A.  the more independent the central bank, the lower the average annual growth of real GDP.
B.  the more independent the central bank, the higher the average annual growth of real GDP.
C.  there is no relationship between the degree of independence of a country's central bank and the growth rate of its real GDP.
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D.  the less independent the central bank, the higher the average annual rate of inflation.
28 What does it mean when economists say that home buyers are "underwater" on their mortgages? 

A.  Buyers owe more on their mortgage than the properties are worth.
B.  Buyers are financially incapable of repaying their mortgages and bankruptcy is inevitable.
C.  Buyers are purchasing homes on flood plains and are highly susceptible to financial losses.
D.  Buyers are paying interest rates substantially higher than current market interest rates, creating interest payments that create financial hardship.

29 The "shadow banking system" refers to: 
A.  the provision of credit through the underground economy when the financial crisis of 2007 and 2008 occurred.
B.  the process by which securities exchanges provide credit for personal and business needs apart from traditional bank lending.
C.  the series of illegal financial transactions that precipitated the financial crisis of 2007 and 2008.
D.  mortgage loans made to homebuyers who are poor credit risks.

30 Which of the following statements is true about the high rate of mortgage defaults that contributed to the financial crisis of 2007 and 2008? 
A.  High interest rates on mortgage loans were the primary cause of defaults.
B.  The high rate of defaults occurred despite the efforts of government to discourage new home ownership and slow the growth of the housing bubble.
C.  Prior to the rise in defaults, banks had become lax in their lending practices, resulting in a large number of bad loans.
D.  The high rate of defaults resulted primarily from the two years of recession preceding the mortgage default crisis.

31 Which of the following programs provides loans of U.S. securities to primary dealers for one-month terms, in an effort to enhance liquidity in U.S. securities markets? 
A.  Primary Dealer Credit Facility.
B.  Commercial Paper Funding Facility.
C.  Term Asset-Backed Securities Loan Facility.
D.  Term Securities Lending Facility.

32 Which role of the Federal Reserve was expanded directly as a result of the PDCF and TSLF? 
A.  Supervising banks.
B.  Lender of last resort.
C.  Fiscal agent for the federal government.
D.  Issuing currency.

33 Which of the following programs involves the Federal Reserve directly purchasing short-term lending instruments from corporations? 
A.  Term Asset-Backed Securities Loan Facility.
B.  Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility.
C.  Commercial Paper Funding Facility.
D.  Term Securities Lending Facility.

34 Smith Barney, Charles Schwab, and Merrill Lynch are all primarily: 
A.  investment banks.
B.  mutual fund companies.
C.  insurance companies.
D.  securities firms.

35 In 2009, approximately how much of the money on deposit was held by the three largest U.S. banks? 
A.  30 percent.
B.  50 percent.
C.  70 percent.
D.  90 percent.

36 Firms whose central business is to offer security advice and buy and sell individual stocks and bonds for clients are known as: 
A.  thrifts.
B.  pension fund companies.
C.  securities firms.
D.  insurance companies.

37 (Last Word) After years of aiding drug cartels, mobsters, and terrorist groups laundering money, HSBC bank was: 
A.  fined about five weeks' worth of profits.
B.  taken over and run by the government, pending reorganization.
C.  dismantled by the government, with different sectors in the bank sold to other banks in the system.
D.  fined nearly $1 trillion, and key executives were held criminally responsible.

38

A.  Imposed fines on HSBC and prosecuted key executives so as to diminish moral hazard in the financial services industry.
B.  Filed an antitrust lawsuit so as to break up HSBC without disrupting the financial system.
C.  Imposed only modest fines on HSBC so as not to destabilize the bank and the financial system.
D.  Imposed sanctions based on the provisions of the 2010 Wall Street Reform and Consumer Protection Act.

39 The M 2 money supply is larger than the M 1 money supply. 
TRUE

40 As of March 2009, the federal government and the Federal Reserve had spent $170 billion to keep AIG financially afloat. 
TRUE

41 Subprime mortgage loans are so named because the rates charged are below the prime interest rate. 
FALSE

42 The programs enacted to bail out the financial system from crisis in 2007 and 2008 helped alleviate the moral hazard problem in the financial industry. 
FALSE

Chapter 15
1 The goldsmith's ability to create money was based on the fact that: 

A.  withdrawals of gold tended to exceed deposits of gold in any given time period.
B.  consumers and merchants preferred to use gold for transactions, rather than paper money.
C.  the goldsmith was required to keep 100 percent gold reserves.
D.  paper money in the form of gold receipts was rarely redeemed for gold.

(Last Word) The Assistant U.S. Attorney General in charge of prosecuting financial crimes did which of the following in response to HSBC bank's years 
of money laundering and helping firms and individuals cheat on their taxes? 
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2 When the receipts given by goldsmiths to depositors were used to make purchases: 
A.  the gold standard was created.
B.  existing banking laws were violated.
C.  the receipts became in effect paper money.
D.  a fractional reserve banking system was created.

3 Which one of the following is presently a major deterrent to bank panics in the United States? 
A.  The legal reserve requirement.
B.  The fractional reserve system.
C.  The gold standard.
D.  Deposit insurance.

4 Which of the following describes the identity embodied in a balance sheet? 
A.  Net worth plus assets equal liabilities.
B.  Assets plus liabilities equal net worth.
C.  Assets equal liabilities plus net worth.
D.  Assets plus reserves equal net worth.

5 The claims of the owners of a firm against the firm's assets are called: 
A.  working capital.
B.  assets.
C.  net worth.
D.  liabilities.

6 Which of the following are all assets to a commercial bank? 
A.  Demand deposits, stock shares, and reserves.
B.  Vault cash, property, and reserves.
C.  Vault cash, property, and stock shares.
D.  Vault cash, stock shares, and demand deposits.

7 Answer the question on the basis of the following table for a commercial bank or thrift:

Refer to row 3 in the table. The number appropriate for space Y is: 
A.  $24,000.00
B.  $32,000.00
C.  $48,000.00
D.  $96,000.00

8 Answer the question on the basis of the following table for a commercial bank or thrift:

Refer to row 4 in the table. The number appropriate for space Z is: 
A.  $10,000.00
B.  $70,000.00
C.  $48,000.00
D.  zero.

9 When a check is drawn and cleared, the 
A.  reserves and deposits of both the bank against which the check is cleared and the bank receiving the check are unchanged by this transaction.
B.  bank against which the check is cleared loses reserves and deposits equal to the amount of the check.
C.  bank receiving the check loses reserves and deposits equal to the amount of the check.
D.  bank against which the check is cleared acquires reserves and deposits equal to the amount of the check.

10 Assume the Continental National Bank's balance statement is as follows:

Assuming a legal reserve ratio of 20 percent, how much in excess reserves would this bank have after a check for $10,000 was drawn and cleared against it? 
A.  $3,000.00
B.  $24,000.00
C.  $6,000.00
D.  $16,000.00

11 The reserve ratio refers to the ratio of a bank's: 
A.  reserves to its liabilities and net worth.
B.  capital stock to its total assets.
C.  checkable deposits to its total liabilities.
D.  required reserves to its checkable-deposit liabilities.

12 The amount that a commercial bank can lend is determined by its: 
A.  required reserves.
B.  excess reserves.
C.  outstanding loans.
D.  outstanding checkable deposits.
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13 Use the following balance sheet for the ABC National Bank in answering the question. Assume the required reserve ratio is 20 percent.

Refer to the data. This bank can safely expand its loans by a maximum of: 
A.  $7,000.00
B.  $25,000.00
C.  $12,000.00
D.  $5,000.00

14 Use the following balance sheet for the ABC National Bank in answering the question. Assume the required reserve ratio is 20 percent.

A.  $25,000 and $122,000 respectively.
B.  $22,000 and $110,000 respectively.
C.  $32,000 and $115,000 respectively.
D.  $22,000 and $105,000 respectively.

15 Use the following balance sheet for the ABC National Bank in answering the question. Assume the required reserve ratio is 20 percent.

A.  $8,000.00
B.  $15,000.00
C.  $48,000.00
D.  $25,000.00

16 Banks create money when they: 
A.  allow loans to mature.
B.  accept deposits of cash.
C.  buy government bonds from households.
D.  sell government bonds to households.

17 In prosperous times, commercial banks are likely to hold very small amounts of excess reserves because: 
A.  the Fed forces commercial banks to increase the money supply during economic expansions.
B.  it is very costly to transfer funds between commercial banks and the central banks.
C.  Federal Reserve Banks pay lower rates of interest on bank reserves than could be earned by the commercial banks loaning out the reserves.
D.  Federal Reserve Banks want to minimize their interest payments on such deposits.

18 Which of the following is correct ? 
A.  Required reserves minus  actual reserves equal  excess reserves.
B.  Required reserves equal  excess reserves minus  actual reserves.
C.  Required reserves equal  actual reserves plus  excess reserves.
D.  Actual reserves minus  required reserves equal  excess reserves.

19 A bank temporarily short of required reserves may be able to remedy this situation by: 
A.  borrowing funds in the federal funds market.
B.  granting new loans.
C.  shifting some of its vault cash to its reserve account at the Federal Reserve.
D.  buying bonds from the public.

20 The market for immediately available reserve balances at the Federal Reserve is known as the: 
A.  money market.
B.  long-term bond market.
C.  short-term bond market.
D.  federal funds market.

21 The federal funds market is the market in which: 
A.  banks borrow from the Federal Reserve Banks.
B.  U.S. securities are bought and sold.
C.  banks borrow reserves from one another on an overnight basis.
D.  Federal Reserve Banks borrow from one another.

22

A.  $122,000.00
B.  $175,000.00
C.  $300,000.00
D.  $75,000.00

23

Suppose a commercial banking system has $100,000 of outstanding checkable deposits and actual reserves of $35,000. If the reserve ratio is 20 
percent, the banking system can expand the supply of money by the maximum amount of: 

If a portion of the loans extended by commercial banks is taken as cash rather than as checkable deposits, the maximum money-creating potential of 
the commercial banking system will: 

Refer to the data. Assuming the bank loans out all of its remaining excess reserves as a checkable deposit, and has a check cleared against it for that 
amount, its reserves and checkable deposits will now be: 

Refer to the data. If the original balance sheet was for the commercial banking system , rather than a single bank, loans and checkable deposits could 
have been expanded by a maximum of: 
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A.  be equal to twice the reciprocal of the reserve ratio.
B.  be unaffected.
C.  increase.
D.  decrease.

24 The basic reason why the commercial banking system can increase its checkable deposits by a multiple of its excess reserves is that: 
A.  reserves lost by any particular bank will be gained by some other bank.
B.  the central banks follow policies that prevent reserves from falling below the level required by law.
C.  the MPC of borrowers is greater than zero but less than 1.
D.  the banking system must keep reserves equal to 100 percent of its checkable-deposit liabilities.

25

Refer to the information. The $40 billion deposit of currency into checking accounts will initially create: 
A.  $8 billion of new checkable deposits.
B.  $10 billion of new checkable deposits.
C.  $40 billion of new checkable deposits.
D.  $200 billion of new checkable deposits.

26

Refer to the information. The $40 billion deposit of currency into checking accounts will create excess reserves of: 
A.  $20 billion.
B.  $32 billion.
C.  $40 billion.
D.  $0.00

27

Refer to the information. With the $40 billion deposit, the banking system will be able to expand the money supply through loans by: 
A.  $160 billion.
B.  $200 billion.
C.  $40 billion.
D.  $128 billion.

28 If actual reserves in the banking system are $40,000, excess reserves are $10,000, and checkable deposits are $240,000, then the legal reserve requirement is: 
A.  10 percent.
B.  12.5 percent.
C.  20 percent.
D.  5 percent.

29 If actual reserves in the banking system are $50,000, excess reserves are $5,000, and checkable deposits are $225,000, then the monetary multiplier is: 
A.  10
B.  4
C.  5
D.  2

30 If the monetary authorities want to reduce the monetary multiplier, they should: 
A.  lower the required reserve ratio.
B.  raise the required reserve ratio.
C.  increase bank reserves.
D.  lower interest rates.

31 Answer the question on the basis of the following information for the Moolah Bank.

Refer to the information. If Moolah Bank is legally "loaned up," the reserve requirement must be: 
A.  10 percent.
B.  15 percent.
C.  20 percent.
D.  25 percent.

32 Answer the question on the basis of the following information for the Moolah Bank.

Refer to the information. If Moolah Bank is legally "loaned up," the banking system's monetary multiplier must be: 
A.  5
B.  8
C.  10
D.  20

33 Answer the question on the basis of the following information for the Moolah Bank.

Answer the question on the basis of the following information about a banking system: new currency deposited in the system = $40 billion; legal reserve 
ratio = 0.20; excess reserves prior to the currency deposit = $0.

Answer the question on the basis of the following information about a banking system: new currency deposited in the system = $40 billion; legal reserve 
ratio = 0.20; excess reserves prior to the currency deposit = $0.

Answer the question on the basis of the following information about a banking system: new currency deposited in the system = $40 billion; legal reserve 
ratio = 0.20; excess reserves prior to the currency deposit = $0.
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Refer to the information and assume that Moolah bank is "loaned up." If it receives a $100 deposit of currency, it could safely expand its loans by: 
A.  $100.00
B.  $90.00
C.  $900.00
D.  $1,000.00

34 Commercial bank reserves are an asset to commercial banks but a liability to the Federal Reserve Bank holding them. 
True    False

35 Balance sheets always balance because reserves must always equal liabilities plus net worth. 
True    False

36 Loans made to customers are a liability on a bank's balance sheet. 
True    False

37 In an uncontrolled or unregulated system, commercial bank lending will tend to intensify the business cycle. 
True    False

38

True    False
39 If the reserve requirement is 20 percent, the monetary multiplier will be 4. 

True    False

With answer key; for graphs see above
1 The goldsmith's ability to create money was based on the fact that: 

A.  withdrawals of gold tended to exceed deposits of gold in any given time period.
B.  consumers and merchants preferred to use gold for transactions, rather than paper money.
C.  the goldsmith was required to keep 100 percent gold reserves.
D.  paper money in the form of gold receipts was rarely redeemed for gold.

2 When the receipts given by goldsmiths to depositors were used to make purchases: 
A.  the gold standard was created.
B.  existing banking laws were violated.
C.  the receipts became in effect paper money.
D.  a fractional reserve banking system was created.

3 Which one of the following is presently a major deterrent to bank panics in the United States? 
A.  The legal reserve requirement.
B.  The fractional reserve system.
C.  The gold standard.
D.  Deposit insurance.

4 Which of the following describes the identity embodied in a balance sheet? 
A.  Net worth plus assets equal liabilities.
B.  Assets plus liabilities equal net worth.
C.  Assets equal liabilities plus net worth.
D.  Assets plus reserves equal net worth.

5 The claims of the owners of a firm against the firm's assets are called: 
A.  working capital.
B.  assets.
C.  net worth.
D.  liabilities.

6 Which of the following are all assets to a commercial bank? 
A.  Demand deposits, stock shares, and reserves.
B.  Vault cash, property, and reserves.
C.  Vault cash, property, and stock shares.
D.  Vault cash, stock shares, and demand deposits.

7 Answer the question on the basis of the following table for a commercial bank or thrift:
Refer to row 3 in the table. The number appropriate for space Y is: 
A.  $24,000.00
B.  $32,000.00
C.  $48,000.00
D.  $96,000.00

8 Answer the question on the basis of the following table for a commercial bank or thrift:
Refer to row 4 in the table. The number appropriate for space Z is: 
A.  $10,000.00
B.  $70,000.00
C.  $48,000.00
D.  zero.

9 When a check is drawn and cleared, the 
A.  reserves and deposits of both the bank against which the check is cleared and the bank receiving the check are unchanged by this transaction.
B.  bank against which the check is cleared loses reserves and deposits equal to the amount of the check.
C.  bank receiving the check loses reserves and deposits equal to the amount of the check.
D.  bank against which the check is cleared acquires reserves and deposits equal to the amount of the check.

10 Assume the Continental National Bank's balance statement is as follows:
Assuming a legal reserve ratio of 20 percent, how much in excess reserves would this bank have after a check for $10,000 was drawn and cleared against it? 

An individual bank can safely lend out a multiple of its excess reserves, but the banking system can safely lend out only an amount equal to the excess 
reserves in the banking system. 
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A.  $3,000.00
B.  $24,000.00
C.  $6,000.00
D.  $16,000.00

11 The reserve ratio refers to the ratio of a bank's: 
A.  reserves to its liabilities and net worth.
B.  capital stock to its total assets.
C.  checkable deposits to its total liabilities.
D.  required reserves to its checkable-deposit liabilities.

12 The amount that a commercial bank can lend is determined by its: 
A.  required reserves.
B.  excess reserves.
C.  outstanding loans.
D.  outstanding checkable deposits.

