Chapter 12 Aggregate Demand II

1. According to the IS–LM model, an increase in government purchases causes a(n):
A. increase in income and a decrease in the interest rate.
B. decrease in income and a decrease in the interest rate.
C. increase in income and an increase in the interest rate.
D. decrease in income and an increase in the interest rate.


2. Suppose that the LM curve is vertical. An increase in taxes will:
A. increase income and leave the interest rate unchanged.
B. decrease income and leave the interest rate unchanged.
C. increase the interest rate and leave income unchanged.
D. decrease the interest rate and leave income unchanged.


3. According to the IS–LM model, if the central bank increases the money supply, then the interest rate:
A. falls and income falls.
B. falls and income rises.
C. rises and income falls.
D. rises and income rises.


4. The IS–LM model predicts that an increase in the price level will:
A. increase the interest rate and increase income.
B. increase the interest rate and decrease income.
C. decrease the interest rate and increase income.
D. decrease the interest rate and decrease income.

5. Suppose that the government raises taxes. According to the IS–LM model, what would the central bank have to do to keep income constant and what would be the subsequent effect on interest rates?
A. The central bank needs to increase the money supply; interest rates remain unchanged.
B. The central bank needs to increase the money supply; interest rates go down.
C. The central bank needs to decrease the money supply; interest rates remain unchanged.
D. The central bank needs to decrease the money supply; interest rates go up.


6. Suppose that the government gets serious about saving the whales and increases spending considerably. What would the central bank have to do to keep interest rates constant, and what would happen to the level of income?
A. The central bank needs to decrease the money supply; income remains unchanged.
B. The central banks needs to decrease the money supply; income goes down.
C. The central banks needs to increase the money supply; income remains unchanged.
D. The central bank needs to increase the money supply; income goes up.

7. If the government raises taxes and the central bank maintains a policy of keeping the interest rate constant, then the combined effect of these two policies would cause income to:
A. fall.
B. stay the same.
C. rise.
D. It cannot be determined from the information given.


8. If the government raises taxes and the central bank increases the money supply, then the combined effect of these two policies would cause income to:
A. fall.
B. stay the same.
C. rise.
D. It cannot be determined from the information given.


9. If, in response to an increase in government spending, the central bank decides to keep interest rates constant, the government purchases multiplier is:
A. larger than in the case where the central bank keeps the money supply constant.
B. smaller than in the case where the central bank keeps the money supply constant.
C. the same as in the case where the central bankd keeps the money supply constant.
D. larger or smaller than in the case where the central bank keeps money supply constant.


10. The slowdown in western economies in 2001 can be explained by:
A. negative shocks to the IS curve resulting in a fall in aggregate demand.
B. negative shocks to the LM curve resulting in a fall in aggregate demand.
C. negative shocks to the IS curve resulting in a fall in aggregate supply.
D. negative shocks to the LM curve resulting in a fall in aggregate supply.

Feedback for correct answer: Correct! 

Feedback for incorrect answer: Incorrect! The correct answer is: negative shocks to the IS curve resulting in a fall in aggregate demand. See section 12-1.

11. Suppose that income is temporarily above the natural rate level. In the IS–LM model, long-run equilibrium is achieved when the price level:
A. falls and the LM curve shifts outward.
B. rises and the LM curve shifts inward.
C. falls and the IS curve shifts inward.
D. rises and the IS curve shifts outward.


12. Because of the relationship between prices and the real money supply, the aggregate demand curve is:
A. vertical.
B. upward-sloping.
C. horizontal.
D. downward-sloping.

13. If the government increases government spending, then the aggregate demand curve will:
A. shift to the right.
B. shift to the left.
C. become steeper.
D. become flatter.


14. If the central bank decreases the supply of money, then the aggregate demand curve will:
A. shift to the right.
B. shift to the left.
C. become steeper.
D. become flatter.


15. On the same graph as we draw the downward-sloping aggregate demand curve, we draw an aggregate supply curve that is:
A. horizontal in the short run and horizontal in the long run.
B. horizontal in the short run and vertical in the long run.
C. vertical in the short run and horizontal in the long run.
D. vertical in the short run and vertical in the long run.


16. Suppose that a money demand shock hits the economy. According to the classical model, the variable that will adjust to move the economy back to equilibrium is:
A. income.
B. the interest rates.
C. the money supply.
D. the price level.


17. The “money hypothesis” explanation for the Great Depression stipulates that the Depression was caused by a contractionary shift in the LM curve. Which of the following facts supports this hypothesis?
A. The stock market crash of 1929 reduced real wealth.
B. The interest rate did not rise.
C. The nominal money supply contracted and the price level fell dramatically.
D. Real balances did not fall.


