Chapter 11 Aggregate Demand I


1. In The General Theory of Employment, Interest, and Money, John Maynard Keynes proposed that the Great Depression was caused by:
A. government budget deficits.
B. low aggregate demand.
C. saving rates that were too low.
D. inept monetary policy.
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2. Which of the following is NOT exogenous in the IS–LM model?
A. the interest rate
B. taxes
C. the price level
D. government expenditure


3. In the Keynesian cross model of Chapter 11, if the interest rate is constant and the MPC is 0.7, then the government purchases multiplier is:
A. 0.3.
B. 0.7.
C. 1.4.
D. 3.3.


4. In the Keynesian cross model of Chapter 11, if the interest rate is constant, the MPC is 0.6, and taxes are increased by €100, by how much does income change?
A. It increases by €150.
B. It decreases by €150.
C. It increases by €166.
D. It decreases by €166.


5. The relationship between interest rates and the level of income that brings the goods and services market into equilibrium is called the:
A. LM curve.
B. IS curve.
C. aggregate demand curve.
D. aggregate supply curve.


6. The investment function and the IS curve slope:
A. upward because higher interest rates induce more investment.
B. upward because higher interest rates induce less investment.
C. downward because higher interest rates induce more investment.
D. downward because higher interest rates induce less investment.


7. The slope of the IS curve depends on:
A. the sensitivity of investment to the interest rate.
B. the level of government expenditures.
C. the sensitivity of the demand for real money balances to the interest rate.
D. None of the answers is correct.


8. The IS curve is drawn for a given:
A. fiscal policy.
B. monetary policy.
C. interest rate.
D. level of income.


9. Exogenous increases in the supply of loanable funds will lower the interest rates and will shift the:
A. LM curve outward.
B. LM curve inward.
C. IS curve outward.
D. IS curve inward.


10. If investment becomes less sensitive to the interest rate, then the:
A. LM curve becomes steeper.
B. LM curve becomes flatter.
C. IS curve becomes steeper.
D. IS curve becomes flatter.


11. If the marginal propensity to consume is large, then the:
A. LM curve is relatively steep.
B. LM curve is relatively flat.
C. IS curve is relatively steep.
D. IS curve is relatively flat.


12. The LM curve is drawn for a given:
A. real income.
B. nominal income.
C. money supply.
D. interest rate.


13. The quantity of real money balances demanded depends on the:
A. nominal interest rate.
B. rate of inflation.
C. nominal money supply.
D. price level.


14. The quantity of real money balances demanded depends on:
A. consumption.
B. real income.
C. nominal income.
D. the price level.


15. The “theory of liquidity preference” in macroeconomics deals with:
A. how the money demand is determined in the long run.
B. how the interest rates are determined in the long run.
C. how the price level is determined in the short run.
D. how interest rates are determined in the short run.


16. The relationship between the interest rate and the level of income that equilibrates the money market is called the:
A. LM curve.
B. IS curve.
C. aggregate demand curve.
D. aggregate supply curve.


17. The theory of liquidity preference assumes that the supply of real money balances, plotted against the interest rate, is:
A. upward sloping.
B. downward sloping.
C. horizontal.
D. vertical.


18. The theory of liquidity preference postulates that the demand for real money balances, plotted against the interest rate, is:
A. upward sloping.
B. downward sloping.
C. horizontal.
D. vertical.



19. In the quantity theory interpretation of the LM curve, the LM curve slopes up because:
A. a higher inflation rate implies a higher interest rate.
B. velocity depends on the interest rate.
C. when income rises, a lower interest rate is necessary to equilibrate the money market.
D. for a given price level, the supply of money determines the level of income.


20. If the central bank increased the supply of real money balances, then the LM curve would:
A. become steeper.
B. become flatter.
C. shift inward.
D. shift outward.


21. If money demand became more sensitive to the level of income, the LM curve would:
A. become steeper.
B. become flatter.
C. shift inward.
D. shift outward.


22. At the point where the IS curve and the LM curve intersect, the:
A. the goods market is in equilibrium.
B. the money market is in equilibrium.
C. the labor market is in equilibrium.
D. the money and the goods market are in equilibrium.



Answers

1b - See the introduction to Chapter 11.

2a - See the introduction to Chapter 11.

3d - The multiplier is equal to 1/(1 – MPC). If the MPC is 0.7, the government purchases multiplier will be 3.3. See Section 11-1.

4b - The tax multiplier is equal to −MPC/(1 – MPC). If the MPC is equal to 0.6, the multiplier is −1.5, which implies that a tax increase of €100 induces a decrease in income of $150. See Section 11-1.

5b - See Section 11-1.

6d - See Section 11-1.

7a - The slope of the IS curve depends on the sensitivity of investment to the interest rate. See Section 11-1.

8a - See Section 11-1.

9d - If the supply of loanable funds increases, then at each Y, the r that equilibrates the demand for and supply of loanable funds will be lower. This translates into an inward shift of the IS curve. See Section 11-1.

10c - If investment becomes less sensitive to the interest rate, a given increase in Y must be accompanied by a larger increase in r to keep the loanable funds market in equilibrium. This implies a steeper IS curve. See Section 11-1.

11d - A larger marginal propensity to consume means that a given increase in Y will result in a smaller increase in saving. Thus, it must be accompanied by a smaller decrease in r to keep the loanable funds market in equilibrium. This implies a flat IS curve. See Section 11-1.

12c - See Section 11-2.

13a - See Section 11-2.

14b - See Section 11-2.

15d - The theory of liquidity deals with how interest rates are determined in the short run. See Section 11-2.

16a - See Section 11-2.

17d - The supply of real balances does not depend on the interest rate. Therefore, it is vertical. See Section 11-2.

18b - Because the interest rate is the cost of holding money, a higher interest rate lowers the quantity of real balances demanded. This means that the demand curve is downward sloping. See Section 11-2.

19b - See Section 11-2.

20d - If the supply of real balances increases, then the interest rate at every level of output must be lower to equilibrate the market for real balances. This means the LM curve shifts outward. See Section 11-2.

21a - If money demand became more sensitive to the level of income, a given increase in income would necessitate a larger increase in the real interest rate to keep the money market in equilibrium. This means that the LM curve would get steeper. See Section 11-2.

22d - At any point in the IS curve, the goods market is in equilibrium. At any point in the LM curve, the money market is in equilibrium. At the intersection of the IS and the LM curves, both markets are in equilibrium. See Section 11-3.
