CMA PART 1 A
MACROECONOMICS
115 QUESTIONS
[1] Source: CMA 1281 1-7 

The value of money 

   A. Varies directly with the tax rates. 

   B. Varies directly with government spending. 

   C. Varies directly with investment. 

   D. Varies inversely with the general level of prices. 

[2] Source: CMA 1281 1-9 

Monetary theorists believe in the use of 

   A. A stable growth rate for the money supply. 

   B. Stable interest rates to stabilize the money supply. 

   C. Fiscal policy as the main stabilization tool. 

   D. A "stop-and-go" monetary policy for fine tuning 

   the economy. 

[3] Source: CMA 1283 1-12 

During a recession the goal of government fiscal policy is to 

raise equilibrium output from $3 trillion to $3.5 trillion. An 

appropriate governmental action in this situation would be 

to 

   A. Decrease government spending. 

   B. Increase government taxes. 

   C. Increase government spending. 

   D. Increase government taxes and decrease 

   government spending by equal amounts. 

[4] Source: CMA 1283 1-14 

All of the following are functions of the Federal Reserve 

System except 

   A. Acting as a lender of last resort to the business 

   community. 

   B. Accepting deposits of, and making loans to, 

   commercial banks. 

   C. Supplying the economy with paper money in the 

   form of Federal Reserve notes. 

   D. Providing for the collection of checks. 

[5] Source: CMA 1283 1-17 

The discount rate of the Federal Reserve System is the 

   A. Specified percentage of a commercial bank's 

   deposit liabilities that must be deposited in the central 

   bank. 

   B. Rate that the central bank charges for loans 

   granted to commercial banks. 

   C. Rate that commercial banks charge for loans 

   granted to the public. 

   D. Ratio of excess reserves to legal reserves that are 

   deposited in the central bank. 

[6] Source: CMA 0684 1-15 

The Keynesian analysis of monetary and fiscal policy 

   A. Assumes the economy is stable and 

   self-regulating. 

   B. Places primary emphasis on monetary policy. 

   C. Assumes that velocity is stable. 

   D. Focuses on aggregate expenditures. 

[7] Source: CMA 0684 1-16 

A major problem arising from the use of fiscal policy to 

help stabilize an economy is that there 

   A. Are too few fiscal goals that have wide public 

   support. 

   B. May be an expansionary and, therefore, 

   inflationary bias to such policies. 

   C. Is too short a lag between recognizing an 

   economic problem and implementing a cure. 

   D. Is a balanced budget that promotes cyclical 

   fluctuations. 

[8] Source: CMA 0684 1-19 

The primary mechanism of monetary control of the Federal 

Reserve System is 

   A. Changing the discount rate. 

   B. Conducting open market operations. 

   C. Changing reserve requirements. 

   D. Using moral persuasion. 

[9] Source: CMA 0684 1-20 

A tight monetary policy is frequently cited as an important 

policy instrument for fighting inflation. Keynesian 

economists believe that one of the possible undesirable side 

effects of such a policy is 

   A. Reduced business investment due to higher 

   interest rates. 

   B. Reduced business investment due to lower interest 

   rates. 

   C. Increased business investment due to decreased 

   government spending. 

   D. Increased business investment because of reduced 

   confidence in business. 

[10] Source: CMA 1284 1-12 

Providing an adequate supply of money to accommodate 

the needs of U.S. business is the task of the 

   A. United States Treasury. 

   B. Controller of the Currency. 

   C. Bureau of Printing and Engraving. 

   D. Federal Reserve System. 

[11] Source: CMA 1284 1-13 

Members of the Board of Governors of the Federal 

Reserve System are 

   A. Elected by the presidents of the Federal Reserve 

   District Banks. 

   B. Appointed by the U.S. President and confirmed 

   by the U.S. Senate. 

   C. Elected by member banks of the Federal Reserve 

   Banks. 

   D. Nominated by individual members of the U.S. 

   House of Representatives and confirmed by a vote of 

   the House. 

[12] Source: CMA 1284 1-15 

Which of the following results could be expected from an 

open market operation of the Federal Reserve? 

   A. A sale of securities would lower interest rates. 

   B. A purchase of securities would raise interest rates. 

   C. A purchase of securities would lower security 

   prices. 

   D. A sale of securities would raise interest rates. 

[13] Source: CMA 1284 1-17 

One basis point is 

   A. 1%. 

   B. 1/10 of 1%. 

   C. 1/100 of 1%. 

   D. 1/1,000 of 1%. 

[14] Source: CMA 0685 1-20 

Economists and economic policy makers are interested in 

the multiplier effect because the multiplier explains why 

   A. A small change in investment can have a much 

   larger impact on gross domestic product. 

   B. Consumption is always a multiple of savings. 

   C. The money supply increases when deposits in the 

   banking system increase. 

   D. The velocity of money is less than one. 

[15] Source: CMA 0685 1-21 

One of the measures economists and economic policy 

makers use to gauge a nation's economic growth is to 

calculate the change in the 

   A. Money supply. 

   B. Total wages. 

   C. General price level. 

   D. Real per capita output. 

[16] Source: CMA 0685 1-23 

When economists are concerned about the liquidity 

preference function, they are interested in 

   A. The relationship of the demand for money and the 

   rate of interest. 

   B. The proportion of liquid (cash) reserves 

   maintained by commercial banks. 

   C. The preference for a currency backed by gold. 

   D. A bank's desire for accounts receivable as 

   collateral. 

[17] Source: CMA 0685 1-24 

When the addition to capital goods in an economy exceeds 

the capital consumption allowance, the economy has 

experienced 

   A. Negative net investment. 

   B. Equilibrium investment. 

   C. Positive gross investment. 

   D. Positive net investment. 

[18] Source: CMA 0685 1-25 

The creation of deposit money by U.S. commercial banks 

increases the 

   A. Real wealth of the United States. 

   B. Real U.S. national income. 

   C. U.S. money supply. 

   D. Purchasing power of the U.S. dollar. 

[19] Source: CMA 0686 1-17 

Personal income is equal to 

   A. Gross domestic product minus net national 

   product. 