13 Use the following balance sheet for the ABC National Bank in answering the question. Assume the required reserve ratio is 20 percent.
Refer to the data. This bank can safely expand its loans by a maximum of: 
A.  $7,000.00
B.  $25,000.00
C.  $12,000.00
D.  $5,000.00

14 Use the following balance sheet for the ABC National Bank in answering the question. Assume the required reserve ratio is 20 percent.

A.  $25,000 and $122,000 respectively.
B.  $22,000 and $110,000 respectively.
C.  $32,000 and $115,000 respectively.
D.  $22,000 and $105,000 respectively.

15 Use the following balance sheet for the ABC National Bank in answering the question. Assume the required reserve ratio is 20 percent.

A.  $8,000.00
B.  $15,000.00
C.  $48,000.00
D.  $25,000.00

16 Banks create money when they: 
A.  allow loans to mature.
B.  accept deposits of cash.
C.  buy government bonds from households.
D.  sell government bonds to households.

17 In prosperous times, commercial banks are likely to hold very small amounts of excess reserves because: 
A.  the Fed forces commercial banks to increase the money supply during economic expansions.
B.  it is very costly to transfer funds between commercial banks and the central banks.
C.  Federal Reserve Banks pay lower rates of interest on bank reserves than could be earned by the commercial banks loaning out the reserves.
D.  Federal Reserve Banks want to minimize their interest payments on such deposits.

18 Which of the following is correct ? 
A.  Required reserves minus  actual reserves equal  excess reserves.
B.  Required reserves equal  excess reserves minus  actual reserves.
C.  Required reserves equal  actual reserves plus  excess reserves.
D.  Actual reserves minus  required reserves equal  excess reserves.

19 A bank temporarily short of required reserves may be able to remedy this situation by: 
A.  borrowing funds in the federal funds market.
B.  granting new loans.
C.  shifting some of its vault cash to its reserve account at the Federal Reserve.
D.  buying bonds from the public.

20 The market for immediately available reserve balances at the Federal Reserve is known as the: 
A.  money market.
B.  long-term bond market.
C.  short-term bond market.
D.  federal funds market.

21 The federal funds market is the market in which: 
A.  banks borrow from the Federal Reserve Banks.
B.  U.S. securities are bought and sold.
C.  banks borrow reserves from one another on an overnight basis.
D.  Federal Reserve Banks borrow from one another.

22

A.  $122,000.00
B.  $175,000.00
C.  $300,000.00
D.  $75,000.00

23

A.  be equal to twice the reciprocal of the reserve ratio.

Suppose a commercial banking system has $100,000 of outstanding checkable deposits and actual reserves of $35,000. If the reserve ratio is 20 
percent, the banking system can expand the supply of money by the maximum amount of: 

If a portion of the loans extended by commercial banks is taken as cash rather than as checkable deposits, the maximum money-creating potential of 
the commercial banking system will: 

Refer to the data. Assuming the bank loans out all of its remaining excess reserves as a checkable deposit, and has a check cleared against it for that 
amount, its reserves and checkable deposits will now be: 

Refer to the data. If the original balance sheet was for the commercial banking system , rather than a single bank, loans and checkable deposits could 
have been expanded by a maximum of: 
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B.  be unaffected.
C.  increase.
D.  decrease.

24 The basic reason why the commercial banking system can increase its checkable deposits by a multiple of its excess reserves is that: 
A.  reserves lost by any particular bank will be gained by some other bank.
B.  the central banks follow policies that prevent reserves from falling below the level required by law.
C.  the MPC of borrowers is greater than zero but less than 1.
D.  the banking system must keep reserves equal to 100 percent of its checkable-deposit liabilities.

25

Refer to the information. The $40 billion deposit of currency into checking accounts will initially create: 
A.  $8 billion of new checkable deposits.
B.  $10 billion of new checkable deposits.
C.  $40 billion of new checkable deposits.
D.  $200 billion of new checkable deposits.

26

Refer to the information. The $40 billion deposit of currency into checking accounts will create excess reserves of: 
A.  $20 billion.
B.  $32 billion.
C.  $40 billion.
D.  $0.00

27

Refer to the information. With the $40 billion deposit, the banking system will be able to expand the money supply through loans by: 
A.  $160 billion.
B.  $200 billion.
C.  $40 billion.
D.  $128 billion.

28 If actual reserves in the banking system are $40,000, excess reserves are $10,000, and checkable deposits are $240,000, then the legal reserve requirement is: 
A.  10 percent.
B.  12.5 percent.
C.  20 percent.
D.  5 percent.

29 If actual reserves in the banking system are $50,000, excess reserves are $5,000, and checkable deposits are $225,000, then the monetary multiplier is: 
A.  10
B.  4
C.  5
D.  2

30 If the monetary authorities want to reduce the monetary multiplier, they should: 
A.  lower the required reserve ratio.
B.  raise the required reserve ratio.
C.  increase bank reserves.
D.  lower interest rates.

31 Answer the question on the basis of the following information for the Moolah Bank.
Refer to the information. If Moolah Bank is legally "loaned up," the reserve requirement must be: 
A.  10 percent.
B.  15 percent.
C.  20 percent.
D.  25 percent.

32 Answer the question on the basis of the following information for the Moolah Bank.
Refer to the information. If Moolah Bank is legally "loaned up," the banking system's monetary multiplier must be: 
A.  5
B.  8
C.  10
D.  20

33 Answer the question on the basis of the following information for the Moolah Bank.
Refer to the information and assume that Moolah bank is "loaned up." If it receives a $100 deposit of currency, it could safely expand its loans by: 
A.  $100.00
B.  $90.00
C.  $900.00
D.  $1,000.00

34 Commercial bank reserves are an asset to commercial banks but a liability to the Federal Reserve Bank holding them. 
TRUE

35 Balance sheets always balance because reserves must always equal liabilities plus net worth. 
FALSE

36 Loans made to customers are a liability on a bank's balance sheet. 
FALSE

37 In an uncontrolled or unregulated system, commercial bank lending will tend to intensify the business cycle. 
TRUE

38

FALSE

Answer the question on the basis of the following information about a banking system: new currency deposited in the system = $40 billion; legal reserve 
ratio = 0.20; excess reserves prior to the currency deposit = $0.

An individual bank can safely lend out a multiple of its excess reserves, but the banking system can safely lend out only an amount equal to the excess 
reserves in the banking system. 

Answer the question on the basis of the following information about a banking system: new currency deposited in the system = $40 billion; legal reserve 
ratio = 0.20; excess reserves prior to the currency deposit = $0.

Answer the question on the basis of the following information about a banking system: new currency deposited in the system = $40 billion; legal reserve 
ratio = 0.20; excess reserves prior to the currency deposit = $0.
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39 If the reserve requirement is 20 percent, the monetary multiplier will be 4. 
FALSE

Chapter 16
1 The transactions demand for money is most closely related to money functioning as a: 

A.  unit of account.
B.  medium of exchange.
C.  store of value.
D.  measure of value.

2 The asset demand for money is most closely related to money functioning as a: 
A.  unit of account.
B.  medium of exchange.
C.  store of value.
D.  measure of value.

3 The desire to hold money for transactions purposes arises because: 
A.  receipts of income and expenditures are not perfectly synchronized.
B.  people fear that prices will rise.
C.  households want money on hand in case a good financial investment opportunity arises.
D.  low interest rates reduce the opportunity cost of holding money.

4 In which of the following situations is it certain that the quantity of money demanded by the public will decrease? 
A.  Nominal GDP decreases and the interest rate decreases.
B.  Nominal GDP increases and the interest rate decreases.
C.  Nominal GDP decreases and the interest rate increases.
D.  Nominal GDP increases and the interest rate increases.

5 It is costly to hold money because: 
A.  deflation may reduce its purchasing power.
B.  in doing so, one sacrifices interest income.
C.  bond prices are highly variable.
D.  the rate at which money is spent may decline.

6 An increase in nominal GDP increases the demand for money because: 
A.  interest rates will rise.
B.  more money is needed to finance a larger volume of transactions.
C.  bond prices will fall.
D.  the opportunity cost of holding money will decline.

7 If the demand for money and the supply of money both decrease, the equilibrium: 
A.  interest rate will decline, but we cannot predict the change in the equilibrium quantity of money.
B.  quantity of money and the equilibrium interest rate will both increase.
C.  quantity of money will increase, but we cannot predict the change in the equilibrium interest rate.
D.  quantity of money will decline, but we cannot predict the change in the equilibrium interest rate.

8 If, in the market for money, the quantity of money demanded exceeds the money supply, the interest rate will: 
A.  fall, causing households and businesses to hold less money.
B.  rise, causing households and businesses to hold less money.
C.  rise, causing households and businesses to hold more money.
D.  fall, causing households and businesses to hold more money.

9 If, in the market for money, the amount of money supplied exceeds the amount of money households and businesses want to hold, the interest rate will: 
A.  fall, causing households and businesses to hold less money.
B.  rise, causing households and businesses to hold less money.
C.  rise, causing households and businesses to hold more money.
D.  fall, causing households and businesses to hold more money.

10 Which of the following statements is correct ? 
A.  Interest rates and bond prices vary directly.
B.  Interest rates and bond prices vary inversely.
C.  Interest rates and bond prices are unrelated.
D.  Interest rates and bond prices vary directly during inflations and inversely during recessions.

11 Refer to the given market-for-money diagrams. The asset demand for money is shown by: 

A.  D 1.
B.  D 2.
C.  D 3.
D.  S .

12 Refer to the given market-for-money diagrams. Curve D 1 represents the: 
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A.  total demand for money.
B.  transactions demand for money.
C.  asset demand for money.
D.  stock of money.

13 Other things equal, if the supply of money is reduced: 
A.  the demand for money will increase.
B.  the interest rates will fall.
C.  bond prices will fall.
D.  investment spending will increase.

14

The given data suggest that the amount of money demanded for transactions: 
A.  varies directly with the interest rate.
B.  varies inversely with the interest rate.
C.  varies inversely with nominal GDP.
D.  is independent of the interest rate.

15

The given data suggest that the amount of money that society wishes to hold as an asset: 
A.  varies directly with the interest rate.
B.  varies inversely with the interest rate.
C.  varies inversely with nominal GDP.
D.  is independent of the interest rate.

16 Which of the following is an asset on the consolidated balance sheet of the Federal Reserve Banks? 
A.  Loans to commercial banks.
B.  Federal Reserve Notes in circulation.
C.  Treasury deposits.
D.  Reserves of commercial banks.

17 Reserves must be deposited in the Federal Reserve Banks by: 
A.  only commercial banks that are members of the Federal Reserve System.
B.  all depository institutions, that is, all commercial banks and thrift institutions.
C.  state-chartered commercial banks only.
D.  federally chartered commercial banks only.

18 The securities held as assets by the Federal Reserve Banks consist mainly of: 
A.  corporate bonds.
B.  Treasury bills, Treasury notes, and Treasury bonds.
C.  common stock.
D.  certificates of deposit.

19 In the United States, monetary policy is the responsibility of the: 
A.  U.S. Treasury.
B.  Department of Commerce.
C.  Board of Governors of the Federal Reserve System.
D.  U.S. Congress.

20 The four main tools of monetary policy are: 
A.  tax rate changes, the discount rate, open-market operations, and the federal funds rate.
B.  tax rate changes, changes in government expenditures, open-market operations, and interest on reserves.
C.  the discount rate, the reserve ratio, interest on reserves, and open-market operations.
D.  changes in government expenditures, the reserve ratio, the federal funds rate, and the discount rate.

21 Which of the following is not  a tool of monetary policy? 
A.  Open-market operations.
B.  Changes in banking laws.
C.  Changes in the rate of interest paid on reserves held at Federal Reserve Banks.
D.  Changes in the reserve ratio.

Answer the question on the basis of the following table in which columns (1) and (2) indicate the transactions demand ( D t ) for money and columns (1) 
and (3) show the asset demand (D a ) for money:

Answer the question on the basis of the following table in which columns (1) and (2) indicate the transactions demand ( D t ) for money and columns (1) 
and (3) show the asset demand (D a ) for money:
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22 Refer to the given balance sheets. If the reserve ratio is 25 percent, commercial banks have excess reserves of: 

A.  $12.00
B.  $22.00
C.  $16.00
D.  $24.00

23 Refer to the given balance sheets. If the reserve ratio is 25 percent, the maximum money-creating potential of the commercial banking system is: 

A.  $36.00
B.  $17.00
C.  $48.00
D.  $24.00

24

A.  be unaffected, but the money-creating potential of the commercial banking system will increase by $6.
B.  directly decrease by $2 and the money-creating potential of the commercial banking system will be unaffected.
C.  directly increase by $8 and the money-creating potential of the commercial banking system will increase by an additional $32.
D.  directly increase by $2 and the money-creating potential of the commercial banking system will increase by an additional $6.

25 Open-market operations change: 
A.  the size of the monetary multiplier but not commercial bank reserves.
B.  commercial bank reserves but not the size of the monetary multiplier.
C.  neither commercial bank reserves nor the size of the monetary multiplier.
D.  both commercial bank reserves and the size of the monetary multiplier.

26

A.  excess reserves of $2 billion.
B.  neither an excess nor a deficiency of reserves.
C.  a deficiency of reserves of $.5 billion.
D.  excess reserves of only $.5 billion.

27 When the required reserve ratio is increased, the excess reserves of member banks are: 
A.  reduced, but the multiple by which the commercial banking system can lend is unaffected.
B.  reduced and the multiple by which the commercial banking system can lend is increased.
C.  increased and the multiple by which the commercial banking system can lend is increased.
D.  reduced and the multiple by which the commercial banking system can lend is reduced.

28 When the required reserve ratio is decreased, the excess reserves of member banks are: 
A.  reduced, but the multiple by which the commercial banking system can lend is unaffected.
B.  reduced and the multiple by which the commercial banking system can lend is increased.
C.  increased and the multiple by which the commercial banking system can lend is increased.
D.  increased and the multiple by which the commercial banking system can lend is reduced.

29 The discount rate is the interest: 
A.  rate at which the central banks lend to the U.S. Treasury.
B.  rate at which the Federal Reserve Banks lend to commercial banks.

Refer to the given balance sheets and assume the reserve ratio is 25 percent. Suppose the Federal Reserve Banks buy $2 in securities from the public, 
which deposits this amount into checking accounts. As a result of these transactions, the supply of money will: 

Assume that the commercial banking system has checkable deposits of $10 billion and excess reserves of $1 billion at a time when the reserve 
requirement is 20 percent. If the reserve requirement is now raised to 30 percent, the banking system then has: 
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C.  yield on long-term government bonds.
D.  rate at which commercial banks lend to the public.

30 A commercial bank can add to its actual reserves by: 
A.  lending money to bank customers.
B.  buying government securities from the public.
C.  buying government securities from a Federal Reserve Bank.
D.  borrowing from a Federal Reserve Bank.

31 Which of the following tools of monetary policy is flexible and able to affect bank reserves quickly and by relatively specific amounts? 
A.  The discount rate.
B.  The reserve ratio.
C.  Open-market operations.
D.  The federal funds rate.

32 Which of the following tools of monetary policy has not been used since 1992? 
A.  Interest on reserves.
B.  The reserve ratio.
C.  Open-market operations.
D.  The federal funds rate.

33 Which of the following monetary policy tools was introduced in 2008? 
A.  The discount rate.
B.  The federal funds rate.
C.  Open-market operations.
D.  Interest on reserves held at the Fed.

34 Which of the following statements is true? 
A.  The Federal Reserve sets the federal funds rate.
B.  The Federal Reserve sets the target for the federal funds rate, and then uses the reserve ratio to push banks toward that target.
C.  The Federal Reserve does not set the federal funds rate, but it influences it through the use of its open-market operations.
D.  The Federal Reserve will set a higher target for the federal funds rate if pursuing an expansionary monetary policy.

35 The Fed directly sets: 
A.  the prime interest rate but not the federal funds rate.
B.  both the federal funds rate and the prime interest rate.
C.  neither the federal funds rate nor the prime interest rate.
D.  the discount rate and the prime interest rate.

36 A federal funds rate reduction that is caused by monetary policy will: 
A.  increase the prime interest rate.
B.  decrease the size of the monetary multiplier.
C.  increase the Fed's discount rate.
D.  decrease the prime interest rate.

37 The demand for federal funds is 
A.  downsloping because higher interest rates discourage commercial banks from borrowing federal funds, but lower rates will encourage borrowing.
B.  downsloping because higher interest rates encourage commercial banks to borrow federal funds.
C.  upsloping because higher interest rates encourage commercial banks to lend federal funds.
D.  upsloping because higher interest rates discourage commercial banks from lending federal funds.

38 To increase the federal funds rate, the Fed can: 
A.  buy government bonds from the public.
B.  decrease the discount rate.
C.  decrease the prime interest rate.
D.  sell government bonds to commercial banks.

