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	1.
	A fixed-weight price index like the CPI ______ the change in the cost of living because it ______ take into account that people can substitute less expensive goods for ones that have become more expensive. 

	A)
	overestimates; does 

	B)
	overestimates; does not 

	C)
	underestimates; does not 

	D)
	accurately estimates; does 


	2.
	The new chain-weighted measures of real GDP are an improvement over traditional measures because the prices used to compute real GDP are: 

	A)
	always from the same base year. 

	B)
	chained to the CPI. 

	C)
	never far out of date. 

	D)
	imputed. 


	3.
	Suppose that GDP (Y) is 5,000. Consumption is given by the equation C = 500 + 0.5(Y - T). Investment (I) is given by the equation I = 2,000 - 100r, where r is the real interest rate in percent. Government spending (G) is 1,000 and taxes (T) is also 1,000. When a technological innovation changes the investment function to I = 3,000 - 100r: 

	A)
	I is unchanged and r rises by 10 percentage points. 

	B)
	I is unchanged and r rises by 15 percentage points. 

	C)
	I rises by 1,000 and r is unchanged. 

	D)
	I rises by 1,000 and r rises by 10 percentage points. 


	4.
	When factor supply is fixed and quantity of the factor is graphed on the horizontal axis while factor price is graphed on the vertical axis, the factor: 

	A)
	supply curve slopes up to the right. 

	B)
	demand curve slopes up to the right. 

	C)
	supply curve is vertical. 

	D)
	supply curve is horizontal. 


	5.
	All of the following are costs of fully expected inflation except that expected inflation: 

	A)
	causes lower real wages. 

	B)
	leads to shoeleather costs. 

	C)
	increases menu costs. 

	D)
	leads to taxing of nominal capital gains that are not real. 


	6.
	All of the following are a flow except: 

	A)
	the government debt. 

	B)
	the number of new automobile purchases. 

	C)
	the number of people losing their jobs. 

	D)
	business expenditures on plant and equipment. 


	7.
	Assume that apples cost $0.50 in 2002 and $1 in 2007, whereas oranges cost $1 in 2002 and $1.50 in 2007. If 4 apples were produced in 2002 and 5 in 2007, whereas 3 oranges were produced in 2002 and 5 in 2007, then the GDP deflator in 2007, using a base year of 2002, was approximately: 

	A)
	1.9. 

	B)
	1.5. 

	C)
	2.0. 

	D)
	1.7. 


	8.
	Assume that apples cost $0.50 in 2002 and $1 in 2007, whereas oranges cost $1 in 2002 and $0.50 in 2007. If 10 apples and 5 oranges were produced in 2002, and 5 apples and 10 oranges were produced in 2007, the CPI for 2007, using 2002 as the base year, is: 

	A)
	0.80. 

	B)
	1.25. 

	C)
	0.75. 

	D)
	1. 


	9.
	An increase in the price of imported goods will show up in: 

	A)
	both the CPI and the GDP deflator. 

	B)
	neither the CPI nor the GDP deflator. 

	C)
	the GDP deflator but not in the CPI. 

	D)
	the CPI but not in the GDP deflator. 


	10.
	Okun's law is the ______ relationship between GDP and the ______. 

	A)
	positive; unemployment rate 

	B)
	negative; unemployment rate 

	C)
	positive; inflation rate 

	D)
	negative; inflation rate 


	11.
	A woman marries her butler. Before they were married, she paid him $20,000 per year. He continues to wait on her as before (but as a husband rather than as a wage earner). She earns $1,000,000 per year both before and after her marriage. The marriage: 

	A)
	increases GDP by $20,000. 

	B)
	does not change GDP. 

	C)
	increases GDP by more than $20,000. 

	D)
	decreases GDP by $20,000. 


	12.
	Assume that the consumption function is given by C = 200 + 0.7(Y - T), the tax function is given by T = 100 + t1Y, and Y = 50K0.5L0.5, where K = 100 and L = 100. If t1 increases from 0.2 to 0.25, then consumption decreases by: 

	A)
	250. 