   B. Net domestic product plus transfer payments to 

   individuals. 

   C. Disposable income minus personal tax payments. 

   D. Disposable income plus personal tax payments. 

[20] Source: CMA 0686 1-19 

Unemployment that is caused by a mismatch between the 

composition of the labor force (in terms of skills, 

occupation, industries, or geographic location) and the 

makeup of the demand for labor is called 

   A. Real wage unemployment. 

   B. Deficient-demand unemployment. 

   C. Frictional unemployment. 

   D. Structural unemployment. 

[21] Source: CMA 0686 1-20 

Two examples of indirect taxes are 

   A. Taxes on business and rental property and 

   personal income taxes. 

   B. Sales taxes and Social Security taxes paid by 

   employees. 

   C. Sales taxes and excise taxes. 

   D. Social Security taxes paid by employees and 

   personal income taxes. 

[22] Source: CMA 1286 1-14 

Government transfer payments 

   A. Reallocate the consumption of goods and services 

   to the public sector. 

   B. Increase aggregate demand for private sector 

   goods and services. 

   C. Reallocate the consumption of goods and services 

   in the private sector. 

   D. Decrease aggregate demand for private sector 

   goods and services. 

[23] Source: CMA 1286 1-15 

Government borrowing to finance large deficits increases 

the demand for lendable funds and 

   A. Increases the supply of lendable funds. 

   B. Exerts downward pressure on interest rates. 

   C. Has no impact on interest rates. 

   D. Puts upward pressure on interest rates. 

[24] Source: CMA 0693 1-1 

A period of rising inflation 

   A. Increases the price level, which benefits those who 

   are entitled to receive specific amounts of money. 

   B. Enhances the positive relationship between the 

   price level and the purchasing power of money. 

   C. Will not be affected by contracts that include the 

   indexing of payments. 

   D. Increases the price level, which is negatively 

   related to the purchasing power of money. 

[25] Source: CMA 0693 1-2 

During the recessionary phase of a business cycle, 

   A. The purchasing power of money is likely to 

   decline rapidly. 

   B. The natural rate of unemployment will increase 

   dramatically. 

   C. Potential national income will exceed actual 

   national income. 

   D. Actual national income will exceed potential 

   national income. 

[26] Source: CMA 0693 1-3 

The trough of a business cycle is generally characterized by 

   A. Shortages of essential raw materials and rising 

   costs. 

   B. Increasing purchasing power and increasing capital 

   investments. 

   C. Rising costs and an unwillingness to risk new 

   investments. 

   D. Unused productive capacity and an unwillingness 

   to risk new investments. 

[27] Source: CIA 0590 IV-67 

If indirect business taxes were subtracted from net 

domestic product (NDP), the result would be 

   A. Disposable personal income. 

   B. Personal income. 

   C. National income. 

   D. Gross domestic product (GDP). 

[28] Source: CIA 0593 IV-68 

The marginal propensity to save is defined as that fraction 

of a 

   A. Given income that is saved. 

   B. Given income that is not saved. 

   C. Change in income that is saved. 

   D. Change in income that is not saved. 

[29] Source: CIA 0589 IV-70 

Economic growth can be depicted as an outward shift of 

the production possibilities curve. Which of the following 

factors would result in such a shift? 

   A. A reduction in unemployment. 

   B. Increased use of plant capacity. 

   C. An increase in the quantity and/or quality of 

   resources. 

   D. A reduction in inefficiency. 

[30] Source: CIA 0594 IV-69 

Which of the following instruments of monetary policy is the 

most important means by which the money supply is 

controlled? 

   A. Open market operations. 

   B. Manipulation of government spending. 

   C. Changing the discount rate. 

   D. Changing tax rates. 

[31] Source: CIA 1193 IV-67 

A nation's unemployment rate increased from 4% to 6%. 

The economic cost of this increase in unemployment can be 

described as the amount by which 

   A. Actual Gross Domestic Product falls short of 

   potential Gross Domestic Product. 

   B. Aggregate expenditures fall short of the 

   full-employment level of Net Domestic Product. 

   C. Aggregate spending exceeds the full-employment 

   level of Net Domestic Product. 

   D. Merchandise imports exceed exports. 

[32] Source: CIA 0592 IV-69 

Macroeconomic stability theory includes the concepts of 

full employment and price stability. Which of the following 

are usually considered unavoidable factors preventing the 

achievement of 100% employment? 

   A. Frictional, structural, and cyclical unemployment. 

   B. Effects of demand-pull and cost-push inflation. 

   C. Decisions of employable persons to voluntarily 

   remain unemployed or to cease seeking employment. 

   D. International specialization and resource 

   allocation. 

[Fact Pattern #1]

The financial transactions for a country with values stated in 

billions of dollars follow.

 Gross domestic product (GDP)              $4,000

 Transfer payments                            500

 Corporate income taxes                        50

 Social Security contributions                200

 Indirect business taxes                      210

 Personal taxes                               250

 Undistributed corporate profits               25

 Depreciation                                 500

 Net income earned abroad for the country       0

[33] Source: CMA 0694 1-9 

(Refers to Fact Pattern #1)

Net domestic product is 

   A. $3,500 

   B. $3,450 

   C. $3,290 

   D. $3,475 

[34] Source: CMA 0694 1-10 

(Refers to Fact Pattern #1)

National income is 

   A. $3,500 

   B. $3,290 

   C. $3,515 

   D. $3,265 

[35] Source: CMA 0694 1-11 

(Refers to Fact Pattern #1)

Personal income is 

   A. $3,500 

   B. $3,290 

   C. $3,265 

   D. $3,515 

[36] Source: CMA 0694 1-12 

(Refers to Fact Pattern #1)

Disposable income is 

   A. $3,500 

   B. $3,290 

   C. $4,500 

   D. $3,265 

[37] Source: CMA 0694 1-15 

The federal budget deficit is the 

   A. Total accumulation of the federal government's 

   surpluses and deficits. 