39 According to the Taylor rule: 
A. 

B.  growth in the money supply should be limited to the long-run average growth rate of real GDP.
C.  if inflation rises by 1 percentage point above its target, then the Fed should raise the real federal funds rate by one-half a percentage point.
D.  the rate of money growth should be set at 4 percent per year.

40 If the Fed were to set policy according to the Taylor rule, then if real GDP falls by 2 percent below potential GDP, the Fed should: 
A.  raise the real federal funds rate by 1 percentage point.
B.  reduce the real federal funds rate by 1 percentage point.
C.  raise the inflation rate by 1 percentage point.
D.  change the real federal funds rate until inflation hits the target rate of 4 percent.

41 According to the Taylor rule, when real GDP is at its potential and inflation is at its target rate of 2 percent, the Fed should: 
A.  carefully lower the federal funds rate in an attempt to stimulate noninflationary real GDP growth.
B.  raise the federal funds rate in an attempt to eliminate the remaining inflation.
C.  lower the federal funds rate to lower borrowing costs for the federal government.
D.  keep the federal funds rate at 4 percent.

42 A contraction of the money supply: 
A.  increases the interest rate and decreases aggregate demand.
B.  increases both the interest rate and aggregate demand.
C.  lowers the interest rate and increases aggregate demand.
D.  lowers both the interest rate and aggregate demand.

43 The purpose of a restrictive monetary policy is to: 
A.  alleviate recessions.
B.  raise interest rates and restrict the availability of bank credit.
C.  increase aggregate demand and GDP.

for every 1 percentage point that unemployment exceeds the natural rate of unemployment, there is a 2-percentage-point gap between 
potential and actual GDP.
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D.  increase investment spending.
44 Monetary policy is expected to have its greatest impact on: 

A.  X n .
B.  I g .
C.  C .
D.  G .

45

A.  increase the interest rate from 4 percent to 6 percent.
B.  decrease the interest rate from 4 percent to 2 percent.
C.  increase investment spending by $20 billion.
D.  maintain the interest rate at 4 percent.

46

A.  increase the interest rate from 6 percent to 8 percent.
B.  decrease the interest rate from 6 percent to 4 percent.
C.  decrease the interest rate from 6 percent to 2 percent.
D.  maintain the interest rate at 6 percent.

47 The purpose of an expansionary monetary policy is to shift the: 
A.  aggregate demand curve leftward.
B.  aggregate demand curve rightward.
C.  aggregate supply curve leftward.
D.  investment demand curve leftward.

48 The current (2013) chairperson of the Board of Governors of the Federal Reserve System is: 
A.  Lawrence Summers.
B.  John B. Taylor.
C.  Alan Greenspan.
D.  Ben Bernanke.

49 In recent years, the Federal Reserve has: 
A.  paid closer attention to M 1 than M 2 in setting monetary targets.
B.  relied more on changes in the discount rate than open-market operations in establishing monetary policy.
C.  has increased M 2 at a fixed annual rate, regardless of the health of the economy.
D.  taken an activist, pragmatic approach to monetary policy, paying close attention to interest rates.

50 In the latter part of 2001, the Fed cut the federal funds rate several times. The Fed's purpose was to: 
A.  prevent rising inflation.
B.  stop a banking crisis.
C.  stimulate economic growth.
D.  strengthen the international value of the dollar.

51 In response to the zero lower bound problem: 
A.  the Fed implemented the zero interest rate policy (ZIRP).
B.  Congress approved additional fiscal stimulus in 2010.
C.  the Fed pursued quantitative easing.
D.  the Fed ended its forward commitment in order to encourage further lending.

52 Which of the following is a difference between "quantitative easing" and ordinary open-market operations? 
A.  There is no difference between the two policy tools.
B.  Open-market operations are done in order to lower interest rates; quantitative easing is merely intended to increase bank reserves.
C. 

D.  Open-market operations involve forward commitment; quantitative easing is intentionally vague to maintain flexibility.
53 Forward commitment by the Fed: 

A.  was suspended during the last recession so that the Fed would have greater flexibility.
B.  removes all discretion from monetary policy.

Refer to the diagrams. The numbers in parentheses after the AD 1, AD2, and AD3 labels indicate the levels of investment spending associated with each 
curve, respectively. All numbers are in billions of dollars. If the interest rate is 6 percent and the goal of the Fed is full-employment output of Q f , it 
should: 

Quantitative easing is focused exclusively on U.S. government bonds; open-market operations also include the buying and selling of debt 
issued by government agencies and government-sponsored entities.

Refer to the diagrams. The numbers in parentheses after the AD 1, AD2, and AD3 labels indicate the levels of investment spending associated with each 
curve, respectively. All numbers are in billions of dollars. If the interest rate is 4 percent and the Fed desires to reduce or eliminate demand-pull inflation, 
it should: 
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C.  announces either the size or the duration of the Fed's open-market purchase plans, but never both.
D.  was a unique feature of QE2 designed to enhance Fed credibility and encourage lending.

54 Which of the following is least  likely to be a problem for monetary policy? 
A.  The recognition lag.
B.  The operational lag.
C.  The administrative lag.
D.  Cyclical asymmetry.

55 The problem of cyclical asymmetry refers to the idea that: 
A. 

B.  the monetary authorities have been less willing to use an expansionary monetary policy than they have a restrictive monetary policy.
C.  cyclical downswings are typically of longer duration than cyclical upswings.
D. 

56 In economics, the expression "You can lead a horse to water, but you can't make it drink" illustrates the: 
A.  crowding-out effect.
B.  cyclical asymmetry of monetary policy.
C.  administrative lag that occurs in formulating monetary and fiscal policies.
D.  operational lag in monetary policy.

57 The liquidity trap refers to the situation where: 
A.  the Fed adds excess reserves to the banking system, but it has minimal positive effect on lending, investment, or aggregate demand.
B.  excessive consumer debt limits the growth in consumer spending necessary to bring the economy out of recession.
C.  the public debt is so large that federal borrowing drives up interest rates and discourages private sector spending.
D.  a financial crisis causes a run on banks and the elimination of billions in excess reserves.

58 Other things equal, a reduction in income taxes would: 
A.  reduce productivity and reduce aggregate supply.
B.  increase consumption and increase aggregate demand.
C.  increase the supply of money and reduce investment.
D.  increase government spending and increase aggregate demand.

59 (Last Word) Which of the following is a concern about the consequences of ZIRP, QE, and Operation Twist? 
A.  Increased government borrowing to fund deficit spending.
B.  Increased taxes to pay for the monetary stimulus.
C.  The stimulus to aggregate demand would be too sudden and result in runaway inflation.
D.  The weakening of the U.S. dollar would worsen the U.S. trade balance.

60 (Last Word) Which of the following is true about the effects of ZIRP, QE, and Operation Twist? 
A.  The massive monetary stimulus created high rates of inflation.
B.  They were unsuccessful at lowering interest rates.
C.  By lowering borrowing costs, they encouraged expansion of federal budget deficits.
D.  Pension plan and retirement fund returns increased dramatically.

61 The federal funds rate target is the most frequently used monetary policy tool. 
True    False

62 When the Fed raises the interest rate paid on reserves, it discourages bank lending. 
True    False

63 When the Fed pays interest on reserves held at Fed banks, the interest rate used is the discount rate. 
True    False

64 Other things equal, an expansionary monetary policy will shift the economy's aggregate demand curve to the right. 
True    False

65 A restrictive monetary policy may be frustrated if the investment-demand curve shifts to the left. 
True    False

66 A restrictive monetary policy reduces investment spending and shifts the economy's aggregate demand curve to the right. 
True    False

With answer key; for graphs see above
1 The transactions demand for money is most closely related to money functioning as a: 

A.  unit of account.
B.  medium of exchange.
C.  store of value.
D.  measure of value.

2 The asset demand for money is most closely related to money functioning as a: 
A.  unit of account.
B.  medium of exchange.
C.  store of value.
D.  measure of value.

3 The desire to hold money for transactions purposes arises because: 
A.  receipts of income and expenditures are not perfectly synchronized.
B.  people fear that prices will rise.
C.  households want money on hand in case a good financial investment opportunity arises.
D.  low interest rates reduce the opportunity cost of holding money.

4 In which of the following situations is it certain that the quantity of money demanded by the public will decrease? 
A.  Nominal GDP decreases and the interest rate decreases.
B.  Nominal GDP increases and the interest rate decreases.
C.  Nominal GDP decreases and the interest rate increases.
D.  Nominal GDP increases and the interest rate increases.

a restrictive monetary policy can force a contraction of the money supply, but an expansionary monetary policy may not achieve an increase 
in the money supply.

an expansionary monetary policy can force an expansion of the money supply, but a restrictive monetary policy may not achieve a 
contraction of the money supply.
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5 It is costly to hold money because: 
A.  deflation may reduce its purchasing power.
B.  in doing so, one sacrifices interest income.
C.  bond prices are highly variable.
D.  the rate at which money is spent may decline.

6 An increase in nominal GDP increases the demand for money because: 
A.  interest rates will rise.
B.  more money is needed to finance a larger volume of transactions.
C.  bond prices will fall.
D.  the opportunity cost of holding money will decline.

7 If the demand for money and the supply of money both decrease, the equilibrium: 
A.  interest rate will decline, but we cannot predict the change in the equilibrium quantity of money.
B.  quantity of money and the equilibrium interest rate will both increase.
C.  quantity of money will increase, but we cannot predict the change in the equilibrium interest rate.
D.  quantity of money will decline, but we cannot predict the change in the equilibrium interest rate.

8 If, in the market for money, the quantity of money demanded exceeds the money supply, the interest rate will: 
A.  fall, causing households and businesses to hold less money.
B.  rise, causing households and businesses to hold less money.
C.  rise, causing households and businesses to hold more money.
D.  fall, causing households and businesses to hold more money.

9 If, in the market for money, the amount of money supplied exceeds the amount of money households and businesses want to hold, the interest rate will: 
A.  fall, causing households and businesses to hold less money.
B.  rise, causing households and businesses to hold less money.
C.  rise, causing households and businesses to hold more money.
D.  fall, causing households and businesses to hold more money.

10 Which of the following statements is correct ? 
A.  Interest rates and bond prices vary directly.
B.  Interest rates and bond prices vary inversely.
C.  Interest rates and bond prices are unrelated.
D.  Interest rates and bond prices vary directly during inflations and inversely during recessions.

11 Refer to the given market-for-money diagrams. The asset demand for money is shown by: 
A.  D 1.
B.  D 2.
C.  D 3.
D.  S .

12 Refer to the given market-for-money diagrams. Curve D 1 represents the: 
A.  total demand for money.
B.  transactions demand for money.
C.  asset demand for money.
D.  stock of money.

13 Other things equal, if the supply of money is reduced: 
A.  the demand for money will increase.
B.  the interest rates will fall.
C.  bond prices will fall.
D.  investment spending will increase.

14

The given data suggest that the amount of money demanded for transactions: 
A.  varies directly with the interest rate.
B.  varies inversely with the interest rate.
C.  varies inversely with nominal GDP.
D.  is independent of the interest rate.

15

The given data suggest that the amount of money that society wishes to hold as an asset: 
A.  varies directly with the interest rate.
B.  varies inversely with the interest rate.
C.  varies inversely with nominal GDP.
D.  is independent of the interest rate.

16 Which of the following is an asset on the consolidated balance sheet of the Federal Reserve Banks? 
A.  Loans to commercial banks.
B.  Federal Reserve Notes in circulation.
C.  Treasury deposits.
D.  Reserves of commercial banks.

17 Reserves must be deposited in the Federal Reserve Banks by: 
A.  only commercial banks that are members of the Federal Reserve System.
B.  all depository institutions, that is, all commercial banks and thrift institutions.
C.  state-chartered commercial banks only.
D.  federally chartered commercial banks only.

18 The securities held as assets by the Federal Reserve Banks consist mainly of: 
A.  corporate bonds.
B.  Treasury bills, Treasury notes, and Treasury bonds.
C.  common stock.

Answer the question on the basis of the following table in which columns (1) and (2) indicate the transactions demand ( D t ) for money and columns (1) 
and (3) show the asset demand (D a ) for money:

Answer the question on the basis of the following table in which columns (1) and (2) indicate the transactions demand ( D t ) for money and columns (1) 
and (3) show the asset demand (D a ) for money:

108



D.  certificates of deposit.
19 In the United States, monetary policy is the responsibility of the: 

A.  U.S. Treasury.
B.  Department of Commerce.
C.  Board of Governors of the Federal Reserve System.
D.  U.S. Congress.

20 The four main tools of monetary policy are: 
A.  tax rate changes, the discount rate, open-market operations, and the federal funds rate.
B.  tax rate changes, changes in government expenditures, open-market operations, and interest on reserves.
C.  the discount rate, the reserve ratio, interest on reserves, and open-market operations.
D.  changes in government expenditures, the reserve ratio, the federal funds rate, and the discount rate.

21 Which of the following is not  a tool of monetary policy? 
A.  Open-market operations.
B.  Changes in banking laws.
C.  Changes in the rate of interest paid on reserves held at Federal Reserve Banks.
D.  Changes in the reserve ratio.

22 Refer to the given balance sheets. If the reserve ratio is 25 percent, commercial banks have excess reserves of: 
A.  $12.00
B.  $22.00
C.  $16.00
D.  $24.00

23 Refer to the given balance sheets. If the reserve ratio is 25 percent, the maximum money-creating potential of the commercial banking system is: 
A.  $36.00
B.  $17.00
C.  $48.00
D.  $24.00

24

A.  be unaffected, but the money-creating potential of the commercial banking system will increase by $6.
B.  directly decrease by $2 and the money-creating potential of the commercial banking system will be unaffected.
C.  directly increase by $8 and the money-creating potential of the commercial banking system will increase by an additional $32.
D.  directly increase by $2 and the money-creating potential of the commercial banking system will increase by an additional $6.

25 Open-market operations change: 
A.  the size of the monetary multiplier but not commercial bank reserves.
B.  commercial bank reserves but not the size of the monetary multiplier.
C.  neither commercial bank reserves nor the size of the monetary multiplier.
D.  both commercial bank reserves and the size of the monetary multiplier.

26

A.  excess reserves of $2 billion.
B.  neither an excess nor a deficiency of reserves.
C.  a deficiency of reserves of $.5 billion.
D.  excess reserves of only $.5 billion.

27 When the required reserve ratio is increased, the excess reserves of member banks are: 
A.  reduced, but the multiple by which the commercial banking system can lend is unaffected.
B.  reduced and the multiple by which the commercial banking system can lend is increased.
C.  increased and the multiple by which the commercial banking system can lend is increased.
D.  reduced and the multiple by which the commercial banking system can lend is reduced.

28 When the required reserve ratio is decreased, the excess reserves of member banks are: 
A.  reduced, but the multiple by which the commercial banking system can lend is unaffected.
B.  reduced and the multiple by which the commercial banking system can lend is increased.
C.  increased and the multiple by which the commercial banking system can lend is increased.
D.  increased and the multiple by which the commercial banking system can lend is reduced.

29 The discount rate is the interest: 
A.  rate at which the central banks lend to the U.S. Treasury.
B.  rate at which the Federal Reserve Banks lend to commercial banks.
C.  yield on long-term government bonds.
D.  rate at which commercial banks lend to the public.

30 A commercial bank can add to its actual reserves by: 
A.  lending money to bank customers.
B.  buying government securities from the public.
C.  buying government securities from a Federal Reserve Bank.
D.  borrowing from a Federal Reserve Bank.

31 Which of the following tools of monetary policy is flexible and able to affect bank reserves quickly and by relatively specific amounts? 
A.  The discount rate.
B.  The reserve ratio.
C.  Open-market operations.
D.  The federal funds rate.

32 Which of the following tools of monetary policy has not been used since 1992? 
A.  Interest on reserves.
B.  The reserve ratio.
C.  Open-market operations.
D.  The federal funds rate.

Refer to the given balance sheets and assume the reserve ratio is 25 percent. Suppose the Federal Reserve Banks buy $2 in securities from the public, 
which deposits this amount into checking accounts. As a result of these transactions, the supply of money will: 

Assume that the commercial banking system has checkable deposits of $10 billion and excess reserves of $1 billion at a time when the reserve 
requirement is 20 percent. If the reserve requirement is now raised to 30 percent, the banking system then has: 
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33 Which of the following monetary policy tools was introduced in 2008? 
A.  The discount rate.
B.  The federal funds rate.
C.  Open-market operations.
D.  Interest on reserves held at the Fed.

34 Which of the following statements is true? 
A.  The Federal Reserve sets the federal funds rate.
B.  The Federal Reserve sets the target for the federal funds rate, and then uses the reserve ratio to push banks toward that target.
C.  The Federal Reserve does not set the federal funds rate, but it influences it through the use of its open-market operations.
D.  The Federal Reserve will set a higher target for the federal funds rate if pursuing an expansionary monetary policy.