	B)
	70. 

	C)
	140. 

	D)
	175. 


	13.
	According to the model developed in Chapter 3, when taxes decrease without a change in government spending: 

	A)
	consumption and investment both decrease. 

	B)
	consumption increases and investment decreases. 

	C)
	consumption decreases and investment increases. 

	D)
	consumption and investment both increase. 


	14.
	The reduction in investment brought about by the increase in the interest rate caused by increased government spending is called: 

	A)
	the identification problem. 

	B)
	crowding out. 

	C)
	fiscal policy. 

	D)
	a budget deficit. 


	15.
	In the classical model with fixed income an increase in the real interest rate could be the result of a(n): 

	A)
	decrease in desired investment. 

	B)
	increase in government spending. 

	C)
	increase in taxes. 

	D)
	decrease in government spending. 


	16.
	In the classical model with fixed income, a reduction in the government budget deficit will lead to a: 

	A)
	lower real interest rate. 

	B)
	higher level of output. 

	C)
	lower level of output. 

	D)
	higher real interest rate. 


	17.
	When government spending increases and taxes are increased by an equal amount, interest rates: 

	A)
	can vary wildly. 

	B)
	decrease. 

	C)
	increase. 

	D)
	remain the same. 


	18.
	The government raises lump-sum taxes on income by $100 billion, and the neoclassical economy adjusts so that output does not change. If the marginal propensity to consume is 0.6, public saving: 

	A)
	falls by $60 billion. 

	B)
	rises by $100 billion. 

	C)
	falls by $100 billion. 

	D)
	rises by $60 billion. 


	19.
	In a neoclassical economy, assume that the government lowers both government spending and taxes by the same amount. By doing so: 

	A)
	investment and the interest rate both fall. 

	B)
	investment falls and the interest rate rises. 

	C)
	investment and the interest rate both rise. 

	D)
	investment rises and the interest rate falls. 


	20.
	If consumption depends positively on the level of real balances, and real balances depend negatively on the nominal interest rate in a neoclassical model, then: 

	A)
	the classical dichotomy still holds. 

	B)
	a rise in money growth leads to a fall in consumption and a rise in investment. 

	C)
	a rise in money growth leads to a rise in consumption and a fall in investment. 

	D)
	a rise in money growth leads to a rise in both consumption and investment. 


	21.
	If the Fed announces that it will raise the money supply in the future but does not change the money supply today: 

	A)
	the nominal interest rate will decrease and the current price level will increase. 

	B)
	both the nominal interest rate and the current price level will decrease. 

	C)
	both the nominal interest rate and the current price level will increase. 

	D)
	the nominal interest rate will increase and the current price level will decrease. 


	22.
	If the money supply increases 12 percent, velocity decreases 4 percent, and the price level increases 5 percent, then the change in real GDP must be ______ percent. 

	A)
	9 

	B)
	11 

	C)
	4 

	D)
	3 


	23.
	Money that has no value other than as money is called ______ money. 

	A)
	commodity 

	B)
	fiat 

	C)
	government 

	D)
	intrinsic 


	24.
	The ex post real interest rate will be greater than the ex ante real interest rate when the: 

	A)
	actual rate of inflation is less than the expected rate of inflation. 

	B)
	actual rate of inflation is greater than the expected rate of inflation. 

	C)
	rate of inflation is increasing. 

	D)
	rate of inflation is decreasing. 


	25.
	If velocity is constant and, in addition, the factors of production and the production function determine real GDP, then: 

	A)
	the price level is fixed. 

	B)
	nominal GDP  is fixed. 

	C)
	real GDP is proportional to the money supply. 

	D)
	the price level is proportional to the money supply. 