   B. Excess of state, local, and federal spending over 

   their revenues. 

   C. Amount by which the federal government's 

   expenditures exceed its revenues in a given year. 

   D. Amount by which liabilities exceed assets on the 

   federal government's balance sheet. 

[38] Source: CMA 0694 1-1 

The discount rate set by the Federal Reserve System is the 

   A. Required percentage of reserves deposited at the 

   central bank. 

   B. Rate that commercial banks charge for loans to 

   each other. 

   C. Rate that commercial banks charge for loans to 

   the general public. 

   D. Rate that the central bank charges for loans to 

   commercial banks. 

[39] Source: CMA 0694 1-7 

A banking system with a reserve ratio of 20% and a 

change in reserves of $1,000,000 can increase its total 

demand deposits by 

   A. $200,000 

   B. $5,000,000 

   C. $1,000,000 

   D. $800,000 

[40] Source: CMA 0694 1-8 

All of the following actions are valid tools that the Federal 

Reserve Bank uses to control the supply of money, except 

   A. Buying government securities. 

   B. Selling government securities. 

   C. Changing the reserve ratio. 

   D. Printing money when the level of M1 appears low. 

[41] Source: CMA 0695 1-23 

Which one of the following groups would be the primary 

beneficiary of a tariff? 

   A. Domestic producers of export goods. 

   B. Domestic producers of goods protected by the 

   tariff. 

   C. Domestic consumers of goods protected by the 

   tariff. 

   D. Foreign producers of goods protected by the 

   tariff. 

[42] Source: CMA 0695 1-21 

Given the following data, what is the marginal propensity to 

consume?

         Level

------------------------

Disposable

  Income     Consumption

----------   -----------

 $40,000       $38,000

  48,000        44,000

   A. 1.33 

   B. 1.26 

   C. 0.95 

   D. 0.75 

[43] Source: CMA 0695 1-22 

If the Federal Reserve Board wanted to implement an 

expansionary monetary policy, which one of the following 

actions would the Federal Reserve Board take? 

   A. Raise the reserve requirement and the discount 

   rate. 

   B. Purchase additional U.S. government securities 

   and lower the discount rate. 

   C. Reduce the reserve requirement and raise the 

   discount rate. 

   D. Raise the discount rate and sell U.S. government 

   securities. 

[44] Source: CIA 1196 IV-72 

For a given level of tax collections, prices, and interest 

rates, a decrease in governmental purchases will result in 

a(n) 

   A. Increase in aggregate demand. 

   B. Increase in aggregate supply. 

   C. Decrease in aggregate demand. 

   D. Decrease in aggregate supply. 

[45] Source: CIA 0596 IV-60 

Under the income approach, gross domestic product 

(GDP) is measured as 

   A. Depreciation charges and indirect business taxes + 

   Wages + Rents + Interest + Profits - Net American 

   income earned abroad. 

   B. Wages + Rents + Interest + Profits. 

   C. Depreciation charges and indirect business taxes + 

   Wages + Rents - Interest + Profits. 

   D. Wages + Rents + Interest - Profits + Net 

   American income earned abroad. 

[46] Source: CIA 1195 IV-56 

When gross investment <List A> depreciation, the capital 

stock of the economy is <List B>.

         List A       List B

      ------------   ---------

   A. 

      Exceeds        Shrinking

   B. 

      Equals         Shrinking

   C. 

      Equals         Growing

   D. 

      Is less than   Shrinking

[47] Source: CIA 0596 IV-65 

A consumer has the following consumption patterns at 

different income levels:

   Level of Income   Consumption

   ---------------   -----------

         $250            $130

         $300            $160

         $350            $190

At an income level of $300, this consumer has a marginal 

propensity to consume of <List A> and an average 

propensity to save of <List B>.

      List A   List B

      ------   ------

   A. 

       0.40     0.47

   B. 

       0.40     0.53

   C. 

       0.60     0.47

   D. 

       0.60     0.53

[48] Source: CIA 0596 IV-61 

The basic source of improvements in real wage rates and in 

the standard of living is 

   A. Inflation growth. 

   B. Aggregate capital stock growth. 

   C. Labor force growth. 

   D. Productivity growth. 

[49] Source: CIA 1194 IV-61 

The movement of migrant workers from a poor country to 

a rich country with a low unemployment rate will have 

which of the following effects on the receiving country? 

   A. GDP will increase. 

   B. Average wage levels will increase. 

   C. Business incomes will decrease. 

   D. The labor force will decrease. 

[50] Source: Publisher 

Assume that, for a particular economy, income tax 

revenues are $100 billion when marginal tax rates are 60%. 

According to the Laffer Curve, what will income tax 

revenues be if the marginal tax rate is cut to 55%? 

   A. $105 billion. 

   B. $95 billion. 

   C. $84.85 billion. 

   D. Cannot determine from information given. 

[51] Source: CIA 1193 IV-66 

The money supply in a nation's economy will decrease 

following 

   A. Open-market purchases by the nation's central 

   bank. 

   B. A decrease in the discount rate. 

   C. An increase in the reserve ratio. 

   D. A decrease in the margin requirement. 

[52] Source: CMA 0696 1-19 

A societal advantage of the federal government's levying 

emission charges on manufacturers in order to control 

pollution is that such charges would 

   A. Become a cost of production and cause a firm to 

   consider the cost of pollution. 

   B. Help equalize and even out the use of the 

   environment, while encouraging industrial dispersion. 

   C. Set national standards that all firms would have to 

   follow. 

   D. Discourage firms from moving to areas where 

   local emission standards are lower. 