35 The Fed directly sets: 
A.  the prime interest rate but not the federal funds rate.
B.  both the federal funds rate and the prime interest rate.
C.  neither the federal funds rate nor the prime interest rate.
D.  the discount rate and the prime interest rate.

36 A federal funds rate reduction that is caused by monetary policy will: 
A.  increase the prime interest rate.
B.  decrease the size of the monetary multiplier.
C.  increase the Fed's discount rate.
D.  decrease the prime interest rate.

37 The demand for federal funds is 
A.  downsloping because higher interest rates discourage commercial banks from borrowing federal funds, but lower rates will encourage borrowing.
B.  downsloping because higher interest rates encourage commercial banks to borrow federal funds.
C.  upsloping because higher interest rates encourage commercial banks to lend federal funds.
D.  upsloping because higher interest rates discourage commercial banks from lending federal funds.

38 To increase the federal funds rate, the Fed can: 
A.  buy government bonds from the public.
B.  decrease the discount rate.
C.  decrease the prime interest rate.
D.  sell government bonds to commercial banks.

39 According to the Taylor rule: 
A. 

B.  growth in the money supply should be limited to the long-run average growth rate of real GDP.
C.  if inflation rises by 1 percentage point above its target, then the Fed should raise the real federal funds rate by one-half a percentage point.
D.  the rate of money growth should be set at 4 percent per year.

40 If the Fed were to set policy according to the Taylor rule, then if real GDP falls by 2 percent below potential GDP, the Fed should: 
A.  raise the real federal funds rate by 1 percentage point.
B.  reduce the real federal funds rate by 1 percentage point.
C.  raise the inflation rate by 1 percentage point.
D.  change the real federal funds rate until inflation hits the target rate of 4 percent.

41 According to the Taylor rule, when real GDP is at its potential and inflation is at its target rate of 2 percent, the Fed should: 
A.  carefully lower the federal funds rate in an attempt to stimulate noninflationary real GDP growth.
B.  raise the federal funds rate in an attempt to eliminate the remaining inflation.
C.  lower the federal funds rate to lower borrowing costs for the federal government.
D.  keep the federal funds rate at 4 percent.

42 A contraction of the money supply: 
A.  increases the interest rate and decreases aggregate demand.
B.  increases both the interest rate and aggregate demand.
C.  lowers the interest rate and increases aggregate demand.
D.  lowers both the interest rate and aggregate demand.

43 The purpose of a restrictive monetary policy is to: 
A.  alleviate recessions.
B.  raise interest rates and restrict the availability of bank credit.
C.  increase aggregate demand and GDP.
D.  increase investment spending.

44 Monetary policy is expected to have its greatest impact on: 
A.  X n .
B.  I g .
C.  C .
D.  G .

45

A.  increase the interest rate from 4 percent to 6 percent.
B.  decrease the interest rate from 4 percent to 2 percent.
C.  increase investment spending by $20 billion.
D.  maintain the interest rate at 4 percent.

46

A.  increase the interest rate from 6 percent to 8 percent.
B.  decrease the interest rate from 6 percent to 4 percent.
C.  decrease the interest rate from 6 percent to 2 percent.

for every 1 percentage point that unemployment exceeds the natural rate of unemployment, there is a 2-percentage-point gap between 
potential and actual GDP.

Refer to the diagrams. The numbers in parentheses after the AD 1, AD2, and AD3 labels indicate the levels of investment spending associated with each 
curve, respectively. All numbers are in billions of dollars. If the interest rate is 4 percent and the Fed desires to reduce or eliminate demand-pull inflation, 
it should:

Refer to the diagrams. The numbers in parentheses after the AD 1, AD2, and AD3 labels indicate the levels of investment spending associated with each 
curve, respectively. All numbers are in billions of dollars. If the interest rate is 6 percent and the goal of the Fed is full-employment output of Q f , it
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D.  maintain the interest rate at 6 percent.
47 The purpose of an expansionary monetary policy is to shift the: 

A.  aggregate demand curve leftward.
B.  aggregate demand curve rightward.
C.  aggregate supply curve leftward.
D.  investment demand curve leftward.

48 The current (2013) chairperson of the Board of Governors of the Federal Reserve System is: 
A.  Lawrence Summers.
B.  John B. Taylor.
C.  Alan Greenspan.
D.  Ben Bernanke.

49 In recent years, the Federal Reserve has: 
A.  paid closer attention to M 1 than M 2 in setting monetary targets.
B.  relied more on changes in the discount rate than open-market operations in establishing monetary policy.
C.  has increased M 2 at a fixed annual rate, regardless of the health of the economy.
D.  taken an activist, pragmatic approach to monetary policy, paying close attention to interest rates.

50 In the latter part of 2001, the Fed cut the federal funds rate several times. The Fed's purpose was to: 
A.  prevent rising inflation.
B.  stop a banking crisis.
C.  stimulate economic growth.
D.  strengthen the international value of the dollar.

51 In response to the zero lower bound problem: 
A.  the Fed implemented the zero interest rate policy (ZIRP).
B.  Congress approved additional fiscal stimulus in 2010.
C.  the Fed pursued quantitative easing.
D.  the Fed ended its forward commitment in order to encourage further lending.

52 Which of the following is a difference between "quantitative easing" and ordinary open-market operations? 
A.  There is no difference between the two policy tools.
B.  Open-market operations are done in order to lower interest rates; quantitative easing is merely intended to increase bank reserves.
C. 

D.  Open-market operations involve forward commitment; quantitative easing is intentionally vague to maintain flexibility.
53 Forward commitment by the Fed: 

A.  was suspended during the last recession so that the Fed would have greater flexibility.
B.  removes all discretion from monetary policy.
C.  announces either the size or the duration of the Fed's open-market purchase plans, but never both.
D.  was a unique feature of QE2 designed to enhance Fed credibility and encourage lending.

54 Which of the following is least  likely to be a problem for monetary policy? 
A.  The recognition lag.
B.  The operational lag.
C.  The administrative lag.
D.  Cyclical asymmetry.

55 The problem of cyclical asymmetry refers to the idea that: 
A. 

B.  the monetary authorities have been less willing to use an expansionary monetary policy than they have a restrictive monetary policy.
C.  cyclical downswings are typically of longer duration than cyclical upswings.
D. 

56 In economics, the expression "You can lead a horse to water, but you can't make it drink" illustrates the: 
A.  crowding-out effect.
B.  cyclical asymmetry of monetary policy.
C.  administrative lag that occurs in formulating monetary and fiscal policies.
D.  operational lag in monetary policy.

57 The liquidity trap refers to the situation where: 
A.  the Fed adds excess reserves to the banking system, but it has minimal positive effect on lending, investment, or aggregate demand.
B.  excessive consumer debt limits the growth in consumer spending necessary to bring the economy out of recession.
C.  the public debt is so large that federal borrowing drives up interest rates and discourages private sector spending.
D.  a financial crisis causes a run on banks and the elimination of billions in excess reserves.

58 Other things equal, a reduction in income taxes would: 
A.  reduce productivity and reduce aggregate supply.
B.  increase consumption and increase aggregate demand.
C.  increase the supply of money and reduce investment.
D.  increase government spending and increase aggregate demand.

59 (Last Word) Which of the following is a concern about the consequences of ZIRP, QE, and Operation Twist? 
A.  Increased government borrowing to fund deficit spending.
B.  Increased taxes to pay for the monetary stimulus.
C.  The stimulus to aggregate demand would be too sudden and result in runaway inflation.
D.  The weakening of the U.S. dollar would worsen the U.S. trade balance.

60 (Last Word) Which of the following is true about the effects of ZIRP, QE, and Operation Twist? 
A.  The massive monetary stimulus created high rates of inflation.
B.  They were unsuccessful at lowering interest rates.
C.  By lowering borrowing costs, they encouraged expansion of federal budget deficits.

a restrictive monetary policy can force a contraction of the money supply, but an expansionary monetary policy may not achieve an increase 
in the money supply.

an expansionary monetary policy can force an expansion of the money supply, but a restrictive monetary policy may not achieve a 
contraction of the money supply.

Quantitative easing is focused exclusively on U.S. government bonds; open-market operations also include the buying and selling of debt 
issued by government agencies and government-sponsored entities.
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D.  Pension plan and retirement fund returns increased dramatically.
61 The federal funds rate target is the most frequently used monetary policy tool. 

FALSE
62 When the Fed raises the interest rate paid on reserves, it discourages bank lending. 

TRUE
63 When the Fed pays interest on reserves held at Fed banks, the interest rate used is the discount rate. 

FALSE
64 Other things equal, an expansionary monetary policy will shift the economy's aggregate demand curve to the right. 

TRUE
65 A restrictive monetary policy may be frustrated if the investment-demand curve shifts to the left. 

FALSE
66 A restrictive monetary policy reduces investment spending and shifts the economy's aggregate demand curve to the right. 

FALSE

Chapter 17
1 What are the two most important factors influencing investor preferences? 

A.  The desire for high rates of return and the thrill of uncertainty.
B.  The desire for high rates of return and dislike of risk and uncertainty.
C.  An equal balance between stocks and bonds, and high rates of return.
D.  Stable rates of return and balance between private and public sector financial assets.

2 Which of the following is an economic investment? 
A.  Shares of corporate stock.
B.  U.S. savings bonds.
C.  Newly built houses.
D.  Bonds issued by private corporations.

3 Which of the following statements is true about buying an old factory? 
A.  It is a financial investment but not an economic investment.
B.  It is an economic investment but not a financial investment.
C.  It is both an economic and a financial investment.
D.  It is neither an economic nor a financial investment.

4 Compound interest: 
A.  describes how quickly an interest-bearing asset increases in value.
B.  measures the rate of return of a portfolio of stocks and bonds.
C.  measures the after-tax, inflation-adjusted rate of interest.
D.  refers to the multiple rates of interest of various types of bonds in a portfolio.

5 $200 invested at an annual interest rate of 5 percent will be worth how much at the end of one year? 
A.  $205.00
B.  $210.00
C.  $240.00
D.  $300.00

6

A.  $1,250.00
B.  $250.00
C.  $267.25.
D.  $255.26.

7 What is the present value of $500 to be received eight years from now if the interest rate is 5 percent? 
A.  $300.00
B.  $338.42.
C.  $700.00
D.  $738.72.

8

A.  4.6 percent.
B.  6.5 percent.
C.  8.4 percent.
D.  9.3 percent.

9

A.  4.8 percent.
B.  5.2 percent.
C.  5.7 percent.
D.  6.2 percent.

10 The formula for present value allows investors to: 
A.  convert a given number of dollars in the future into its present equivalent.
B.  determine the future impact of inflation on a present amount of money.
C.  know which financial assets will provide the greatest future returns.
D.  do all of these.

11 The price of an asset should: 
A.  exactly equal the total present value of all of the asset's future payments.
B.  exactly equal the total future value of all of the asset's future payments.
C.  approximately equal X (1 + i )t , where X  is the value of the asset, i  is the interest rate, and t  is the number of years.
D.  exactly equal the total present and future value of all of the asset's future payments.

(Advanced analysis) Alex wants to have $800 saved up at the end of 10 years. If he deposits $500 today, what annually compounded rate of interest 
would he have to earn to reach his goal? 

$200 invested in a savings account paying an annual interest rate of 5 percent will be worth how much at the end of five years, assuming all interest 
earned remains in the account? 

(Advanced analysis) Kara has $2,000 to invest today that she wants to grow to $3,000 in five years. What annually compounded rate of interest would 
she have to earn to reach her goal? 
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12 The present value of a future amount of money will be greater the: 
A.  greater the interest rate.
B.  greater the amount of time before the future payment is received.
C.  lower the interest rate.
D.  greater the rate of the expected rate of inflation.

13 Ownership of a single corporation is represented by what investment? 
A.  Stock.
B.  Bonds.
C.  Mutual funds.
D.  Commercial paper.

14 A stockholder owning 5 percent of a company's stock: 
A.  is guaranteed to receive 5 percent of the company's yearly profits.
B.  is personally responsible for 5 percent of the debts if the company goes bankrupt.
C.  has 5 percent of her personal assets vulnerable if the company goes bankrupt.
D.  gets 5 percent of the votes at the shareholders' meetings.

15 The maximum amount of money that company shareholders can lose on their investment in the corporation is: 
A.  whatever percent of their wealth equals their percent of ownership.
B.  whatever they paid for the shares in the company.
C.  whatever the corporation loses each year times the percent of ownership in the company.
D.  zero.

16

Refer to the information given. If Indy holds his shares for five years, he: 
A.  will have received $500 in dividends.
B.  will earn a capital gain of $500.
C.  will receive $500 in interest.
D.  should sell the stock to maximize the return on his investment.

17

Refer to the information given. Indy should necessarily sell his stock if: 
A.  the price falls below $20 per share.
B.  he expects the sum of future capital gains and dividends to be negative.
C.  the company stops paying dividends.
D.  any of these circumstances occur.

18 Bonds represent: 
A.  a claim on company dividends.
B.  ownership of a company.
C.  all financial assets guaranteed to pay interest.
D.  loans to governments and corporations.

19 Mark buys a bond for $8,000 and receives interest payments of $100 every three months. The interest rate on the bond is approximately: 
A.  1.3 percent.
B.  2 percent.
C.  5 percent.
D.  20 percent.

20 "Default" occurs when: 
A.  bond issuers fail to make promised payments.
B.  corporations go bankrupt and stock becomes worthless.
C.  bond purchasers fail to pay full price for a bond.
D.  stocks are not federally insured.

21 Which institution is least  likely to default on a bond? 
A.  Local government.
B.  Small corporation.
C.  U.S. federal government.
D.  Large corporation.

22 The estimated value of all financial assets held by U.S. households and nonprofit organizations in 2012 was about: 
A.  $5.3 trillion.
B.  $15.7 trillion.
C.  $45 trillion.
D.  $54 trillion.

23 Mutual funds may contain: 
A.  stocks only.
B.  bonds only.
C.  either stocks or bonds.
D.  neither stocks nor bonds.

24 How do actively managed funds differ from passively managed funds? 
A.  Managers of actively managed funds use their discretion to buy and sell assets as they attempt to generate higher returns.
B.  Actively managed funds focus on stocks; passively managed funds focus on bonds.
C.  Actively managed funds necessarily contain a greater variety of stocks or bonds than does a passively managed fund.
D.  Actively managed funds consistently outperform passively managed funds.

25 Pigou buys a house for $500,000, rents it for $2,000 per month for four years, and then sells it for $600,000. What is Pigou's per-year rate of return? 
A.  4.8 percent.
B.  9.8 percent.
C.  20 percent.

Indy owns 100 shares of stock in Pet Mart Corporation that he purchased for $20 per share. Every year he has received, from company profits, $1 for 
each share he owns.

Indy owns 100 shares of stock in Pet Mart Corporation that he purchased for $20 per share. Every year he has received, from company profits, $1 for 
each share he owns.
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D.  39.2 percent.
26 An asset's price and rate of return: 

A.  are independent of each other.
B.  can be either inversely or directly related.
C.  are inversely related.
D.  are directly related.

27

A.  remain unchanged, as the house price and the rate of return are independent of each other.
B.  be 13.6 percent.
C.  fall from 9 percent to 8 percent.
D.  fall from 10.9 percent to 9.6 percent.

28

A.  hedging the market.
B.  passive fund management.
C.  arbitrage.
D.  portfolio balancing.

29

A.  sell his stock in company B and buy more stock in company A.
B.  sell his stock in company A and buy more stock in company B.
C.  keep his portfolio balanced with an equal or nearly equal number of shares of each stock.
D.  buy stock in other companies in an effort to diversify and minimize risk.

30 For heavily traded assets like stocks and bonds, arbitrage: 
A.  will equalize rates of return across all stocks and bonds.
B.  will drive up rates of return on all assets.
C.  is a lengthy process because of the large volume of transactions.
D.  will often equalize rates of return among similar assets within minutes.

31 Portfolio diversification: 
A.  reduces the likelihood that the entire amount invested will be lost.
B.  eliminates all risk of loss.
C.  ensures that investors will receive a positive rate of return.
D.  provides the maximum possible rate of return from an investment portfolio.

32 Diversifiable risk refers to risk: 
A.  faced by a portfolio in general.
B.  that can be reduced with appropriate fiscal and monetary policy.
C.  posed by business cycle fluctuations.
D.  specific to a particular investment.

33 Brinley holds stock in large high-tech companies in his portfolio. The best way for Brinley to diversify his risk would be to buy: 
A.  more shares of the stock he already owns.
B.  shares in other large high-tech companies.
C.  bonds or stocks of small and medium-sized companies.
D.  bonds from the large high-tech companies already in his portfolio.

34

A.  Practically zero percent.
B.  1 percent.
C.  50 percent.
D.  $1.00

35

A.  8 percent.
B.  10.4 percent.
C.  12.2 percent.
D.  24 percent.

36 The beta for the market portfolio's level of nondiversifiable risk is: 
A.  zero.
B.  1
C.  100
D.  always fluctuating.