	26.
	Assume that GDP (Y) is 5,000. Consumption (C) is given by the equation C = 1,000 + 0.3(Y - T). Investment (I) is given by the equation I = 1,500 - 50r, where r is the real interest rate in percent. Taxes (T) are 1,000 and government spending (G) is 1,500. 

a. What are the equilibrium values of C, I, and r?

b. What are the values of private saving, public saving, and national saving?

c. Now assume there is a technological innovation that makes business want to invest more. It raises the investment equation to I = 2,000 - 50r. What are the new equilibrium values of C, I, and r?

d. If taxes decrease from 1,000 to 750, what are the equilibrium values of C, I, and r?

e. Suppose that the government increases taxes and government purchases by equal amounts.  What happens to the interest rate and investment in response to this balanced-budget change? 


	27.
	Suppose that consumption depends on the interest rate.  That is, consumption decreases as the interest rate goes up.   [Use relevant diagrams, if possible.]
(a)  If the government increases government purchases, will the effect on the interest rate be bigger or smaller than the effect of increased government purchases of the case that consumption does not depend on the interest rate?   Explain why. 



	
	b. How about the crowding-out effect?  Will the crowding-out effect of increased government purchases be bigger or smaller than the effect of increased government purchases of the case that consumption does not depend on the interest rate?  Explain why. 



	28.
	Suppose that the Fed announces that it will increase the money supply in the future, but it does not change the money supply today.  Economists argue that this announcement will lead to a higher price level today.

a. Explain HOW and WHY the announcement will increase the current price level.  In your answer, make sure to discuss what will happen to the nominal interest rate, the real interest rate, and the real money balance.

b. The Mundell-Tobin effect implies that the above announcement will affect some real variables.  Explain HOW and WHY some real variables will be changed.

c. (i) In part (b), what is the required assumption to have the Mundell-Tobin effect?  (ii) Does the classical dichotomy hold?  Why or why not?




Answer Key
	1.
	B

	
	overestimates; does not 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 92
Format:  Multiple Choice

Level:  1

Topic:  Problems and Applications


	2.
	C

	
	never far out of date. 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 40
Format:  Multiple Choice

Level:  1

Topic:  2-1: Measuring the Value of Economic Activity: Gross Domestic Product


	3.
	A

	
	I is unchanged and r rises by 10 percentage points. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 106
Format:  Multiple Choice

Level:  3

Topic:  3-4: What Brings the Supply and Demand for Goods and Services Into Equilibrium


	4.
	C

	
	supply curve is vertical. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 13
Format:  Multiple Choice

Level:  2

Topic:  3-2: How Is National Income Distributed to the Factors of Production?


	5.
	A (changed)

	
	the real wage will fall and the real rental price of capital will rise. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 114
Format:  Multiple Choice

Level:  2

Topic:  Problems and Applications


	6.
	A

	
	the government debt. 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 9
Format:  Multiple Choice

Level:  2

Topic:  2-1: Measuring the Value of Economic Activity: Gross Domestic Product


	7.
	D

	
	1.7. 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 36
Format:  Multiple Choice

Level:  3

Topic:  2-1: Measuring the Value of Economic Activity: Gross Domestic Product


	8.
	B

	
	1.25. 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 68
Format:  Multiple Choice

Level:  3

Topic:  2-2: Measuring the Cost of Living: The Consumer Price Index


	9.
	D

	
	the CPI but not in the GDP deflator. 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 70
Format:  Multiple Choice

Level:  1

Topic:  2-2: Measuring the Cost of Living: The Consumer Price Index


	10.
	B

	
	negative; unemployment rate 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 86
Format:  Multiple Choice

Level:  1

Topic:  2-3: Measuring Joblessness: The Unemployment Rate


	11.
	D

	
	decreases GDP by $20,000. 

	
	Origin:  Chapter 2 The Data of Macroeconomics, 90
Format:  Multiple Choice

Level:  3

Topic:  Problems and Applications


	12.
	D

	
	175. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 41
Format:  Multiple Choice

Level:  3

Topic:  3-3: What Determines the Demand for Goods and Services?