[53] Source: CIA 1195 IV-55 

The formula for calculating a price index for the year 2001, 

using the year 1984 as a reference period, is 

   A. 

         Price of 2001 Market Basket in 2001

         -----------------------------------  x 100

         Price of 2001 Market Basket in 1984

   B. 

         Price of 1984 Market Basket in 2001

         -----------------------------------  x 100

         Price of 1984 Market Basket in 1984

   C. 

         Price of 2001 Market Basket in 2001

         -----------------------------------  x 100

         Price of 1984 Market Basket in 1984

   D. 

         Price of 1984 Market Basket in 1984

         -----------------------------------  x 100

         Price of 1984 Market Basket in 2001

[54] Source: CIA 0596 IV-59 

If nominal income increases <List A> the price level, real 

income will <List B>.

            List A           List B

      -------------------    ------

   A. 

      Faster than             Rise

   B. 

      Slower than             Rise

   C. 

      At the same rate as     Fall

   D. 

      At the same rate as     Rise

[55] Source: CIA 0596 IV-58 

The rate of unemployment caused by changes in the 

composition of employment opportunities over time is 

referred to as the 

   A. Frictional unemployment rate. 

   B. Cyclical unemployment rate. 

   C. Structural unemployment rate. 

   D. Full employment unemployment rate. 

[56] Source: CIA 1192 IV-68 

If a government were to use only fiscal policy to stimulate 

the economy from a recession, it would 

   A. Raise consumer taxes and increase government 

   spending. 

   B. Lower business taxes and government spending. 

   C. Increase the money supply and increase 

   government spending. 

   D. Lower consumer taxes and increase government 

   spending. 

[57] Source: CIA 0596 IV-71 

Government spending is known to affect the economy. The 

crowding-out effect refers to the <List A> impact of an 

expansionary fiscal policy on <List B>.

       List A          List B

      --------   --------------------

   A. 

      Positive   The money multiplier

   B. 

      Positive   Investment

   C. 

      Negative   The money multiplier

   D. 

      Negative   Investment

[58] Source: CIA 1196 IV-71 

An expansionary <List A> policy will have <List B> effect 

on net exports.

       List A      List B

      --------   ----------

   A. 

      Fiscal     A negative

   B. 

      Fiscal     No

   C. 

      Monetary   A negative

   D. 

      Monetary   No

[59] Source: CIA 0595 IV-55 

Which of the following may provide a leading indicator of a 

future increase in gross domestic product? 

   A. A reduction in the money supply. 

   B. A decrease in the issuance of building permits. 

   C. An increase in the timeliness of delivery by 

   vendors. 

   D. An increase in the average hours worked per 

   week of production workers. 

[60] Source: CMA 1286 1-12 

In national income terms, aggregate demand is the 

   A. Demand for money by the community in a period 

   of full employment. 

   B. Total expenditure on capital goods by 

   entrepreneurs during a period of full employment. 

   C. Demand that is needed if a country's economy is 

   to operate at optimum level and the level of 

   investment is to be raised. 

   D. Total expenditure on consumer goods and 

   investment, including government and foreign 

   expenditure, during a given period. 

[61] Source: CMA 1281 1-2 

Which one of the following would not be included in the 

calculation of the gross domestic product (GDP)? 

   A. Purchase of a new home. 

   B. An automotive worker's wages. 

   C. A doctor's fee. 

   D. Purchase of common stock. 

[62] Source: CMA 1281 1-5 

If an increase in government purchases of goods and 

services of $20 billion causes equilibrium GDP to rise by 

$80 billion, and if total taxes and investment are constant, 

the marginal propensity to consume out of disposable 

income is 

   A. 0.75 

   B. 0.25 

   C. 1.25 

   D. 4.00 

[63] Source: CMA 1283 1-10 

A prevailing view among many monetarists is that monetary 

policy should be conducted 

   A. Through the adoption of a monetary rule that 

   would increase the money supply at a constant annual 

   rate. 

   B. By Congress alone because its members are 

   elected while the Board of Governors of the Federal 

   Reserve System is appointed. 

   C. At the discretion of the Board of Governors of the 

   Federal Reserve System because it has sufficient 

   knowledge to help stabilize the economy. 

   D. In a way that keeps the money supply and the 

   velocity of circulation approximately equal. 

[64] Source: CMA 1283 1-13 

The narrow definition of money supply, M1, consists only 

of 

   A. Current and demand deposits. 

   B. Currency, demand deposits, other checkable 

   deposits, and travelers' checks. 

   C. Currency, demand deposits, and small time 

   deposits. 

   D. Currency, demand deposits, small time deposits, 

   and Money Market Mutual Fund balances. 

[65] Source: CMA 1283 1-15 

In order for the Federal Reserve System to increase the 

money supply, the appropriate policy would be to 

   A. Encourage banks to increase their holdings of 

   excess reserves. 

   B. Increase the discount rate. 

   C. Engage in open-market purchases of government 

   securities. 

   D. Raise margin requirements on stock market 

   purchases. 

[66] Source: CMA 1283 1-16 

The Federal Reserve System's reserve ratio is 

   A. The specified percentage of a commercial bank's 

   deposit liabilities that must be deposited in the central 

   bank. 

   B. The rate that the central bank charges for loans 

   granted to commercial banks. 

   C. The ratio of excess reserves to legal reserves that 

   are deposited in the central bank. 

   D. The specified percentage of a commercial bank's 

   demand deposits to total liabilities. 

[67] Source: CMA 0684 1-17 

The most effective fiscal policy program to help reduce 

demand-pull inflation would be to 

   A. Decrease the rate of growth of the money supply. 

   B. Increase both taxes and government spending. 

   C. Decrease taxes and increase government 

   spending. 

   D. Increase taxes and decrease government 

   spending. 