37 According to The  International  Country  Risk  Guide , financial assets in: 
A.  low-income economies tend to be less risky than in high-income economies.
B.  low-income economies tend to be riskier than in high-income economies.
C.  low-income economies tend to be about the same level of risk as in high-income economies.
D.  all countries carry about the same level of risk.

38 Which of the following financial assets is considered to be essentially risk-free? 
A.  Gold.
B.  Stock in Fortune 500 companies.
C.  Real estate.
D.  Short-term U.S. government bonds.

39 The concept of time preference in financial investing rests on the belief that people: 
A.  are indifferent between present and future consumption.

The process by which investors seek to profit by simultaneously selling an asset with a lower rate of return and buying an otherwise identical asset with 
a higher rate of return is known as: 

Ben owns stock in two similar, large, financially sound corporations. Company A consistently earns rates of return of 12 percent per year, while 
company B regularly generates rates of return of 8 percent per year. If Ben is attempting to arbitrage, he will: 

Bobbie is contemplating buying a lottery ticket for $1 that has a 1 percent chance of paying $100. What is Bobbie's average expected rate of return on 
this "investment?" 

Jacob is holding an investment he bought for $1,000 that has a 60 percent chance of gaining $200 in value and a 40 percent chance of losing $40. 
Jacob's average expected rate of return on this investment is: 

Vilfredo is considering buying a house for $220,000 and renting it out for $2,000 per month. If the price suddenly jumps to $250,000, Vilfredo's expected 
yearly rate of return will: 
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B.  are patient.
C.  are impatient.
D.  intentionally consume 50 percent of assets in the present and 50 percent in the future.

40 The average expected rate of return on most financial assets is the sum of the rates that compensate for: 
A.  nondiversifiable risk and time preference.
B.  diversifiable risk and time preference.
C.  nondiversifiable and diversifiable risk.
D.  nondiversifiable and diversifiable risk, and time preference.

41 The risk premium of a financial asset is the: 
A.  additional price that must be paid for riskier investments.
B.  rate that compensates for risk.
C.  rate that compensates for the risk of inflation.
D.  same as the discount rate.

42 The beta for an asset considered to be risk-free: 
A.  can be any positive number.
B.  is negative.
C.  equals zero.
D.  equals 1.

With answer key; for graphs see above
1 What are the two most important factors influencing investor preferences? 

A.  The desire for high rates of return and the thrill of uncertainty.
B.  The desire for high rates of return and dislike of risk and uncertainty.
C.  An equal balance between stocks and bonds, and high rates of return.
D.  Stable rates of return and balance between private and public sector financial assets.

2 Which of the following is an economic investment? 
A.  Shares of corporate stock.
B.  U.S. savings bonds.
C.  Newly built houses.
D.  Bonds issued by private corporations.

3 Which of the following statements is true about buying an old factory? 
A.  It is a financial investment but not an economic investment.
B.  It is an economic investment but not a financial investment.
C.  It is both an economic and a financial investment.
D.  It is neither an economic nor a financial investment.

4 Compound interest: 
A.  describes how quickly an interest-bearing asset increases in value.
B.  measures the rate of return of a portfolio of stocks and bonds.
C.  measures the after-tax, inflation-adjusted rate of interest.
D.  refers to the multiple rates of interest of various types of bonds in a portfolio.

5 $200 invested at an annual interest rate of 5 percent will be worth how much at the end of one year? 
A.  $205.00
B.  $210.00
C.  $240.00
D.  $300.00

6

A.  $1,250.00
B.  $250.00
C.  $267.25.
D.  $255.26.

7 What is the present value of $500 to be received eight years from now if the interest rate is 5 percent? 
A.  $300.00
B.  $338.42.
C.  $700.00
D.  $738.72.

8

A.  4.6 percent.
B.  6.5 percent.
C.  8.4 percent.
D.  9.3 percent.

9

A.  4.8 percent.
B.  5.2 percent.
C.  5.7 percent.
D.  6.2 percent.

10 The formula for present value allows investors to: 
A.  convert a given number of dollars in the future into its present equivalent.
B.  determine the future impact of inflation on a present amount of money.
C.  know which financial assets will provide the greatest future returns.
D.  do all of these.

$200 invested in a savings account paying an annual interest rate of 5 percent will be worth how much at the end of five years, assuming all interest 
earned remains in the account? 

(Advanced analysis) Kara has $2,000 to invest today that she wants to grow to $3,000 in five years. What annually compounded rate of interest would 
she have to earn to reach her goal? 

(Advanced analysis) Alex wants to have $800 saved up at the end of 10 years. If he deposits $500 today, what annually compounded rate of interest 
would he have to earn to reach his goal? 

115



11 The price of an asset should: 
A.  exactly equal the total present value of all of the asset's future payments.
B.  exactly equal the total future value of all of the asset's future payments.
C.  approximately equal X (1 + i )t , where X  is the value of the asset, i  is the interest rate, and t  is the number of years.
D.  exactly equal the total present and future value of all of the asset's future payments.

12 The present value of a future amount of money will be greater the: 
A.  greater the interest rate.
B.  greater the amount of time before the future payment is received.
C.  lower the interest rate.
D.  greater the rate of the expected rate of inflation.

13 Ownership of a single corporation is represented by what investment? 
A.  Stock.
B.  Bonds.
C.  Mutual funds.
D.  Commercial paper.

14 A stockholder owning 5 percent of a company's stock: 
A.  is guaranteed to receive 5 percent of the company's yearly profits.
B.  is personally responsible for 5 percent of the debts if the company goes bankrupt.
C.  has 5 percent of her personal assets vulnerable if the company goes bankrupt.
D.  gets 5 percent of the votes at the shareholders' meetings.

15 The maximum amount of money that company shareholders can lose on their investment in the corporation is: 
A.  whatever percent of their wealth equals their percent of ownership.
B.  whatever they paid for the shares in the company.
C.  whatever the corporation loses each year times the percent of ownership in the company.
D.  zero.

16

Refer to the information given. If Indy holds his shares for five years, he: 
A.  will have received $500 in dividends.
B.  will earn a capital gain of $500.
C.  will receive $500 in interest.
D.  should sell the stock to maximize the return on his investment.

17

Refer to the information given. Indy should necessarily sell his stock if: 
A.  the price falls below $20 per share.
B.  he expects the sum of future capital gains and dividends to be negative.
C.  the company stops paying dividends.
D.  any of these circumstances occur.

18 Bonds represent: 
A.  a claim on company dividends.
B.  ownership of a company.
C.  all financial assets guaranteed to pay interest.
D.  loans to governments and corporations.

19 Mark buys a bond for $8,000 and receives interest payments of $100 every three months. The interest rate on the bond is approximately: 
A.  1.3 percent.
B.  2 percent.
C.  5 percent.
D.  20 percent.

20 "Default" occurs when: 
A.  bond issuers fail to make promised payments.
B.  corporations go bankrupt and stock becomes worthless.
C.  bond purchasers fail to pay full price for a bond.
D.  stocks are not federally insured.

21 Which institution is least  likely to default on a bond? 
A.  Local government.
B.  Small corporation.
C.  U.S. federal government.
D.  Large corporation.

22 The estimated value of all financial assets held by U.S. households and nonprofit organizations in 2012 was about: 
A.  $5.3 trillion.
B.  $15.7 trillion.
C.  $45 trillion.
D.  $54 trillion.

23 Mutual funds may contain: 
A.  stocks only.
B.  bonds only.
C.  either stocks or bonds.
D.  neither stocks nor bonds.

24 How do actively managed funds differ from passively managed funds? 
A.  Managers of actively managed funds use their discretion to buy and sell assets as they attempt to generate higher returns.
B.  Actively managed funds focus on stocks; passively managed funds focus on bonds.
C.  Actively managed funds necessarily contain a greater variety of stocks or bonds than does a passively managed fund.

Indy owns 100 shares of stock in Pet Mart Corporation that he purchased for $20 per share. Every year he has received, from company profits, $1 for 
each share he owns.

Indy owns 100 shares of stock in Pet Mart Corporation that he purchased for $20 per share. Every year he has received, from company profits, $1 for 
each share he owns.
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D.  Actively managed funds consistently outperform passively managed funds.
25 Pigou buys a house for $500,000, rents it for $2,000 per month for four years, and then sells it for $600,000. What is Pigou's per-year rate of return? 

A.  4.8 percent.
B.  9.8 percent.
C.  20 percent.
D.  39.2 percent.

26 An asset's price and rate of return: 
A.  are independent of each other.
B.  can be either inversely or directly related.
C.  are inversely related.
D.  are directly related.

27

A.  remain unchanged, as the house price and the rate of return are independent of each other.
B.  be 13.6 percent.
C.  fall from 9 percent to 8 percent.
D.  fall from 10.9 percent to 9.6 percent.

28

A.  hedging the market.
B.  passive fund management.
C.  arbitrage.
D.  portfolio balancing.

29

A.  sell his stock in company B and buy more stock in company A.
B.  sell his stock in company A and buy more stock in company B.
C.  keep his portfolio balanced with an equal or nearly equal number of shares of each stock.
D.  buy stock in other companies in an effort to diversify and minimize risk.

30 For heavily traded assets like stocks and bonds, arbitrage: 
A.  will equalize rates of return across all stocks and bonds.
B.  will drive up rates of return on all assets.
C.  is a lengthy process because of the large volume of transactions.
D.  will often equalize rates of return among similar assets within minutes.

31 Portfolio diversification: 
A.  reduces the likelihood that the entire amount invested will be lost.
B.  eliminates all risk of loss.
C.  ensures that investors will receive a positive rate of return.
D.  provides the maximum possible rate of return from an investment portfolio.

32 Diversifiable risk refers to risk: 
A.  faced by a portfolio in general.
B.  that can be reduced with appropriate fiscal and monetary policy.
C.  posed by business cycle fluctuations.
D.  specific to a particular investment.

33 Brinley holds stock in large high-tech companies in his portfolio. The best way for Brinley to diversify his risk would be to buy: 
A.  more shares of the stock he already owns.
B.  shares in other large high-tech companies.
C.  bonds or stocks of small and medium-sized companies.
D.  bonds from the large high-tech companies already in his portfolio.

34

A.  Practically zero percent.
B.  1 percent.
C.  50 percent.
D.  $1.00

35

A.  8 percent.
B.  10.4 percent.
C.  12.2 percent.
D.  24 percent.

36 The beta for the market portfolio's level of nondiversifiable risk is: 
A.  zero.
B.  1
C.  100
D.  always fluctuating.

37 According to The  International  Country  Risk  Guide , financial assets in: 
A.  low-income economies tend to be less risky than in high-income economies.
B.  low-income economies tend to be riskier than in high-income economies.
C.  low-income economies tend to be about the same level of risk as in high-income economies.
D.  all countries carry about the same level of risk.

38 Which of the following financial assets is considered to be essentially risk-free? 
A.  Gold.

Ben owns stock in two similar, large, financially sound corporations. Company A consistently earns rates of return of 12 percent per year, while 
company B regularly generates rates of return of 8 percent per year. If Ben is attempting to arbitrage, he will: 

Bobbie is contemplating buying a lottery ticket for $1 that has a 1 percent chance of paying $100. What is Bobbie's average expected rate of return on 
this "investment?" 

Jacob is holding an investment he bought for $1,000 that has a 60 percent chance of gaining $200 in value and a 40 percent chance of losing $40. 
Jacob's average expected rate of return on this investment is: 

Vilfredo is considering buying a house for $220,000 and renting it out for $2,000 per month. If the price suddenly jumps to $250,000, Vilfredo's expected 
yearly rate of return will: 

The process by which investors seek to profit by simultaneously selling an asset with a lower rate of return and buying an otherwise identical asset with 
a higher rate of return is known as: 
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B.  Stock in Fortune 500 companies.
C.  Real estate.
D.  Short-term U.S. government bonds.

39 The concept of time preference in financial investing rests on the belief that people: 
A.  are indifferent between present and future consumption.
B.  are patient.
C.  are impatient.
D.  intentionally consume 50 percent of assets in the present and 50 percent in the future.

40 The average expected rate of return on most financial assets is the sum of the rates that compensate for: 
A.  nondiversifiable risk and time preference.
B.  diversifiable risk and time preference.
C.  nondiversifiable and diversifiable risk.
D.  nondiversifiable and diversifiable risk, and time preference.

41 The risk premium of a financial asset is the: 
A.  additional price that must be paid for riskier investments.
B.  rate that compensates for risk.
C.  rate that compensates for the risk of inflation.
D.  same as the discount rate.

42 The beta for an asset considered to be risk-free: 
A.  can be any positive number.
B.  is negative.
C.  equals zero.
D.  equals 1.

Chapter 18
1 The Laffer Curve is a central concept in: 

A.  monetarism.
B.  Keynesianism.
C.  welfare economics.
D.  supply-side economics.

2 Refer to the diagram. Supply-side economists believe that tax rates are typically: 

A.  such that an increase in tax rates will increase tax revenues.
B.  at some level below b .
C.  at some level above b .
D.  at d .

3 In the curve, a decline in the tax rate from c  to b  would: 

A.  increase tax revenue.
B.  decrease tax revenue.
C.  leave tax revenue about the same as before.
D.  shift the curve to the left.

4 Refer to the diagram. The general agreement of most economists is that the U.S. economy today is: 

A.  at b .
B.  at some level below b .
C.  at some level above b .
D.  at d .

5 Supply-side economist Arthur Laffer has argued that: 
A.  there is no empirically proven relationship between tax rates and incentives.

118



B.  large reductions in personal and corporate income taxes will increase aggregate supply much more than aggregate demand.
C.  the only way to eliminate inflation is to increase taxes to induce a recession severe enough to eliminate inflationary expectations.
D.  large cuts in income taxes will increase aggregate demand more than aggregate supply.

6 A basic criticism of supply-side economics is that: 
A.  empirical research clearly shows that incentives to work and invest vary directly with marginal tax rates.
B.  lower taxes will increase aggregate supply much more than they will increase aggregate demand.
C.  lower taxes will increase aggregate demand much more than they will increase aggregate supply.
D.  higher taxes will reduce incentives to work, invest, and innovate.

7 Critics of supply-side economics: 
A.  argue that a tax cut will increase aggregate supply by more than it increases aggregate demand.
B.  contend that the relationship between tax rates and economic incentives is small and of uncertain direction.
C.  believe that a decline in tax rates will increase tax revenues.
D.  point out that tax cuts enable households to substitute work for leisure.

8 If graphed, the relationship shown would depict this economy's: 

A.  Laffer Curve.
B.  Lorenz Curve.
C.  Tax Freedom Curve.
D.  Phillips Curve.

9 Refer to the table. If the current tax rate is 60 percent, supply-side economists would advocate: 

A.  lowering tax rates to 20 percent, or lower if possible.
B.  lowering tax rates to 40 percent.
C.  keeping tax rates at 60 percent.
D.  raising tax rates to 80 percent.

10 In 1993 the federal government boosted income tax rates. In the seven years that followed: 
A.  tax revenues fell slightly.
B.  productivity growth slowed.
C.  the unemployment rate increased.
D.  tax revenues expanded rapidly.

11 In 1993 the federal government boosted income tax rates. The change in tax revenue that occurred in the seven years that followed: 
A.  supported the claims of supply-side economists and the Laffer Curve.
B.  contradicted the claims of supply-side economists and the Laffer Curve.
C.  caused productivity growth to slow.
D.  significantly increased the size of the government's budget deficit.

With answer key; for graphs see above
1 The Laffer Curve is a central concept in: 

A.  monetarism.
B.  Keynesianism.
C.  welfare economics.
D.  supply-side economics.

2 Refer to the diagram. Supply-side economists believe that tax rates are typically: 
A.  such that an increase in tax rates will increase tax revenues.
B.  at some level below b .
C.  at some level above b .
D.  at d .

3 In the curve, a decline in the tax rate from c  to b  would: 
A.  increase tax revenue.
B.  decrease tax revenue.
C.  leave tax revenue about the same as before.
D.  shift the curve to the left.

4 Refer to the diagram. The general agreement of most economists is that the U.S. economy today is: 
A.  at b .
B.  at some level below b .
C.  at some level above b .
D.  at d .

5 Supply-side economist Arthur Laffer has argued that: 
A.  there is no empirically proven relationship between tax rates and incentives.
B.  large reductions in personal and corporate income taxes will increase aggregate supply much more than aggregate demand.
C.  the only way to eliminate inflation is to increase taxes to induce a recession severe enough to eliminate inflationary expectations.
D.  large cuts in income taxes will increase aggregate demand more than aggregate supply.

6 A basic criticism of supply-side economics is that: 
A.  empirical research clearly shows that incentives to work and invest vary directly with marginal tax rates.
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B.  lower taxes will increase aggregate supply much more than they will increase aggregate demand.
C.  lower taxes will increase aggregate demand much more than they will increase aggregate supply.
D.  higher taxes will reduce incentives to work, invest, and innovate.

