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 ,QWKHJUDSKDERYHH[SDQVLRQDU\¿VFDOSROLF\ZRXOGEHGHPRQVWUDWHGE\DPRYHPHQWIURP
(E) point A to point B.
([SDQVLRQDU\¿VFDOSROLF\ZLOOFDXVHDQLQFUHDVHLQDJJUHJDWHGHPDQG7KHUHVXOWRIDQLQFUHDVHLQ
aggregate demand would be a movement from equilibrium position A to equilibrium position B.

13. In the graph above, contractionary monetary policy would be demonstrated by a movement from
(A) point B to point A.
Contractionary monetary policy will cause a decrease in aggregate demand. The result of a decrease in
aggregate demand would be a movement from equilibrium position B to equilibrium position A.
 ,QWKHJUDSKDERYHLIWKHHFRQRP\LVSUHVHQWO\RSHUDWLQJDWSRLQW%LQWKHDEVHQFHRIDQ\¿VFDORU
monetary policy action, we could conclude that
(C) point B is the short-run equilibrium and long-run equilibrium will be established at point C.
Point B is a short-run equilibrium as it is the intersection of the short-run aggregate supply curve
and the aggregate demand curve. In this case, that intersection lies beyond the long-run aggregate
supply curve and is therefore not sustainable as a long-run equilibrium position. Since the shortrun equilibrium is beyond the long-run equilibrium, resource prices will be bid up and create a new
equilibrium at higher price levels. In this case, that new equilibrium will occur at point C.
 :KLFKRIWKHIROORZLQJZLOOGHFUHDVHDJJUHJDWHGHPDQG"
(D) an increase in taxes
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The components of aggregate demand include consumer, business, government, and foreign
expenditures. Anything that would decrease any of these would decrease aggregate demand. An
increase in taxes would decrease consumer expenditures or business expenditures, and therefore
decrease aggregate demand.
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16. In the country of Econostan, an island nation previously closed to contact with the rest of the world,
the citizens tend to spend 80 percent of any increase in income. Based on this information, if a traveler
from outside were to visit and spend $10,000 on a newly produced product, the GDP of Econostan
could increase by a maximum of
(E) $50,000
If 80 percent of any increase is spent, then 20 percent is saved. The simple spending multiplier is
1/marginal propensity to save, or in this case 1/.20. The simple spending multiplier is therefore 5,
so any change in spending would be multiplied by a factor of 5. Five times the spending change of
$10,000 is $50,000.

17. A simultaneous and equally sized tax decrease and spending decrease by the federal government would
KDYHZKLFKRIWKHIROORZLQJHIIHFWV"
(C) decrease the price level and decrease real output
An equally sized tax decrease and a decrease in government spending would decrease aggregate
demand. A decrease in aggregate demand would decrease the price level and real output. As tax
decreases are subject to the marginal propensity to consume and save, their full effect would not be
felt by the economy. Only the tax decrease multiplied by the marginal propensity to consume would
increase aggregate demand. The entire amount of the decrease in government spending would decrease
aggregate demand.

18. An outward shift (to the right) of a production possibility curve would be most closely synonymous
with a (an)
(A) increase in long-run aggregate supply.
An outward shift of the production possibility curve would be the result of an increase in the productive
capacity of the economy. A rightward shift of the long-run aggregate supply curve would also
demonstrate, or be caused by, an increase in productive capacity.
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 $VHULHVRIQDWXUDOGLVDVWHUVOLNH¿UHVÀRRGVDQGHDUWKTXDNHVLQWKHVKRUWUXQFRXOGFDXVH
%  VXSSO\VKRFNVDQGLQÀDWLRQ
Natural disasters would cause a change in the cost of production. These types of changes would result
in a leftward shift in the aggregate supply curve. The result of a decrease, or leftward shift, in aggregate
VXSSO\ZRXOGEHDULVHLQWKHSULFHOHYHORULQÀDWLRQ
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 $FRPPRQO\FLWHGVKRUWFRPLQJRIWKHHIIHFWLYHQHVVRI¿VFDOSROLF\LVWKDW
(B) the interest rate effect and the foreign purchases effect tend to run counter to the policy
action.
7KHHIIHFWLYHQHVVRI¿VFDOSROLF\LVRIIVHWE\FURZGLQJLQDQGFURZGLQJRXW7KHXQLQWHQGHGHIIHFWRI
LQWHUHVWUDWHVFKDQJLQJLQDQXQGHVLUDEOHZD\RIIVHWVWRVRPHGHJUHHWKHLQWHQGHGHIIHFWRIWKH¿VFDO
policy. The unintended effect is strengthened by the foreign purchases effect, which also runs counter
WRWKHLQWHQWRIWKHLQLWLDO¿VFDOSROLF\
 %DVHGRQWKH¿QGLQJVRIWKH&RXQFLORI(FRQRPLF$GYLVRUVWKHFRPSOH[PXOWLSOLHULV
(B) less than the simple spending multiplier.
The complex multiplier is less than the simple multiplier because of leakages from the system. The
simple multiplier describes the maximum amount by which a change in spending could affect GDP.
The complex multiplier describes the actual amount by which a change in spending affects GDP.
 &RVWSXVKLQÀDWLRQLVFDXVHGE\
(D) a decrease in aggregate supply only.
&RVWSXVKLQÀDWLRQLVLQÀDWLRQFDXVHGE\DQLQFUHDVHLQWKHFRVWRISURGXFWLRQ,QFUHDVHGSURGXFWLRQ
costs would decrease aggregate supply and drive up the price level.