[68] Source: Publisher 

Assume that real gross domestic product (GDP), measured 

in year 1 dollars, rose from $3,000 billion in year 1 to 

$4,500 billion in year 10. Assume also that the price index 

rose from 100 to 200 during the same period. The GDP 

for year 1 expressed in terms of year 10 prices is 

   A. $1,500 billion. 

   B. $3,000 billion. 

   C. $4,500 billion. 

   D. $6,000 billion. 

[69] Source: Publisher 

If personal consumption expenditures increase from $720 

billion to $760 billion when disposable income increases 

from $900 billion to $950 billion, the marginal propensity to 

consume equals 

   A. 0.20 

   B. 0.40 

   C. 0.60 

   D. 0.80 

[70] Source: Publisher 

If personal consumption expenditures increase from $720 

billion to $760 billion when disposable income increases 

from $900 billion to $980 billion, the marginal propensity to 

save equals 

   A. 0.20 

   B. 0.40 

   C. 0.50 

   D. 0.80 

[71] Source: Publisher 

If an increase in government purchases of goods and 

services of $30 billion causes equilibrium GDP to rise by 

$120 billion, and if total taxes, investment, consumption, 

and net exports are constant, the marginal propensity to 

consume is 

   A. 0.25 

   B. 0.75 

   C. 4.00 

   D. 1.33 

[72] Source: Publisher 

Given a deposit expansion model in which the required 

reserve ratio is 12.5%, a $100,000 purchase of 

government securities by the Federal Reserve will result in 

a maximum increase (decrease) in the money supply of 

   A. ($87,500) 

   B. $12,500 

   C. $87,500 

   D. $800,000 

[73] Source: Publisher 

Assume an economy in which the marginal propensity to 

consume is 90%. Based on the multiplier effect, if there is 

an increase in government spending of $100, by what 

amount would equilibrium gross domestic product 

increase? 

   A. $100 

   B. $90 

   C. $190 

   D. $1,000 

[74] Source: Publisher 

Assume an economy in which the marginal propensity to 

consume is 90%. Based on the tax multiplier, if there is an 

increase in taxes of $100, by what amount would 

equilibrium gross domestic product decrease? 

   A. $90 

   B. $100 

   C. $900 

   D. $1,000 

[75] Source: Publisher 

The Laffer Curve predicts that 

   A. If tax rates are too high and they are lowered, tax 

   revenues will decrease. 

   B. If tax rates are too low and they are lowered, tax 

   revenues will increase. 

   C. If tax rates are too high and they are raised, tax 

   revenues will decrease. 

   D. The equilibrium tax rate will be 50%. 

[76] Source: Publisher 

Which of the following is not an advantage of the 

value-added tax? 

   A. It provides an incentive for cost control. 

   B. It provides an incentive for saving. 

   C. It is beneficial to new businesses. 

   D. It is simple to calculate and enforce. 

[77] Source: Publisher 

Assume an economy has a real gross domestic product 

(GDP) of $900 billion and an annual growth rate of 3%. 

Real GDP, over a two-year period, will increase by 

   A. $27 

   B. $27.81 

   C. $54 

   D. $54.81 

[78] Source: Publisher 

Approximately how many years will it take for real GDP to 

double if a nation's real gross domestic product (GDP) is 

growing by 3% per year? 

   A. 20 years. 

   B. 23 years. 

   C. 36 years. 

   D. 40 years. 

[Fact Pattern #2]

The following data are based on a private economy model 

and therefore ignores government expenditures and taxes.

              Consumption

  Real GDP  and Investment  Net Exports

  --------  --------------  -----------

    $500         $512           $4

     520          528            4

     540          544            4

     560          560            4

     580          576            4

     600          592            4

     620          608            4

     640          624            4

[79] Source: Publisher 

(Refers to Fact Pattern #2)

The real gross domestic product has an equilibrium of 

   A. $560 

   B. $580 

   C. $600 

   D. $640 

[80] Source: Publisher 

(Refers to Fact Pattern #2)

What is the equilibrium real GDP if net exports are 

increased by $4 at each level of GDP? 

   A. $520 

   B. $580 

   C. $600 

   D. $620 

[81] Source: Publisher 

(Refers to Fact Pattern #2)

If the marginal propensity to consume is 0.4, a $20 

increase in net exports will cause an increase in equilibrium 

real GDP of 

   A. $30 

   B. $33.40 

   C. $50 

   D. $100 

[82] Source: Publisher 

A securities dealer purchased a $10,000 government bond 

from Commercial Bank, which had purchased the bond 

from the Federal Reserve. The dealer paid for the bond by 

a check drawn on its bank. Therefore, the money supply 

has 

   A. Not been affected. 

   B. Decreased by $10,000. 

   C. Increased by $10,000. 

   D. Decreased by $10,000 multiplied by the 

   reciprocal of the required reserve ratio. 

[83] Source: Publisher 

Terrier Bank has deposit liabilities of $100,000, reserves of 

$40,000, and a required reserve ratio of 20%. Therefore, 

Terrier Bank and the banking system can increase loans, 

respectively, by how much? 

   A. $20,000 and $100,000. 

   B. $27,000 and $135,000. 

   C. $20,000 and $80,000. 

   D. $27,000 and $108,000. 

[84] Source: Publisher 

The commercial banking system has excess reserves of 

$800 and makes new loans of $3,200. The required 

reserve ratio is 

   A. 20% 

   B. 25% 

   C. 30% 

   D. 33.75% 

[85] Source: Publisher 

What is the rate of inflation from one year to the next if the 

consumer price index was 110 in one year and 118 in the 

next year? 

   A. 7.0% 

   B. 7.3% 

   C. 8.0% 

   D. 18.0% 

[86] Source: Publisher 

Chihuahua Bank is willing to lend a business firm $1 million 

at an annual real and nominal interest rate of 10%. What is 

the annual interest rate Chihuahua Bank will charge the 

business firm if instead the rate of inflation is anticipated to 

be 6%? 