7 Critics of supply-side economics: 
A.  argue that a tax cut will increase aggregate supply by more than it increases aggregate demand.
B.  contend that the relationship between tax rates and economic incentives is small and of uncertain direction.
C.  believe that a decline in tax rates will increase tax revenues.
D.  point out that tax cuts enable households to substitute work for leisure.

8 If graphed, the relationship shown would depict this economy's: 
A.  Laffer Curve.
B.  Lorenz Curve.
C.  Tax Freedom Curve.
D.  Phillips Curve.

9 Refer to the table. If the current tax rate is 60 percent, supply-side economists would advocate: 
A.  lowering tax rates to 20 percent, or lower if possible.
B.  lowering tax rates to 40 percent.
C.  keeping tax rates at 60 percent.
D.  raising tax rates to 80 percent.

10 In 1993 the federal government boosted income tax rates. In the seven years that followed: 
A.  tax revenues fell slightly.
B.  productivity growth slowed.
C.  the unemployment rate increased.
D.  tax revenues expanded rapidly.

11 In 1993 the federal government boosted income tax rates. The change in tax revenue that occurred in the seven years that followed: 
A.  supported the claims of supply-side economists and the Laffer Curve.
B.  contradicted the claims of supply-side economists and the Laffer Curve.
C.  caused productivity growth to slow.
D.  significantly increased the size of the government's budget deficit.

Chapter 19
1 The equation underlying the mainstream view of macroeconomics is: 

A.  MV  =  PQ .
B.  C a  + I g  + X n  + G  = GDP.
C.  S  =  a  - b Y.
D.  GDP = P  × Q .

2 The mainstream view is that macro instability is caused by: 
A.  erratic growth of the nation's money supply.
B.  government interference in the economy.
C.  significant changes in investment spending.
D.  consumption "booms" and "busts."

3 According to mainstream macroeconomists, U.S. macro instability has resulted from: 
A.  investment "booms" and "busts" and, occasionally, adverse aggregate supply shocks.
B.  adherence by the Fed to a monetary rule.
C.  government's attempts to balance its budget.
D.  wide fluctuations in net exports.

4 In the equation of exchange, the level of aggregate expenditures is indicated by: 
A.  MV .
B.  MV /Q .
C.  PM .
D.  MV /P .

5 According to the equation of exchange, changes in the money supply can affect: 
A.  only the velocity of money.
B.  both the price level and real output.
C.  only real output and employment.
D.  only the price level.

6 The velocity of money is the: 
A.  relationship between the money supply and the price level.
B.  number of times per year the average dollar is spent on final goods and services.
C.  relationship between asset and transactions demands for money.
D.  price level divided by aggregate supply.

7

A.  the unemployment rate to rise.
B.  the Federal Reserve Banks to sell securities in the open market.
C.  a decline in the price level.
D.  an automatic budget deficit.

8 If the amount of money in circulation is $180 billion and the value of the economy's total output is $540 billion, then the: 
A.  circulation period of money must be one-fourth of a year.
B.  velocity of money is 4.
C.  average price per final good sold is $3.
D.  velocity of money is 3.

9 Answer the question on the basis of the following information for a hypothetical economy. All values are in nominal terms.

The equation of exchange suggests that, if the supply and velocity of money remain unchanged, an increase in the physical volume of goods and 
services produced will cause: 
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M  = $100
V  = 2
C a  = $160
X n  = $10
G  = $10
Refer to the given information. Nominal GDP is: 
A.  $100.00
B.  $200.00
C.  $180.00
D.  $50.00

10 As monetarists view the equation of exchange: 
A.  V  changes erratically and unpredictably.
B.  V  is quite stable.
C.  V  usually changes in the same direction of any given change in M .
D.  V  usually changes in the opposite direction of any given change in M .

11 Monetarists believe the private economy is inherently: 
A.  unstable and the public sector should be small.
B.  unstable and the public sector should be large.
C.  stable but that the public sector should be large.
D.  stable and that the government sector should be small.

12 In the equation of exchange, the nominal GDP is designated by: 
A.  PQ /M .
B.  MV /P .
C.  PQ .
D.  MV .

With answer key; for graphs see above
1 The equation underlying the mainstream view of macroeconomics is: 

A.  MV  =  PQ .
B.  C a  + I g  + X n  + G  = GDP.
C.  S  =  a  - b Y.
D.  GDP = P  × Q .

2 The mainstream view is that macro instability is caused by: 
A.  erratic growth of the nation's money supply.
B.  government interference in the economy.
C.  significant changes in investment spending.
D.  consumption "booms" and "busts."

3 According to mainstream macroeconomists, U.S. macro instability has resulted from: 
A.  investment "booms" and "busts" and, occasionally, adverse aggregate supply shocks.
B.  adherence by the Fed to a monetary rule.
C.  government's attempts to balance its budget.
D.  wide fluctuations in net exports.

4 In the equation of exchange, the level of aggregate expenditures is indicated by: 
A.  MV .
B.  MV /Q .
C.  PM .
D.  MV /P .

5 According to the equation of exchange, changes in the money supply can affect: 
A.  only the velocity of money.
B.  both the price level and real output.
C.  only real output and employment.
D.  only the price level.

6 The velocity of money is the: 
A.  relationship between the money supply and the price level.
B.  number of times per year the average dollar is spent on final goods and services.
C.  relationship between asset and transactions demands for money.
D.  price level divided by aggregate supply.

7

A.  the unemployment rate to rise.
B.  the Federal Reserve Banks to sell securities in the open market.
C.  a decline in the price level.
D.  an automatic budget deficit.

8 If the amount of money in circulation is $180 billion and the value of the economy's total output is $540 billion, then the: 
A.  circulation period of money must be one-fourth of a year.
B.  velocity of money is 4.
C.  average price per final good sold is $3.
D.  velocity of money is 3.

9 Answer the question on the basis of the following information for a hypothetical economy. All values are in nominal terms.
M  = $100
V  = 2
C a  = $160

The equation of exchange suggests that, if the supply and velocity of money remain unchanged, an increase in the physical volume of goods and 
services produced will cause: 
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X n  = $10
G  = $10
Refer to the given information. Nominal GDP is: 
A.  $100.00
B.  $200.00
C.  $180.00
D.  $50.00

10 As monetarists view the equation of exchange: 
A.  V  changes erratically and unpredictably.
B.  V  is quite stable.
C.  V  usually changes in the same direction of any given change in M .
D.  V  usually changes in the opposite direction of any given change in M .

11 Monetarists believe the private economy is inherently: 
A.  unstable and the public sector should be small.
B.  unstable and the public sector should be large.
C.  stable but that the public sector should be large.
D.  stable and that the government sector should be small.

12 In the equation of exchange, the nominal GDP is designated by: 
A.  PQ /M .
B.  MV /P .
C.  PQ .
D.  MV .

Chapter 20
1 U.S. exports of goods and services (on a national income account basis) are about: 

A.  20 percent of U.S. GDP.
B.  8 percent of U.S. GDP.
C.  28 percent of U.S. GDP.
D.  14 percent of U.S. GDP.

2 The United States' most important trading partner quantitatively is: 
A.  China.
B.  Canada.
C.  Mexico.
D.  Japan.

3 In recent years, the United States has: 
A.  exported more services  abroad than it has imported.
B.  had a small goods trade surplus with Japan.
C.  had a large goods trade surplus with the rest of the world.
D.  maintained an overall trade surplus (goods and services combined) with the rest of the world.

4 Which of the following is an example of a capital-intensive commodity? 
A.  Clothing.
B.  Wool.
C.  Sunflower seeds.
D.  Chemicals.

5 Differences in production efficiencies among nations in producing a particular good result from: 
A.  different endowments of fertile soil.
B.  different amounts of skilled labor.
C.  different levels of technological knowledge.
D.  all of these.

6 Countries engaged in international trade specialize in production based on: 
A.  relative levels of GDP.
B.  comparative advantage.
C.  relative exchange rates.
D.  relative inflation rates.

7 Answer the question on the basis of the following production possibilities tables for two countries, Latalia and Trombonia:

The given data indicate that production in: 
A.  both Latalia and Trombonia is subject to constant opportunity costs.
B.  Trombonia is subject to decreasing costs, but production in Latalia occurs under increasing opportunity costs.
C.  Latalia is subject to increasing costs, but production in Trombonia occurs under constant opportunity costs.
D.  both Latalia and Trombonia are subject to the law of increasing opportunity costs.

8 Answer the question on the basis of the following production possibilities tables for two countries, Latalia and Trombonia:

122



Refer to the tables. In Latalia the domestic real cost of 1 ton of pork: 
A.  is 3 tons of beans.
B.  diminishes with the level of pork production.
C.  is 5 tons of beans.
D.  is 1/5 of a ton of beans.

9 Answer the question on the basis of the following production possibilities tables for two countries, Latalia and Trombonia:

Refer to the tables. If these two nations specialize on the basis of comparative advantage: 
A.  Trombonia will produce beans and Latalia will produce pork.
B.  Trombonia will produce both beans and pork.
C.  Latalia will produce both beans and pork and Trombonia will produce neither.
D.  Latalia will produce beans and Trombonia will produce pork.

10 The fact that international specialization and trade based on comparative advantage can increase world output is demonstrated by the reality that: 
A.  the production possibilities curves of any two nations are identical.
B.  a nation's production possibilities and trading possibilities lines coincide.
C.  a nation's trading possibilities line lies to the right of its production possibilities line.
D.  a nation's production possibilities line lies to the right of its trading possibilities line.

11 Refer to the graphs. Stanville has a comparative advantage in producing: 

A.  product A.
B.  product B.
C.  both product A and B.
D.  neither product A nor B.

12 Refer to the graphs. Terryville has a comparative advantage in producing: 

A.  product A.
B.  product B.
C.  both products A and B.
D.  neither product A nor B.

13 Refer to the graphs. These production possibilities curves: 

A.  demonstrate that there can be gains from specialization and trade between the two nations.
B.  reflect the law of increasing opportunity costs.
C.  reflect the law of diminishing marginal utility.
D.  imply that specialization will be incomplete.

14 The impact of increasing, as opposed to constant, costs is to: 
A.  intensify and prolong the comparative advantages that any nation may have initially.
B.  expand the limits of the terms of trade.
C.  cause the bases for further specialization to disappear as nations specialize according to comparative advantage.
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D.  cause nations to realize economies of scale in those products in which they specialize.
15 In the real world, specialization is rarely complete because: 

A.  nations normally experience increasing opportunity costs in producing more of the product in which they are specializing.
B.  production possibilities curves are straight lines rather than curves bowed outward as viewed from the origin.
C.  one nation's imports are necessarily another nation's exports.
D.  international law prohibits monopolies.

16 The law of increasing opportunity costs: 
A.  applies to land-intensive commodities but not to labor-intensive or capital-intensive commodities.
B.  results in straight-line production possibilities curves rather than curves that are bowed outward from the origin.
C.  refutes the principle of comparative advantage.
D.  may limit the extent to which a nation specializes in producing a particular product.

17

A.  shortage of 160 units, which it will meet with 160 units of imports.
B.  shortage of 160 units, which will increase the domestic price to $1.60.
C.  surplus of 160 units, which it will export.
D.  surplus of 160 units, which will reduce the world price to $1.00.

18

A.  export all of the product.
B.  import all of the product.
C.  import some of the product and produce some of the product domestically.
D.  neither export nor import the product.

19 In a two-nation model, the equilibrium world price will occur where: 
A.  one nation's export supply curve intersects the other nation's import demand curve.
B.  exports are exactly twice the level of imports.
C.  both nations' export supply curves are horizontal.
D.  both nations' import demand curves are vertical.

20 Country A limits other nation's exports to Country A to 1,000 tons of coal annually. This is an example of a(n): 
A.  protective tariff.
B.  export subsidy.
C.  import quota.
D.  voluntary export restriction.

21 Which is an example of a nontariff barrier (NTB)? 
A.  An export subsidy.
B.  An excise tax on the physical volume of imported goods.
C.  Box-by-box inspection requirements for imported fruit.
D.  An excise tax on the dollar value of imported goods.

22 A tariff can best be described as: 
A.  an excise tax on an imported good.
B.  a government payment to domestic producers to enable them to sell competitively in world markets.
C.  an excise tax on an exported good.
D.  a law that sets a limit on the amount of a good that can be imported.

23 Suppose the United States eliminates high tariffs on German bicycles. As a result, we would expect: 
A.  the price of German bicycles to increase in the United States.
B.  employment to decrease in the German bicycle industry.
C.  employment to decrease in the U.S. bicycle industry.
D.  profits to rise in the U.S. bicycle industry.

24 A protective tariff will: 
A.  increase the sales of foreign exporters.
B.  increase the price and sales of domestic producers.
C.  increase the welfare of domestic consumers.
D.  create an efficiency gain in the domestic economy.

25 Other things equal, a tariff is: 
A.  superior to an import quota for Americans because a tariff increases the profits of foreign producers.

Refer to the diagram showing the domestic demand and supply curves for a specific standardized product in a particular nation. If the world price for this 
product is $.50, this nation will experience a domestic: 

Refer to the diagram showing the domestic demand and supply curves for a specific standardized product in a particular nation. If the world price of this 
product is $1, this nation will: 
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B.  inferior to an import quota for Americans because a tariff increases the profits of domestic producers.
C.  superior to an import quota for Americans because a tariff generates revenue for the U.S. Treasury.
D.  inferior to an import quota for Americans because a tariff generates revenue for the U.S. Treasury.

26 Which of the following statements is false ? 
A. 

B.  The U.S. Constitution forbids individual states from levying tariffs.
C.  The high tariffs of the Smoot-Hawley Act of 1930 and the retaliation they caused worsened the Great Depression.
D.  The European Union has enhanced prosperity in Western Europe.

27 Graphical analysis of tariffs reveals that: 
A.  they benefit domestic consumers at the expense of domestic producers.
B.  revenue gains outweigh the costs to domestic consumers.
C.  they increase domestic production of the good for which imports face tariffs.
D.  although the benefits are not shared equally, everyone in the domestic economy benefits from tariffs.

28 A major difficulty with the argument that trade barriers are necessary because foreign workers are paid low wages is that: 
A.  labor costs and product prices are not related.
B.  there is no discernible relationship between wage rates and labor productivity.
C.  wage rates and labor productivity are directly related.
D.  wage rates and labor productivity are inversely related.

29 As it relates to international trade, dumping: 
A.  is a form of price discrimination illegal under U.S. antitrust laws.
B.  is the practice of selling goods in a foreign market at less than cost.
C.  constitutes a general case for permanent tariffs.
D.  is defined as selling more goods than allowed by an import quota.

30 Dumping of goods abroad: 
A.  constitutes a general case for permanent tariffs.
B.  may be part of a firm's price discrimination strategy.
C.  may be part of a nation's strategy to rectify its trade deficit.
D.  drives up prices of the dumped goods.

31 Which of the following statements about the European Union (EU) is true? 
A.  All members of the EU use a common currency (the euro).
B.  The EU has abolished most trade barriers among participating countries, and has common tariffs applied to non-EU goods.
C. 

D.  Trade within the EU is liberalized, but EU nations set most of their own policies with regard to trade with non-EU nations.
32 "NAFTA" stands for: 

A.  North African Free Trade Area.
B.  North American Free Trade Agreement.
C.  North Asian Free Trade Agreement.
D.  New Zealand-Australia Free Trade Agreement.

33 NAFTA: 
A.  has increased the standard of living in the North African member nations.
B.  benefits workers in the participating nations but hurts consumers by raising prices.
C.  allows completely unrestricted movement of goods, services, and resources between the member nations.
D.  has reduced most trade barriers between Canada, Mexico, and the United States.

34 (Consider This) Madison, the CPA, is faster than Mason, the house painter, at both accounting services and painting. This means that: 
A.  there is no reason for them to trade services.
B.  Madison should trade her accounting services for Mason's painting services, so long as Madison is relatively more efficient at accounting services.
C.  Madison should trade her accounting services for Mason's painting services, so long as Madison is relatively more efficient at painting.
D.  Madison has the comparative advantage in both services.

35 (Consider This) According to Dallas Federal Reserve economist W. Michael Cox, taken to its extreme, the logic of "buying American" implies that: 
A.  we should buy everything from abroad.
B.  people should only consume what they can produce themselves.
C.  consumers should only buy goods from other states.
D.  the best quality goods are found in the United States.

36 (Last Word) Frederic Bastiat's satirical argument against protectionism called for protecting domestic producers from: 
A.  fire.
B.  the sun.
C.  other European countries.
D.  invention of the electric light.

37

Refer to the given information. The terms of trade will be at or within the 1X = 1½Y to 1X = 2/3Y range. 
True    False

38

Refer to the given information. Alpha would prefer terms of trade at, or close to, 1X = 1½Y. 
True    False

39

Refer to the given information. Beta would prefer terms of trade at, or close to, 1X = 1½Y. 
True    False

40 A side benefit of international trade is that it links national interests and increases the opportunity costs of war. 

The EU has eliminated most barriers to the trade of goods and services among participating nations but largely restricts the movement of 
labor and capital.