23. In the graph below, the intersection of which of the aggregate demand curves with the existing
DJJUHJDWHVXSSO\FXUYHGHPRQVWUDWHVDQHFRQRP\LQWKHPRVWVHYHUHUHFHVVLRQ"
(A) A
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The most severe recession would occur where the aggregate supply curve intersects the aggregate
demand curve at the lowest level of real GDP. In this case, that is aggregate demand curve A.
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 :KLFKRIWKHIROORZLQJUHSUHVHQWVDYDOLGSRWHQWLDOOLPLWDWLRQRIWKHHIIHFWLYHQHVVRI¿VFDOSROLF\DQG
PRQHWDU\SROLF\UHVSHFWLYHO\"
(A) crowding out; a weak link between interest rate changes and investment changes
&URZGLQJRXWLVDQXQLQWHQGHGFRQVHTXHQFHRIH[SDQVLRQDU\¿VFDOSROLF\$QH[SDQVLRQDU\SROLF\
would require the government to enter the loanable funds market and increase the demand for loanable
funds, driving up the interest rate. The higher interest rates would crowd out private investment and
offset, to some degree, the intended effect of the expansionary policy. If there is a weak link between
interest rate changes and the level of investment spending, this would limit the effectiveness of
monetary policy.
 ,QWKHJUDSKEHORZFURZGLQJRXWLVGHPRQVWUDWHGE\ZKLFKRIWKHIROORZLQJVKLIWV"
(A) Aggregate Demand1 to Aggregate Demand4 to Aggregate Demand5
&URZGLQJRXWLVDVVRFLDWHGZLWKH[SDQVLRQDU\¿VFDOSROLF\([SDQVLRQDU\¿VFDOSROLF\ZRXOGLQLWLDOO\
shift aggregate demand outward. The unintended effect of an expansionary policy would be to drive
up interest rates which would crowd out private investment and shift aggregate demand inward. This is
shown on the graph by a shift of aggregate demand from Aggregate Demand1 to Aggregate Demand4
and then a shift from Aggregate Demand4 to Aggregate Demand5.
26. The effect of a simultaneous decrease in government spending and a decrease in the money supply
ZRXOGEHFRUUHFWO\VKRZQLQZKLFKRIWKHJUDSKVEHORZ"
(C) C
A decrease in government spending would decrease aggregate demand. A decrease in the money supply
would increase interest rates and decrease aggregate demand.