   A. 4% 

   B. 6% 

   C. 10% 

   D. 16% 

[Fact Pattern #3]

The demand and supply curves for a product are given by 

the equations below (P = price; Q = quantity):

Demand:  P = 16 - 1.2Q

Supply:  P = 4 + .8Q

[87] Source: Publisher 

(Refers to Fact Pattern #3)

The equilibrium price and quantity are

       Price   Quantity

       -----   --------

   A. 

       $4         10

   B. 

       $8.80      6

   C. 

       $10        5

   D. 

       $16        0

[88] Source: Publisher 

(Refers to Fact Pattern #3)

Assume that a $2 tax has been imposed on each unit of 

product and that the new supply curve is P = 6 + .8Q. The 

revenue from the tax is 

   A. $20 

   B. $12 

   C. $10 

   D. $8.80 

[89] Source: CIA 1194 IV-67 

(Refer to Figure 2.) Curves ABC and DEF on the graph 

represent production possibility curves for a nation. If point 

E on curve DEF represents the current combination of 

goods #1 and #2 consumed by that nation, the nation can 

reach point B on curve ABC by 

   A. Discovering more or better resources. 

   B. Discovering improved production techniques. 

   C. Incurring a trade deficit. 

   D. Incurring a trade surplus. 

[90] Source: Publisher 

At the same time the real gross domestic product falls by 

$25, the marginal propensity to save is 0.6. How much of a 

decrease in aggregate expenditures would cause this 

decline? 

   A. $10.00 

   B. $15.00 

   C. $41.67 

   D. $62.50 

[Fact Pattern #4]

Investment figures are for planned investment.

  Real GDP    Consumption

  --------    -----------

    $510          492

     520          500

     530          508

     540          516

     550          524

     560          532

     570          540

[91] Source: Publisher 

(Refers to Fact Pattern #4)

Assuming that taxes and net exports are zero, government 

purchases of goods and services are equal to $12, and 

investment is equal to $10, the equilibrium real gross 

domestic product will be 

   A. $510 

   B. $520 

   C. $530 

   D. $570 

[92] Source: Publisher 

(Refers to Fact Pattern #4)

Assuming that net exports are zero, taxes are $5, 

government purchases of goods and services are equal to 

$12, and investment is equal to $10, the equilibrium real 

GDP will be 

   A. $510 

   B. $520 

   C. $530 

   D. $570 

[93] Source: Publisher 

If both taxes and government purchases of goods and 

services increase by $25 and the marginal propensity to 

consume is 0.8, then the real GDP will 

   A. Not change. 

   B. Rise by $25. 

   C. Fall by $100. 

   D. Rise by $125. 

[94] Source: Publisher 

If C is consumption, S is savings, M is imports, X is 

exports, I is investment, T is taxes, and G is government 

purchases, then the level of GDP will contract in which of 

the following situations for an open market economy? 

   A. When C + S + M is less than I + X + T. 

   B. When I + M + T is less than C + X + S. 

   C. When S + M + T is less than I + X + G. 

   D. When I + X + G is less than S + M + T. 

[95] Source: Publisher 

What is the recessionary gap if the economy's 

full-employment real gross domestic product (GDP) is 

$1,200 and its equilibrium real GDP is $1,000? 

   A. $200. 

   B. $200 divided by the multiplier. 

   C. $200 multiplied by the multiplier. 

   D. $200 times the reciprocal of the marginal 

   propensity to consume. 

[Fact Pattern #5]

The table below concerns the money supply for the 

economy of the hypothetical country of Petasus.

                                    Billions

      Item                         of Dollars

------------------------------     ----------

Checkable deposits                   2,400

Small time deposits                    500

Currency                                60

Large time deposits                  1,000

Noncheckable savings deposits          950

Money market deposits accounts         300

Money market mutual funds              550

[96] Source: Publisher 

(Refers to Fact Pattern #5)

The size of the M1 money supply is 

   A. $2,400 

   B. $2,460 

   C. $2,960 

   D. $3,010 

[97] Source: Publisher 

(Refers to Fact Pattern #5)

The size of the M2 money supply is 

   A. $2,960 

   B. $3,910 

   C. $4,760 

   D. $5,760 

[98] Source: Publisher 

(Refers to Fact Pattern #5)

The size of the M3 money supply is 

   A. $2,460 

   B. $4,760 

   C. $5,210 

   D. $5,760 

[99] Source: Publisher 

Assuming the price level increases by 50%, the value of 

money decreases 

   A. 10% 

   B. 33.33% 

   C. 50% 

   D. 55% 

[100] Source: Publisher 

Chow Chow Bank has actual reserves of $9,000 and 

liabilities of $40,000, and the required reserve ratio is 20%. 

Thus, Chow Chow Bank has excess reserves of 

   A. $1,000 

   B. $8,000 

   C. $9,000 

   D. $9,800 

[101] Source: Publisher 

Last week, a retired woman deposited $1,000 in cash in 

Pottweider Commercial Bank. Pottweider has a reserve 

ratio of 25%, and sends the entire $1,000 to the Federal 

Reserve Bank. Therefore, the reserves and excess reserves 

have been increased, respectively, by 

   A. $1,000 and $250. 

   B. $1,000 and $750. 

   C. $1,000 and $1,000. 

   D. $750 and $750. 

[102] Source: Publisher 

Assuming a required reserve ratio of 10%, the value of the 

monetary multiplier will be 

   A. 4 

   B. 6 

   C. 8 

   D. 10 

[Fact Pattern #6]

Use the balance sheet below. Assume the required reserve 

ratio is 20%.