Answer the question on the basis of the following information. Assume that by devoting all its resources to the production of X, nation Alpha can 
produce 40 units of X. By devoting all its resources to Y, Alpha can produce 60Y. Comparable figures for nation Beta are 60X and 40Y.

Answer the question on the basis of the following information. Assume that by devoting all its resources to the production of X, nation Alpha can 
produce 40 units of X. By devoting all its resources to Y, Alpha can produce 60Y. Comparable figures for nation Beta are 60X and 40Y.

Answer the question on the basis of the following information. Assume that by devoting all its resources to the production of X, nation Alpha can 
produce 40 units of X. By devoting all its resources to Y, Alpha can produce 60Y. Comparable figures for nation Beta are 60X and 40Y.

Studies show that developing nations that have relied on import restrictions to protect domestic industries have had higher growth rates than 
similar nations pursuing more open economic policies.
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True    False
41 During the Great Depression, most nations lowered tariffs and abolished import quotas to encourage the flow of trade. 

True    False
42 Barriers to free trade impair efficiency in the international allocation of resources. 

True    False

With answer key; for graphs see above
1 U.S. exports of goods and services (on a national income account basis) are about: 

A.  20 percent of U.S. GDP.
B.  8 percent of U.S. GDP.
C.  28 percent of U.S. GDP.
D.  14 percent of U.S. GDP.

2 The United States' most important trading partner quantitatively is: 
A.  China.
B.  Canada.
C.  Mexico.
D.  Japan.

3 In recent years, the United States has: 
A.  exported more services  abroad than it has imported.
B.  had a small goods trade surplus with Japan.
C.  had a large goods trade surplus with the rest of the world.
D.  maintained an overall trade surplus (goods and services combined) with the rest of the world.

4 Which of the following is an example of a capital-intensive commodity? 
A.  Clothing.
B.  Wool.
C.  Sunflower seeds.
D.  Chemicals.

5 Differences in production efficiencies among nations in producing a particular good result from: 
A.  different endowments of fertile soil.
B.  different amounts of skilled labor.
C.  different levels of technological knowledge.
D.  all of these.

6 Countries engaged in international trade specialize in production based on: 
A.  relative levels of GDP.
B.  comparative advantage.
C.  relative exchange rates.
D.  relative inflation rates.

7 Answer the question on the basis of the following production possibilities tables for two countries, Latalia and Trombonia:
The given data indicate that production in: 
A.  both Latalia and Trombonia is subject to constant opportunity costs.
B.  Trombonia is subject to decreasing costs, but production in Latalia occurs under increasing opportunity costs.
C.  Latalia is subject to increasing costs, but production in Trombonia occurs under constant opportunity costs.
D.  both Latalia and Trombonia are subject to the law of increasing opportunity costs.

8 Answer the question on the basis of the following production possibilities tables for two countries, Latalia and Trombonia:
Refer to the tables. In Latalia the domestic real cost of 1 ton of pork: 
A.  is 3 tons of beans.
B.  diminishes with the level of pork production.
C.  is 5 tons of beans.
D.  is 1/5 of a ton of beans.

9 Answer the question on the basis of the following production possibilities tables for two countries, Latalia and Trombonia:
Refer to the tables. If these two nations specialize on the basis of comparative advantage: 
A.  Trombonia will produce beans and Latalia will produce pork.
B.  Trombonia will produce both beans and pork.
C.  Latalia will produce both beans and pork and Trombonia will produce neither.
D.  Latalia will produce beans and Trombonia will produce pork.

10 The fact that international specialization and trade based on comparative advantage can increase world output is demonstrated by the reality that: 
A.  the production possibilities curves of any two nations are identical.
B.  a nation's production possibilities and trading possibilities lines coincide.
C.  a nation's trading possibilities line lies to the right of its production possibilities line.
D.  a nation's production possibilities line lies to the right of its trading possibilities line.

11 Refer to the graphs. Stanville has a comparative advantage in producing: 
A.  product A.
B.  product B.
C.  both product A and B.
D.  neither product A nor B.

12 Refer to the graphs. Terryville has a comparative advantage in producing: 
A.  product A.
B.  product B.
C.  both products A and B.
D.  neither product A nor B.

13 Refer to the graphs. These production possibilities curves: 
A.  demonstrate that there can be gains from specialization and trade between the two nations.
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B.  reflect the law of increasing opportunity costs.
C.  reflect the law of diminishing marginal utility.
D.  imply that specialization will be incomplete.

14 The impact of increasing, as opposed to constant, costs is to: 
A.  intensify and prolong the comparative advantages that any nation may have initially.
B.  expand the limits of the terms of trade.
C.  cause the bases for further specialization to disappear as nations specialize according to comparative advantage.
D.  cause nations to realize economies of scale in those products in which they specialize.

15 In the real world, specialization is rarely complete because: 
A.  nations normally experience increasing opportunity costs in producing more of the product in which they are specializing.
B.  production possibilities curves are straight lines rather than curves bowed outward as viewed from the origin.
C.  one nation's imports are necessarily another nation's exports.
D.  international law prohibits monopolies.

16 The law of increasing opportunity costs: 
A.  applies to land-intensive commodities but not to labor-intensive or capital-intensive commodities.
B.  results in straight-line production possibilities curves rather than curves that are bowed outward from the origin.
C.  refutes the principle of comparative advantage.
D.  may limit the extent to which a nation specializes in producing a particular product.

17

A.  shortage of 160 units, which it will meet with 160 units of imports.
B.  shortage of 160 units, which will increase the domestic price to $1.60.
C.  surplus of 160 units, which it will export.
D.  surplus of 160 units, which will reduce the world price to $1.00.

18

A.  export all of the product.
B.  import all of the product.
C.  import some of the product and produce some of the product domestically.
D.  neither export nor import the product.

19 In a two-nation model, the equilibrium world price will occur where: 
A.  one nation's export supply curve intersects the other nation's import demand curve.
B.  exports are exactly twice the level of imports.
C.  both nations' export supply curves are horizontal.
D.  both nations' import demand curves are vertical.

20 Country A limits other nation's exports to Country A to 1,000 tons of coal annually. This is an example of a(n): 
A.  protective tariff.
B.  export subsidy.
C.  import quota.
D.  voluntary export restriction.

21 Which is an example of a nontariff barrier (NTB)? 
A.  An export subsidy.
B.  An excise tax on the physical volume of imported goods.
C.  Box-by-box inspection requirements for imported fruit.
D.  An excise tax on the dollar value of imported goods.

22 A tariff can best be described as: 
A.  an excise tax on an imported good.
B.  a government payment to domestic producers to enable them to sell competitively in world markets.
C.  an excise tax on an exported good.
D.  a law that sets a limit on the amount of a good that can be imported.

23 Suppose the United States eliminates high tariffs on German bicycles. As a result, we would expect: 
A.  the price of German bicycles to increase in the United States.
B.  employment to decrease in the German bicycle industry.
C.  employment to decrease in the U.S. bicycle industry.
D.  profits to rise in the U.S. bicycle industry.

24 A protective tariff will: 
A.  increase the sales of foreign exporters.
B.  increase the price and sales of domestic producers.
C.  increase the welfare of domestic consumers.
D.  create an efficiency gain in the domestic economy.

25 Other things equal, a tariff is: 
A.  superior to an import quota for Americans because a tariff increases the profits of foreign producers.
B.  inferior to an import quota for Americans because a tariff increases the profits of domestic producers.
C.  superior to an import quota for Americans because a tariff generates revenue for the U.S. Treasury.
D.  inferior to an import quota for Americans because a tariff generates revenue for the U.S. Treasury.

26 Which of the following statements is false ? 
A. 

B.  The U.S. Constitution forbids individual states from levying tariffs.
C.  The high tariffs of the Smoot-Hawley Act of 1930 and the retaliation they caused worsened the Great Depression.
D.  The European Union has enhanced prosperity in Western Europe.

27 Graphical analysis of tariffs reveals that: 
A.  they benefit domestic consumers at the expense of domestic producers.

Refer to the diagram showing the domestic demand and supply curves for a specific standardized product in a particular nation. If the world price for this 
product is $.50, this nation will experience a domestic: 

Refer to the diagram showing the domestic demand and supply curves for a specific standardized product in a particular nation. If the world price of this 
product is $1, this nation will: 

Studies show that developing nations that have relied on import restrictions to protect domestic industries have had higher growth rates than 
similar nations pursuing more open economic policies.
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B.  revenue gains outweigh the costs to domestic consumers.
C.  they increase domestic production of the good for which imports face tariffs.
D.  although the benefits are not shared equally, everyone in the domestic economy benefits from tariffs.

28 A major difficulty with the argument that trade barriers are necessary because foreign workers are paid low wages is that: 
A.  labor costs and product prices are not related.
B.  there is no discernible relationship between wage rates and labor productivity.
C.  wage rates and labor productivity are directly related.
D.  wage rates and labor productivity are inversely related.

29 As it relates to international trade, dumping: 
A.  is a form of price discrimination illegal under U.S. antitrust laws.
B.  is the practice of selling goods in a foreign market at less than cost.
C.  constitutes a general case for permanent tariffs.
D.  is defined as selling more goods than allowed by an import quota.

30 Dumping of goods abroad: 
A.  constitutes a general case for permanent tariffs.
B.  may be part of a firm's price discrimination strategy.
C.  may be part of a nation's strategy to rectify its trade deficit.
D.  drives up prices of the dumped goods.

31 Which of the following statements about the European Union (EU) is true? 
A.  All members of the EU use a common currency (the euro).
B.  The EU has abolished most trade barriers among participating countries, and has common tariffs applied to non-EU goods.
C.  The EU has eliminated most barriers to the trade of goods and services among participating nations but largely restricts the movement of labor and capital.
D.  Trade within the EU is liberalized, but EU nations set most of their own policies with regard to trade with non-EU nations.

32 "NAFTA" stands for: 
A.  North African Free Trade Area.
B.  North American Free Trade Agreement.
C.  North Asian Free Trade Agreement.
D.  New Zealand-Australia Free Trade Agreement.

33 NAFTA: 
A.  has increased the standard of living in the North African member nations.
B.  benefits workers in the participating nations but hurts consumers by raising prices.
C.  allows completely unrestricted movement of goods, services, and resources between the member nations.
D.  has reduced most trade barriers between Canada, Mexico, and the United States.

34 (Consider This) Madison, the CPA, is faster than Mason, the house painter, at both accounting services and painting. This means that: 
A.  there is no reason for them to trade services.
B.  Madison should trade her accounting services for Mason's painting services, so long as Madison is relatively more efficient at accounting services.
C.  Madison should trade her accounting services for Mason's painting services, so long as Madison is relatively more efficient at painting.
D.  Madison has the comparative advantage in both services.

35 (Consider This) According to Dallas Federal Reserve economist W. Michael Cox, taken to its extreme, the logic of "buying American" implies that: 
A.  we should buy everything from abroad.
B.  people should only consume what they can produce themselves.
C.  consumers should only buy goods from other states.
D.  the best quality goods are found in the United States.

36 (Last Word) Frederic Bastiat's satirical argument against protectionism called for protecting domestic producers from: 
A.  fire.
B.  the sun.
C.  other European countries.
D.  invention of the electric light.

37

Refer to the given information. The terms of trade will be at or within the 1X = 1½Y to 1X = 2/3Y range. 
TRUE

38

Refer to the given information. Alpha would prefer terms of trade at, or close to, 1X = 1½Y. 
FALSE

39

Refer to the given information. Beta would prefer terms of trade at, or close to, 1X = 1½Y. 
TRUE

40 A side benefit of international trade is that it links national interests and increases the opportunity costs of war. 
TRUE

41 During the Great Depression, most nations lowered tariffs and abolished import quotas to encourage the flow of trade. 
FALSE

42 Barriers to free trade impair efficiency in the international allocation of resources. 
TRUE

Chapter 21
1 International transactions fall into what two broad categories? 

A.  Manufacturing trade and services trade.
B.  International trade and international asset transactions.
C.  Currency transactions and services trade.
D.  Newly created assets and preexisting assets.

Answer the question on the basis of the following information. Assume that by devoting all its resources to the production of X, nation Alpha can 
produce 40 units of X. By devoting all its resources to Y, Alpha can produce 60Y. Comparable figures for nation Beta are 60X and 40Y.

Answer the question on the basis of the following information. Assume that by devoting all its resources to the production of X, nation Alpha can 
produce 40 units of X. By devoting all its resources to Y, Alpha can produce 60Y. Comparable figures for nation Beta are 60X and 40Y.

Answer the question on the basis of the following information. Assume that by devoting all its resources to the production of X, nation Alpha can 
produce 40 units of X. By devoting all its resources to Y, Alpha can produce 60Y. Comparable figures for nation Beta are 60X and 40Y.
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2 "International trade" refers to: 
A.  purchasing or selling currently produced goods or services across an international border.
B.  any transaction across an international border.
C.  any financial transaction across an international border.
D.  buying or selling of preexisting assets across an international border.

3 If a U.S. importer can purchase 10,000 British pounds for $20,000, the rate of exchange is: 
A.  $1 = 2 British pounds in the United States.
B.  $2 = 1 British pound in the United States.
C.  $1 = 2 British pounds in Great Britain.
D.  $.5 = 1 British pound in Great Britain.

4 The financial account balance is a nation's: 
A.  net investment income minus its net transfers.
B.  exports of goods and services minus its imports of goods and services.
C.  sale of real and financial assets to people living abroad minus its purchases of real and financial assets from foreigners.
D.  domestic investment spending minus domestic saving.

5 A nation's official reserves: 
A.  compensate for differences in the current and capital and financial accounts.
B.  consist of all domestic and foreign currency held by a nation's central bank.
C.  are always zero.
D.  are always negative.

6 If a nation has a current account surplus and it does not have to make any inpayments or outpayments of official reserves, it must have a: 
A.  surplus in its capital and financial account.
B.  balance of payments deficit.
C.  balance of payments surplus.
D.  deficit in its capital and financial account.

7 Which of the following would contribute to a U.S. balance of payments deficit? 
A.  Kawasaki builds a motorcycle manufacturing plant in Kansas City.
B.  U.S. tourists travel in large numbers to Europe.
C.  A wealthy Mexican citizen builds a mansion in Beverly Hills.
D.  Zaire pays interest on its debt to the United States.

8 Evidence of a chronic balance of payments deficit is: 
A.  a decline in amount of the nation's currency held by other nations.
B.  an excess of exports over imports.
C.  diminishing reserves of foreign currencies.
D.  an increase in the international value of the nation's currency.

9

Refer to the given data. The United States has a balance of goods: 
A.  deficit of $10 billion.
B.  surplus of $30 billion.
C.  deficit of $30 billion.
D.  surplus of $20 billion.

10 It may be misleading to label a trade deficit as unfavorable or adverse because: 
A.  the multiplier does not apply to a trade deficit.
B.  a trade deficit increases a nation's aggregate output and employment.
C.  a nation's consumers benefit from a trade deficit during the period it occurs.
D.  a trade deficit precludes inflation.

11 Which of the following is not  included in the current account of a nation's balance of payments? 
A.  Its goods exports.
B.  Its goods imports.
C.  Its net investment income.
D.  Its purchases of real assets abroad.

12 A deficit on the current account: 
A.  normally causes a surplus on the capital and financial account.
B.  normally causes a deficit on the capital and financial account.
C.  has no relationship to the capital and financial account.
D.  means that a nation is making international transfers.

13 The plus items below are "export-type" entries and the minus items are "import-type" entries in the balance of payments for the hypothetical country of Zippo.

The following table contains hypothetical data for the 2012 U.S. balance of payments. Answer the question on the basis of this information. All figures 
are in billions of dollars.
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Refer to the given information. Zippo has a: 
A.  current account deficit.
B.  capital account deficit.
C.  balance of payments deficit.
D.  trade surplus on goods and services.

14 The plus items below are "export-type" entries and the minus items are "import-type" entries in the balance of payments for the hypothetical country of Zippo.

Refer to the given information. Zippo has: 
A.  a current account surplus.
B.  a financial account deficit.
C.  a trade surplus on goods and services.
D.  neither a balance of payments deficit nor a surplus.

15 The plus items below are "export-type" entries and the minus items are "import-type" entries in the balance of payments for the hypothetical country of Zippo.

Refer to the given information. On the basis of its balance of payments position, and other things equal, we can expect the international value of Zippo's currency to: 
A.  increase.
B.  decrease.
C.  remain constant.
D.  gyrate up and down.

16 Suppose the balance on the financial account is -$300 billion and the balance on the capital account is +$5 billion. The size of the current account is: 
A.  +$295 billion.
B.  -$295 billion.
C.  +$305 billion.
D.  +$5 billion.