18. The “money hypothesis” is not accepted as a cause for the Great Depression because:
A. The amount of real money balances slightly rose between 1929 and 1931.
B. The nominal interest rate did not rise during the period.
C. The nominal money supply contracted and the price level fell dramatically
D. Both the amount of real money balances rose and the nominal interest rate did not rise during the period.


19. The “spending hypothesis” explaining the Great Depression stipulates that the main cause of the Great Depression was a decline in spending. Which of the following does not support this hypothesis?
A. Investment in housing declined.
B. Widespread bank failures occurred.
C. Government purchases rose during 1929–1932.
D. The stock market crash of 1929 reduced real wealth.


20. The Pigou effect stipulates:
A. falling prices expand income.
B. falling prices depress income.
C. expanding income leads to a higher price level.
D. falling income leads to a lower price level.


21. Debt-deflation leads to lower income because:
A. falling prices redistribute income from creditors to debtors, which leads to a decline in the APC.
B. falling prices redistribute income from debtors to creditors, which leads to a decline in the APC.
C. a rise in the saving rate leads to a lower amount of real debt in the economy, depressing consumption and therefore income.
D. a fall in the saving rate leads to higher interest rates and lower income.


22. Most economists believe that the Great Depression is unlikely to be repeated in the future. Which of the following is NOT a legitimate reason to believe this?
A. The central bank will not let the money supply fall by a large amount.
B. More effort is made today to balance the government budget.
C. Widespread bank failures are less likely to occur.
D. The income tax provides an automatic stabilizer today.



23. Some economists believe that a liquidity trap may occur when:
A. the real interest rate is negative.
B. the unemployment rate exceeds 10 per cent.
C. the nominal interest rate is close to zero.
D. output growth exceeds its long-run potential rate.


24. If the economy is experiencing a liquidity trap, expansionary monetary policy will:
A. increase interest rates and expand aggregate demand.
B. lower the interest rates and expand aggregate demand.
C. lower the interest rates and decrease aggregate demand.
D. no longer lower the interest rates further, and aggregate demand will not change.



Answers

1c - When government purchases increase, the IS curve shifts to the right. This action leads to an increase in income and the interest rate. See Section 12-1.

2d - An increase in taxes will cause the IS curve to shift to the left. If the LM curve is vertical, this will cause a reduction in the interest rate and income will be unchanged. See Section 12-1.

3b - An increase in the money supply causes the LM curve to shift to the right, resulting in lower interest rates and higher income. See Section 12-1.

4b - If the price level increases, real balances fall, causing the LM curve to shift to the left. This action will result in an increase in the interest rate and a decrease in income. See Section 12-2.

5b - Increasing taxes will cause the IS curve to shift to the left. If the central bank increases the money supply, the LM curve will shift to the right, returning income to its initial level. Interest rates will be lower. See Section 12-1.

6d - Increasing government spending will cause the IS curve to shift to the right. To keep interest rates constant, the central bank will have to increase the money supply, thereby inducing the LM curve to shift to the right. This will result in an increase in income. See Section 12-1.

7a - Raising taxes causes the IS curve to shift to the left, resulting in lower interest rates. To bring interest rates back to their original level, the central bank must lower the money supply. Both policies cause income to fall. See Section 11-1.

8d - The first policy causes the IS curve to shift left, resulting in lower income. The second policy causes the LM curve to shift right, resulting in higher income. Since the policies work in opposite directions, we cannot tell whether income will rise or fall. See Section 12-1.

9a - Increasing G will shift the IS curve to the right and result in an increase in Y. To return interest rates to their initial level, the central bank would have to increase the money supply to shift the LM curve to the right, thereby further increasing Y. Thus, the government spending multiplier is larger than when the central bank does nothing. See Section 12-1.

10a - See section 12-1.

11b - See Section 12-2.

12d - As the IS–LM model tells us, when prices increase, real balances fall, causing the LM curve to shift to the left and income to fall. This relationship implies that the AD curve is downward-sloping. See Section 12-2.

13a - See Section 12-2.

14b - See Section 12-2.

15b - See Section 12-2.

16d - See Section 12-2.

17c - See Section 12-3.

18d - For the “money hypothesis” to be accepted as a cause for the Great Depression, the real money balances must decrease and the nominal interest rate must increase. Both of these were not observed during 1929–1931. See Section 12-3.

19c - If government purchases rose during the Great Depression, this would have increased spending. See Section 12-3.

20a - See Section 12-3.

21b - See Section 12-3.

22b - The attempt to balance the budget at the beginning of the Great Depression made matters worse by contracting aggregate demand. Since the Great Depression, less of an effort has been made to balance the government budget. See Section 12-3.

23c - A liquidity trap is a situation where the nominal interest rate cannot be lowered below zero, so monetary policy may be unable to expand aggregate demand in the economy. See Section 12-3.
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