        Assets               Liabilities and Net Worth

----------------------      ---------------------------

Reserves      $ 50,000      Demand deposits    $200,000

Loans           80,000      Capital stock       250,000

Securities     100,000

Property       200,000

[103] Source: Publisher 

(Refers to Fact Pattern #6)

The commercial bank represented has excess reserves of 

   A. $0 

   B. $10,000 

   C. $40,000 

   D. $50,000 

[104] Source: Publisher 

(Refers to Fact Pattern #6)

This bank can increase its loans by a maximum of 

   A. $50,000 

   B. $46,667 

   C. $40,000 

   D. $10,000 

[105] Source: Publisher 

(Refers to Fact Pattern #6)

Under the original bank balance sheet, if the bank makes a 

loan of $10,000 and also has a check cleared against it for 

the same amount, then its reserves and demand deposits 

will be 

   A. $40,000 and $190,000. 

   B. $40,000 and $200,000. 

   C. $30,000 and $200,000. 

   D. $60,000 and $190,000. 

[106] Source: Publisher 

(Refers to Fact Pattern #6)

Assume the original balance sheet is for an entire 

commercial banking system, not just a single bank, loans 

can be increased by a maximum of 

   A. $10,000 

   B. $50,000 

   C. $150,000 

   D. $200,000 

[Fact Pattern #7]

Below is a consolidated balance sheet for a commercial 

banking system. All figures are in billions. Assume that the 

required reserve ratio is 12.5%.

        Assets               Liabilities and Net Worth

----------------------      ---------------------------

Reserves          $ 60      Demand deposits         $100

Loans              100      Capital stock            200

Securities         150

Property           200

[107] Source: Publisher 

(Refers to Fact Pattern #7)

This commercial banking system can increase the supply of 

money by a maximum of 

   A. $0 

   B. $380 billion. 

   C. $400 billion. 

   D. $480 billion. 

[108] Source: Publisher 

(Refers to Fact Pattern #7)

Recently, there was a deposit of $40 billion in new 

currency into the checking accounts. Therefore, the 

banking system's excess reserves will increase by 

   A. $0 

   B. $5 billion. 

   C. $35 billion. 

   D. $40 billion. 

[109] Source: Publisher 

If the Federal Reserve Banks sell $20 million in government 

securities to commercial banks and the reserve ratio is 

25%, the effect will be 

   A. To reduce the actual supply of money by $20 

   million. 

   B. To reduce the actual supply of money by $5 

   million. 

   C. To reduce the potential money supply by $20 

   million. 

   D. To reduce the potential money supply by $80 

   million. 

[Fact Pattern #8]

The demand and supply curves for a product are given by 

the equations below (P = price; Q = quantity):

Demand:  P = 16 - 1.2Q

Supply:  P = 4 + .8Q

[110] Source: Publisher 

(Refers to Fact Pattern #8)

The equilibrium price and quantity are

      Price     Quantity

      -----     --------

   A. 

      $4           10

   B. 

      $8.80        6

   C. 

      $10          5

   D. 

      $16          0

[111] Source: Publisher 

(Refers to Fact Pattern #8)

Assume that a $2 tax has been imposed on each unit of 

product and that the new supply curve is P = 6 + .8Q. The 

revenue from the tax is 

   A. $20 

   B. $12 

   C. $10 

   D. $8.80 

[112] Source: Publisher 

A regressive tax is a tax in which 

   A. Individuals with higher incomes pay a higher 

   percentage of their income in tax. 

   B. The burden for payment falls disproportionately on 

   lower-income persons. 

   C. The individual pays a constant percentage in taxes, 

   regardless of income level. 

   D. Individuals with lower incomes pay a lower 

   percentage of their income in tax. 

[113] Source: CMA 0686 1-20 

Two examples of indirect taxes are 

   A. Taxes on business and rental property and 

   personal income taxes. 

   B. Sales taxes and Social Security taxes paid by 

   employees. 

   C. Sales taxes and Social Security taxes paid by 

   employers. 

   D. Social Security taxes paid by employees and 

   personal income taxes. 

[114] Source: CMA 0690 4-27 

When a fixed plant asset with a 5-year estimated useful life 

is sold during the second year, how would the use of an 

accelerated depreciation method instead of the straight-line 

method affect the gain or loss on the sale of the fixed plant 

asset?

        Gain       Loss

      --------   --------

   A. 

      Increase   Increase

   B. 

      Increase   Decrease

   C. 

      Decrease   Increase

   D. 

      Decrease   Decrease

[115] Source: CIA 0594 IV-69 

Which of the following instruments of monetary policy is the 

most important means by which the money supply is 

controlled? 

   A. Changing the reserve ratio. 

   B. Open-market operations. 

   C. Manipulation of government spending. 

   D. Changing the discount rate. 

PART 1 A

MACROECONOMICS

ANSWERS

[1] Source: CMA 1281 1-7 

   Answer (A) is incorrect because tax rates do not 

   directly influence the value of money. Tax rates might 

   indirectly affect the value of money through their 

   possible influence on the general level of prices. 

   Answer (B) is incorrect because government 

   spending does not directly influence the value of 

   money. Government spending might indirectly affect 

   the value of money through its possible influence on 

   the general level of prices. 

   Answer (C) is incorrect because investment does not 

   directly influence the value of money. Investment 

   might indirectly affect the value of money through its 

   possible influence on the general level of prices. 

   Answer (D) is correct. Part of the value of money 

   comes from its usefulness as a store of value or 

   wealth. As prices rise, the purchasing power of a 

   stock of money held diminishes. Accordingly, the 

   value of money and the general level of prices must 

   be inversely related. 

[2] Source: CMA 1281 1-9 

   Answer (A) is correct. Monetary theorists believe 

   that inflation is caused by increases in the money 

   supply and that unstable monetary growth has led to 

   a less stable economy. Monetarists believe that a 

   stable growth rate for the money supply will lead to 

   lower inflation and a more stable economy. 

   Answer (B) is incorrect because efforts to stabilize 

   interest rates destabilize the money supply. The Fed 

   cannot control both interest rates and the money 

   supply simultaneously. 