17 Suppose the balance on the current account is +$100 billion and the balance on the capital account is -$1 billion. The balance on the financial account is: 
A.  +$101 billion.
B.  -$100 billion.
C.  -$99 billion.
D.  -$101 billion.

18 Suppose the balance on the current account is +$50 billion and the balance on the capital account is +$1 billion. The balance on the financial account is: 
A.  -$51 billion.
B.  -$50 billion.
C.  -$49 billion.
D.  +$51 billion.

19 The following are hypothetical exchange rates: 2 euros = 1 pound; $1 = 2 pounds. We can conclude that: 
A.  $1 = 4 euros.
B.  $1 = .5 euro.
C.  1 euro = $.50.
D.  1 euro = $2.

20 If the rate of exchange for a pound is $4, the rate of exchange for the dollar is: 
A.  ¼ pound.
B.  4 pounds.
C.  $.25.
D.  $1.00.

21 In considering yen and dollars, when the dollar rate of exchange for the yen rises: 
A.  the yen rate of exchange for the dollar will fall.
B.  the yen rate of exchange for the dollar will also rise.
C.  the yen rate of exchange for the dollar may either fall or rise.
D.  U.S. net exports to Japan will fall.

22 The U.S. supply of Japanese yen is: 
A.  downsloping because a lower dollar price of yen means U.S. goods are cheaper to the Japanese.
B.  upsloping because a higher dollar price of yen means U.S. goods are cheaper to the Japanese.
C.  upsloping because a lower dollar price of yen means U.S. goods are cheaper to the Japanese.
D.  downsloping because a higher dollar price of yen means U.S. goods are cheaper to the Japanese.

23 The U.S. demand for euros is: 
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A.  downsloping because, at lower dollar prices for euros, Americans will want to buy more European goods and services.
B.  downsloping because, at higher dollar prices for euros, Americans will want to buy more European goods and services.
C.  downsloping because the dollar price of euros and the euro price of dollars are directly related.
D.  upsloping because a higher dollar price of euros makes European goods and services more attractive to Americans.

24 Which of the following will generate a demand for country X's currency in the foreign exchange market? 
A.  Travel by citizens of country X in other countries.
B.  The desire of foreigners to buy stocks and bonds of firms in country X.
C.  The imports of country X.
D.  Charitable contributions by country X's citizens to citizens of developing nations.

25

A.  find that, at the controlled exchange rate, pesos would be in surplus.
B.  be faced with deteriorating terms of trade.
C.  be faced with the problem of rationing BG  pesos to U.S. importers, who want BF  pesos.
D.  be faced with the problem of rationing BF  pesos to U.S. importers, who want BG  pesos.

26

A.  gold would flow from Mexico to the United States.
B.  the exchange rate would rise from B  dollars equals 1 peso to C  dollars equals 1 peso.
C.  gold would flow from the United States to Mexico.
D.  the exchange rate would fall from B  dollars equals 1 peso to A  dollars equals 1 peso.

27

A.  gold would flow from Mexico to the United States.
B.  the peso price of dollars would rise from B  pesos equals $1 to A  pesos equals $1.
C.  a problem of rationing a shortage of pesos would arise in the United States.
D.  the dollar price of pesos would increase to C  dollars equals 1 peso.

28

Refer to the given information. Which one of the following might be a plausible explanation for the change in the dollar-yen exchange rate from 1985 to 2003? 
A.  Japan exported much more to the United States during this period than it imported from the United States.
B.  Japan greatly increased its purchases of military equipment from the United States during this period.
C.  Japan's economy grew far faster than the U.S. economy during this period.
D.  Japan's government devalued the yen during this period.

29 Under a system of freely floating exchange rates, an increase in the international value of a nation's currency will: 
A.  cause an international surplus of its currency.
B.  contribute to disequilibrium in its balance of payments.
C.  cause gold to flow into that country.
D.  cause its imports to rise.

30 According to the purchasing power parity theory of exchange rates: 
A.  a dollar, when converted to other currencies at the prevailing floating exchange rate, has the same purchasing power in various countries.
B.  in equilibrium, national currencies have equal value in terms of gold.
C.  the higher a nation's price level in terms of its own currency, the greater is the amount of foreign exchange it can obtain for a unit of its currency.
D.  nominal currency values will tend to equalize (become 1 = 1) in the long run.

31 If the United States has full employment and the dollar dramatically depreciates in value, we can expect (other things equal): 

Refer to the diagram. The initial demand for and supply of pesos are shown by D 1 and S 1. Suppose the United States reduces its imports of Mexican 
goods, shifting its demand for pesos from D 1 to D 2. If the United States and Mexico were both on the international gold standard: 

Refer to the diagram. The initial demand for and supply of pesos are shown by D 1 and S 1. Suppose the United States reduces its imports of Mexican 
goods, shifting its demand for pesos from D 1 to D 2. Under a system of freely floating exchange rates: 

Answer the question on the basis of the following information. In 1985, the exchange rate between the U.S. dollar and the Japanese yen was $1 = 262 
yen; in 2003, the rate was $1 = 110 yen.

Refer to the diagram. The initial demand for and supply of pesos are shown by D 1 and S 1. Suppose the United States reduces its imports of Mexican 
goods, shifting its demand for pesos from D 1 to D 2. If the United States was operating under a system of exchange controls, the U.S. government
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A.  both U.S. imports and U.S. exports to rise.
B.  both U.S. imports and U.S. exports to fall.
C.  U.S. exports to fall and U.S. imports to increase.
D.  inflation to occur.

32

A.  decrease, the supply of pounds to increase, and the dollar to appreciate relative to the pound.
B.  increase, the supply of pounds to increase, and the dollar may either appreciate or depreciate relative to the pound.
C.  increase, the supply of pounds to decrease, and the dollar to depreciate relative to the pound.
D.  decrease, the supply of pounds to increase, and the dollar to depreciate relative to the pound.

33 U.S. exports increase and U.S. imports decrease the supplies of foreign monies owned by U.S. banks. 
True    False

34 Under freely flexible (floating) exchange rates, if the dollar price of pounds rises, the pound price of dollars will fall. 
True    False

35 If the price of British pounds, measured in terms of U.S. dollars, is rising, then the price of U.S. dollars, measured in terms of British pounds, is also rising. 
True    False

With answer key; for graphs see above
1 International transactions fall into what two broad categories? 

A.  Manufacturing trade and services trade.
B.  International trade and international asset transactions.
C.  Currency transactions and services trade.
D.  Newly created assets and preexisting assets.

2 "International trade" refers to: 
A.  purchasing or selling currently produced goods or services across an international border.
B.  any transaction across an international border.
C.  any financial transaction across an international border.
D.  buying or selling of preexisting assets across an international border.

3 If a U.S. importer can purchase 10,000 British pounds for $20,000, the rate of exchange is: 
A.  $1 = 2 British pounds in the United States.
B.  $2 = 1 British pound in the United States.
C.  $1 = 2 British pounds in Great Britain.
D.  $.5 = 1 British pound in Great Britain.

4 The financial account balance is a nation's: 
A.  net investment income minus its net transfers.
B.  exports of goods and services minus its imports of goods and services.
C.  sale of real and financial assets to people living abroad minus its purchases of real and financial assets from foreigners.
D.  domestic investment spending minus domestic saving.

5 A nation's official reserves: 
A.  compensate for differences in the current and capital and financial accounts.
B.  consist of all domestic and foreign currency held by a nation's central bank.
C.  are always zero.
D.  are always negative.

6 If a nation has a current account surplus and it does not have to make any inpayments or outpayments of official reserves, it must have a: 
A.  surplus in its capital and financial account.
B.  balance of payments deficit.
C.  balance of payments surplus.
D.  deficit in its capital and financial account.

7 Which of the following would contribute to a U.S. balance of payments deficit? 
A.  Kawasaki builds a motorcycle manufacturing plant in Kansas City.
B.  U.S. tourists travel in large numbers to Europe.
C.  A wealthy Mexican citizen builds a mansion in Beverly Hills.
D.  Zaire pays interest on its debt to the United States.

8 Evidence of a chronic balance of payments deficit is: 
A.  a decline in amount of the nation's currency held by other nations.
B.  an excess of exports over imports.
C.  diminishing reserves of foreign currencies.
D.  an increase in the international value of the nation's currency.

9

Refer to the given data. The United States has a balance of goods: 
A.  deficit of $10 billion.
B.  surplus of $30 billion.
C.  deficit of $30 billion.
D.  surplus of $20 billion.

10 It may be misleading to label a trade deficit as unfavorable or adverse because: 
A.  the multiplier does not apply to a trade deficit.
B.  a trade deficit increases a nation's aggregate output and employment.
C.  a nation's consumers benefit from a trade deficit during the period it occurs.
D.  a trade deficit precludes inflation.

11 Which of the following is not  included in the current account of a nation's balance of payments? 
A.  Its goods exports.
B.  Its goods imports.

The following table contains hypothetical data for the 2012 U.S. balance of payments. Answer the question on the basis of this information. All figures 
are in billions of dollars.

Suppose interest rates fall sharply in the United States but are unchanged in Great Britain. Other things equal, under a system of freely floating 
exchange rates, we can expect the demand for pounds in the United States to: 
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C.  Its net investment income.
D.  Its purchases of real assets abroad.

12 A deficit on the current account: 
A.  normally causes a surplus on the capital and financial account.
B.  normally causes a deficit on the capital and financial account.
C.  has no relationship to the capital and financial account.
D.  means that a nation is making international transfers.

13 The plus items below are "export-type" entries and the minus items are "import-type" entries in the balance of payments for the hypothetical country of Zippo.
Refer to the given information. Zippo has a: 
A.  current account deficit.
B.  capital account deficit.
C.  balance of payments deficit.
D.  trade surplus on goods and services.

14 The plus items below are "export-type" entries and the minus items are "import-type" entries in the balance of payments for the hypothetical country of Zippo.
Refer to the given information. Zippo has: 
A.  a current account surplus.
B.  a financial account deficit.
C.  a trade surplus on goods and services.
D.  neither a balance of payments deficit nor a surplus.

15 The plus items below are "export-type" entries and the minus items are "import-type" entries in the balance of payments for the hypothetical country of Zippo.
Refer to the given information. On the basis of its balance of payments position, and other things equal, we can expect the international value of Zippo's currency to: 
A.  increase.
B.  decrease.
C.  remain constant.
D.  gyrate up and down.

16 Suppose the balance on the financial account is -$300 billion and the balance on the capital account is +$5 billion. The size of the current account is: 
A.  +$295 billion.
B.  -$295 billion.
C.  +$305 billion.
D.  +$5 billion.

17 Suppose the balance on the current account is +$100 billion and the balance on the capital account is -$1 billion. The balance on the financial account is: 
A.  +$101 billion.
B.  -$100 billion.
C.  -$99 billion.
D.  -$101 billion.

18 Suppose the balance on the current account is +$50 billion and the balance on the capital account is +$1 billion. The balance on the financial account is: 
A.  -$51 billion.
B.  -$50 billion.
C.  -$49 billion.
D.  +$51 billion.

19 The following are hypothetical exchange rates: 2 euros = 1 pound; $1 = 2 pounds. We can conclude that: 
A.  $1 = 4 euros.
B.  $1 = .5 euro.
C.  1 euro = $.50.
D.  1 euro = $2.

20 If the rate of exchange for a pound is $4, the rate of exchange for the dollar is: 
A.  ¼ pound.
B.  4 pounds.
C.  $.25.
D.  $1.00.

21 In considering yen and dollars, when the dollar rate of exchange for the yen rises: 
A.  the yen rate of exchange for the dollar will fall.
B.  the yen rate of exchange for the dollar will also rise.
C.  the yen rate of exchange for the dollar may either fall or rise.
D.  U.S. net exports to Japan will fall.

22 The U.S. supply of Japanese yen is: 
A.  downsloping because a lower dollar price of yen means U.S. goods are cheaper to the Japanese.
B.  upsloping because a higher dollar price of yen means U.S. goods are cheaper to the Japanese.
C.  upsloping because a lower dollar price of yen means U.S. goods are cheaper to the Japanese.
D.  downsloping because a higher dollar price of yen means U.S. goods are cheaper to the Japanese.

23 The U.S. demand for euros is: 
A.  downsloping because, at lower dollar prices for euros, Americans will want to buy more European goods and services.
B.  downsloping because, at higher dollar prices for euros, Americans will want to buy more European goods and services.
C.  downsloping because the dollar price of euros and the euro price of dollars are directly related.
D.  upsloping because a higher dollar price of euros makes European goods and services more attractive to Americans.

24 Which of the following will generate a demand for country X's currency in the foreign exchange market? 
A.  Travel by citizens of country X in other countries.
B.  The desire of foreigners to buy stocks and bonds of firms in country X.
C.  The imports of country X.
D.  Charitable contributions by country X's citizens to citizens of developing nations.

25 Refer to the diagram. The initial demand for and supply of pesos are shown by D 1 and S 1. Suppose the United States reduces its imports of Mexican 
goods, shifting its demand for pesos from D 1 to D 2. If the United States was operating under a system of exchange controls, the U.S. government
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A.  find that, at the controlled exchange rate, pesos would be in surplus.
B.  be faced with deteriorating terms of trade.
C.  be faced with the problem of rationing BG  pesos to U.S. importers, who want BF  pesos.
D.  be faced with the problem of rationing BF  pesos to U.S. importers, who want BG  pesos.

26

A.  gold would flow from Mexico to the United States.
B.  the exchange rate would rise from B  dollars equals 1 peso to C  dollars equals 1 peso.
C.  gold would flow from the United States to Mexico.
D.  the exchange rate would fall from B  dollars equals 1 peso to A  dollars equals 1 peso.

27

A.  gold would flow from Mexico to the United States.
B.  the peso price of dollars would rise from B  pesos equals $1 to A  pesos equals $1.
C.  a problem of rationing a shortage of pesos would arise in the United States.
D.  the dollar price of pesos would increase to C  dollars equals 1 peso.

28

Refer to the given information. Which one of the following might be a plausible explanation for the change in the dollar-yen exchange rate from 1985 to 2003? 
A.  Japan exported much more to the United States during this period than it imported from the United States.
B.  Japan greatly increased its purchases of military equipment from the United States during this period.
C.  Japan's economy grew far faster than the U.S. economy during this period.
D.  Japan's government devalued the yen during this period.

29 Under a system of freely floating exchange rates, an increase in the international value of a nation's currency will: 
A.  cause an international surplus of its currency.
B.  contribute to disequilibrium in its balance of payments.
C.  cause gold to flow into that country.
D.  cause its imports to rise.

30 According to the purchasing power parity theory of exchange rates: 
A.  a dollar, when converted to other currencies at the prevailing floating exchange rate, has the same purchasing power in various countries.
B.  in equilibrium, national currencies have equal value in terms of gold.
C.  the higher a nation's price level in terms of its own currency, the greater is the amount of foreign exchange it can obtain for a unit of its currency.
D.  nominal currency values will tend to equalize (become 1 = 1) in the long run.

31 If the United States has full employment and the dollar dramatically depreciates in value, we can expect (other things equal): 
A.  both U.S. imports and U.S. exports to rise.
B.  both U.S. imports and U.S. exports to fall.
C.  U.S. exports to fall and U.S. imports to increase.
D.  inflation to occur.

32

A.  decrease, the supply of pounds to increase, and the dollar to appreciate relative to the pound.
B.  increase, the supply of pounds to increase, and the dollar may either appreciate or depreciate relative to the pound.
C.  increase, the supply of pounds to decrease, and the dollar to depreciate relative to the pound.
D.  decrease, the supply of pounds to increase, and the dollar to depreciate relative to the pound.

33 U.S. exports increase and U.S. imports decrease the supplies of foreign monies owned by U.S. banks. 
TRUE

34 Under freely flexible (floating) exchange rates, if the dollar price of pounds rises, the pound price of dollars will fall. 
TRUE

35 If the price of British pounds, measured in terms of U.S. dollars, is rising, then the price of U.S. dollars, measured in terms of British pounds, is also rising. 
FALSE

Answer the question on the basis of the following information. In 1985, the exchange rate between the U.S. dollar and the Japanese yen was $1 = 262 
yen; in 2003, the rate was $1 = 110 yen.

Suppose interest rates fall sharply in the United States but are unchanged in Great Britain. Other things equal, under a system of freely floating 
exchange rates, we can expect the demand for pounds in the United States to: 

Refer to the diagram. The initial demand for and supply of pesos are shown by D 1 and S 1. Suppose the United States reduces its imports of Mexican 
goods, shifting its demand for pesos from D 1 to D 2. If the United States and Mexico were both on the international gold standard:

Refer to the diagram. The initial demand for and supply of pesos are shown by D 1 and S 1. Suppose the United States reduces its imports of Mexican 
goods, shifting its demand for pesos from D 1 to D 2. Under a system of freely floating exchange rates:
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