	13.
	B

	
	consumption increases and investment decreases. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 89
Format:  Multiple Choice

Level:  2

Topic:  3-4: What Brings the Supply and Demand for Goods and Services Into Equilibrium


	14.
	B

	
	crowding out. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 95
Format:  Multiple Choice

Level:  1

Topic:  3-4: What Brings the Supply and Demand for Goods and Services Into Equilibrium


	15.
	B

	
	increase in government spending. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 97
Format:  Multiple Choice

Level:  3

Topic:  3-4: What Brings the Supply and Demand for Goods and Services Into Equilibrium


	16.
	A

	
	lower real interest rate. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 99
Format:  Multiple Choice

Level:  3

Topic:  3-4: What Brings the Supply and Demand for Goods and Services Into Equilibrium


	17.
	C

	
	increase. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 100
Format:  Multiple Choice

Level:  2

Topic:  3-4: What Brings the Supply and Demand for Goods and Services Into Equilibrium


	18.
	B

	
	rises by $100 billion. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 120
Format:  Multiple Choice

Level:  3

Topic:  Problems and Applications


	19.
	D

	
	investment rises and the interest rate falls. 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 124
Format:  Multiple Choice

Level:  2

Topic:  Problems and Applications


	20.
	B

	
	a rise in money growth leads to a fall in consumption and a rise in investment. 

	
	Origin:  Chapter 4 Money and Inflation, 95
Format:  Multiple Choice

Level:  3

Topic:  Problems and Applications


	21.
	C

	
	both the nominal interest rate and the current price level will increase. 

	
	Origin:  Chapter 4 Money and Inflation, 64
Format:  Multiple Choice

Level:  1

Topic:  4-5: The Nominal Interest Rate and the Deman for Money


	22.
	D

	
	3 

	
	Origin:  Chapter 4 Money and Inflation, 42
Format:  Multiple Choice

Level:  3

Topic:  4-2: The Quantity Theory of Money


	23.
	B

	
	fiat 

	
	Origin:  Chapter 4 Money and Inflation, 10
Format:  Multiple Choice

Level:  1

Topic:  4-1: What Is Money?


	24.
	A

	
	actual rate of inflation is less than the expected rate of inflation. 

	
	Origin:  Chapter 4 Money and Inflation, 91
Format:  Multiple Choice

Level:  3

Topic:  Appendix: The Cagan Model: How Current and Future Money Affect the Price Level


	25.
	D

	
	the price level is proportional to the money supply. 

	
	Origin:  Chapter 4 Money and Inflation, 40
Format:  Multiple Choice

Level:  1

Topic:  4-2: The Quantity Theory of Money


	26.
	a. 3,900; 1,600; 4 percent  b. 1,600; 0; 1,600  c. 3,900; 1,100; 9 percent d. 1,600; -500; 1,100 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 130
Format:  Short Answer

Level:  3

Topic:  Numerical Problems


	27.
	a.
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b. i. real interest rate decreases

ii. national saving increases

iii. investment increases

iv. consumption is unchanged

v. output is unchanged, fixed because it is determined by the factors of production 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 133
Format:  Short Answer

Level:  3

Topic:  Graphical/Short-Answer Questions


	28.
	a.
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b. i. real interest rate increases

ii. national saving is unchanged

iii. amount of investment is unchanged

iv. consumption is unchanged

v. output is unchanged, fixed because it is determined by the factors of production 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 136
Format:  Short Answer

Level:  3

Topic:  Graphical/Short-Answer Questions


	29.
	a. i = 4 percent, P = ½   b. i = 5 percent, P = 1

	
	Origin:  Chapter 4 Money and Inflation, 99
Format:  Short Answer

Level:  3

Topic:  Numerical Problems


	30.
	a. 2,200; 1,300; 4 percent  b. 1,800; -500; 1,300  c. 2,200; 1,300; 14 percent d. 1,800; -500; 1,300 

	
	Origin:  Chapter 3- National Income- Where It Comes From and Where it Goes, 131
Format:  Short Answer

Level:  3

Topic:  Numerical Problems
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