27. The long-run aggregate supply curve is most similar to the
(D) production possibilities curve.
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The long-run aggregate supply curve describes a potential level of maximum production. This potential
output would occur at full employment. The production possibility curve also shows the maximum
OHYHORISURGXFWLRQLIDOOUHVRXUFHVDUHEHLQJHI¿FLHQWO\XVHG
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28. Which of the following correctly sums up the difference between the classical and Keynesian views of
PDFURHFRQRPLFVWDELOLW\"
(B) the Keynesian view is that the economy is inherently unstable and needs active countercyclical policies to provide stability, while the Classical view is that the best course of action
LVWRDOORZPDUNHWIRUFHV WKURXJKÀH[LEOHZDJHVDQGSULFHV WRFRUUHFWIRUDQ\VKRUWWHUP
HFRQRPLFÀXFWXDWLRQV
The Keynesian view is that the economy is inherently unstable and needs active counter-cyclical
policies to achieve the desired outcomes. The classical view is that markets will self correct and,
WKURXJKDV\VWHPRIÀH[LEOHZDJHVDQGSULFHVWKHHFRQRP\ZLOODXWRPDWLFDOO\DFKLHYHWKHGHVLUHG
outcome.
 :KLFKRIWKHJUDSKVEHORZGHPRQVWUDWHVDQHFRQRP\H[SHULHQFLQJORQJUXQHFRQRPLFJURZWK"
(A) A
Long-run economic growth is demonstrated by a rightward shift in the long-run aggregate supply curve.

30. The concept of crowding out (or crowding in) is generally regarded as a limitation of the effectiveness
of
$  ¿VFDOSROLF\RQO\
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&URZGLQJRXWDQGFURZGLQJLQDUHXQLQWHQGHGFRQVHTXHQFHVRIH[SDQVLRQDU\DQGFRQWUDFWLRQDU\¿VFDO
SROLFLHV$QH[SDQVLRQDU\¿VFDOSROLF\GULYHVXSLQWHUHVWUDWHVDQGDVDUHVXOWRIWKHKLJKHULQWHUHVW
UDWHVSULYDWHLQYHVWPHQWLVFURZGHGRXW&RQWUDFWLRQDU\¿VFDOSROLF\GULYHVGRZQLQWHUHVWUDWHVDQG
FURZGVLQSULYDWHLQYHVWPHQW%RWKRIWKHVHDUHFRQVLGHUHGOLPLWDWLRQVRIWKHHIIHFWLYHQHVVRI¿VFDO
policy.

RUBRICS

  $VVXPHWKHIROORZLQJ¿JXUHVUHSUHVHQWWKHH[LVWLQJFRQGLWLRQLQWKH86HFRQRP\
Unemployment rate



,QÀDWLRQUDWH



Annual rate of real GDP growth



PRICE LEVEL

D  ,VWKHHFRQRP\IDFLQJDQ\HFRQRPLFSUREOHPVDVGHVFULEHGE\WKHGDWDDERYH"([SODLQ
<HVWKHUDWHRILQÀDWLRQLVKLJKVLJQL¿FDQWO\DERYHWKHUDQJH
(b) Draw an aggregate supply and aggregate demand diagram to demonstrate the effect of the federal
government instituting a massive new tax increase on consumers and businesses in the economy
described above.
See graph below.
Long-run Aggregate Supply
Short-run Aggregate Supply

Aggregate Demand1
Aggregate Demand2
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REAL GROSS DOMESTIC PRODUCT
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(c) Describe the effect of the Federal Reserve decreasing the money supply on each of the following:
(i) interest rate
Interest rates would increase as the supply of money decreases.
(ii) the level of output
The level of output would decrease as higher interest rates would decrease aggregate
demand.
(iii) the level of unemployment
The level of unemployment would increase as higher interest rates would decrease
aggregate demand.
(iv) the price level
The price level would decrease as higher interest rates would decrease aggregate
demand.
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2. Draw a correctly labeled short-run Phillips curve and then redraw the curve to demonstrate the effect of
each of the following:

INFLATION RATE

(a) a leftward shift of the aggregate demand curve
See graph below.

A

B
Phillips Curve

UNEMPLOYMENT RATE

INFLATION RATE

(b) a rightward shift of the aggregate supply curve
See graph below.

Phillips Curve1
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Phillips Curve2
UNEMPLOYMENT RATE
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3. Draw a correctly labeled loanable funds graph and then redraw the curve to demonstrate each of the
following:

REAL INTEREST RATE

D  DQLQFUHDVHLQGH¿FLWVSHQGLQJE\WKHIHGHUDOJRYHUQPHQW
See graph below.

Supply of Loanable Funds

Demand for
Loanable Funds2
Demand for
Loanable Funds1
QUANTITY OF LOANABLE FUNDS

Supply of Loanable Funds1
Supply of Loanable Funds2

Demand for Loanable Funds
QUANTITY OF LOANABLE FUNDS
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REAL INTEREST RATE

(b) an increased desire on the part of consumers to save for their retirement
See graph below.