   Answer (C) is incorrect because monetarists do not 

   believe in attempting to stabilize the ups and downs of 

   the economy with fiscal policy. 

   Answer (D) is incorrect because monetarists do not 

   believe in attempting to stabilize the ups and downs of 

   the economy with monetary policy. 

[3] Source: CMA 1283 1-12 

   Answer (A) is incorrect because a decrease in 

   government spending would decrease demand and 

   therefore production. 

   Answer (B) is incorrect because an increase in 

   government taxes would stifle initiative in the private 

   sector. 

   Answer (C) is correct. According to Keynesian 

   economists, if the government increases its spending, 

   the increase in demand would lead to greater 

   production. 

   Answer (D) is incorrect because an increase in 

   government taxes and decrease in government 

   spending would stifle initiative in the private sector. 

[4] Source: CMA 1283 1-14 

   Answer (A) is correct. The Fed lends only to its 

   member banks, not to the business community. 

   Answer (B) is incorrect because accepting deposits 

   of, and making loans to, commercial banks is a 

   legitimate function of the Federal Reserve System. 

   Answer (C) is incorrect because supplying the 

   economy with paper money in the form of Federal 

   Reserve notes is a legitimate function of the Federal 

   Reserve System. 

   Answer (D) is incorrect because providing for the 

   collection of checks is a legitimate function of the 

   Federal Reserve System. 

[5] Source: CMA 1283 1-17 

   Answer (A) is incorrect because it refers to the 

   reserve ratio. 

   Answer (B) is correct. The discount rate is the 

   amount the central bank charges when making loans 

   to member banks. 

   Answer (C) is incorrect because the rate that 

   commercial banks charge for loans to the general 

   public is usually scaled upward from the prime rate, 

   which is the rate charged to the most creditworthy 

   customers. 

   Answer (D) is incorrect because the rate described is 

   nonsensical. 

[6] Source: CMA 0684 1-15 

   Answer (A) is incorrect because Keynesians believe 

   that the lack of perfect competition weakens the 

   market mechanism and creates a need for 

   government intervention. 

   Answer (B) is incorrect because emphasis is on fiscal 

   policy, not monetary policy. 

   Answer (C) is incorrect because Keynesian analysis 

   assumes that the velocity of money can change. 

   Answer (D) is correct. Keynesians believe that 

   equilibrium occurs when aggregate expenditures 

   (consumption + investment + government 

   expenditures + net exports) equals real GDP. 

[7] Source: CMA 0684 1-16 

   Answer (A) is incorrect because fiscal goals have 

   wide support but certain means of achieving them do 

   not. For example, controlling inflation has popular 

   support, but tax increases or spending reductions to 

   reach that result do not. 

   Answer (B) is correct. An increase in government 

   spending or a tax reduction to stimulate the economy 

   will increase the amount of money available for 

   spending and will lead to increased demand for 

   goods. If the increased demand for goods is not 

   offset by increased productivity, the fiscal policy will 

   have an inflationary effect. 

   Answer (C) is incorrect because the time between 

   recognition of a problem and implementation of a 

   fiscal cure is often too great. 

   Answer (D) is incorrect because a balanced budget is 

   less apt to lead to cyclical fluctuations. 

[8] Source: CMA 0684 1-19 

   Answer (A) is incorrect because changing the 

   discount rate is a less important tool of monetary 

   policy. 

   Answer (B) is correct. The conduct of open market 

   operations (buying and selling government securities) 

   is the primary means used by the Fed to control the 

   money supply. Fed purchases are expansionary; they 

   increase bank reserves and the money supply. Fed 

   sales are contractional (because money is paid into 

   the Federal Reserve, taking it out of circulation, 

   reducing bank reserves, and "contracting" the money 

   supply). 

   Answer (C) is incorrect because changing reserve 

   requirements is a less important tool of monetary 

   policy. 

   Answer (D) is incorrect because moral persuasion is 

   not a means of manipulating the money supply. 

[9] Source: CMA 0684 1-20 

   Answer (A) is correct. A tight monetary policy means 

   that little money is available for borrowing. When 

   supply is reduced, the price increases. Thus, interest 

   rates are increased when the money supply contracts. 

   Because of high interest rates, the cost of investment 

   is increased and investment is discouraged. 

   Answer (B) is incorrect because lower interest rates 

   would lead to higher business investment. 

   Answer (C) is incorrect because increased business 

   investment is a desirable effect. 

   Answer (D) is incorrect because increased business 

   investment is a desirable effect. 

[10] Source: CMA 1284 1-12 

   Answer (A) is incorrect because the Treasury is 

   responsible for governmental receipts and 

   expenditures. 

   Answer (B) is incorrect because the Controller of the 

   Currency regulates and charters banks. 

   Answer (C) is incorrect because the Bureau of 

   Engraving and Printing merely prints money as 

   authorized by the Fed. 

   Answer (D) is correct. The Federal Reserve Board 

   (the Fed) controls the money supply independent of 

   the federal government. Any policy designed by the 

   Fed to affect the money supply, and thus the 

   economy, is known as monetary policy. Control of 

   the growth of the money supply by the Fed is viewed 

   as essential to control the availability of credit, 

   spending, and inflation. One reason is that the money 

   supply must grow at the same rate as the economy in 

   order for the economy to be completely healthy. 

[11] Source: CMA 1284 1-13 

   Answer (A) is incorrect because members of the 

   Board of Governors of the Federal Reserve System 

   are appointed by the President and confirmed by the 

   Senate for staggered 14-year terms. 

   Answer (B) is correct. The seven members of the 

   Board of Governors are appointed by the President 

   and confirmed by the Senate for staggered 14-year 

   terms. They are responsible for administering 

   monetary policy and running the banking system. 

   Answer (C) is incorrect because members of the 

   Board of Governors of the Federal Reserve System 

   are appointed by the President and confirmed by the 

   Senate for staggered 14-year terms. 

   Answer (D) is incorrect because members of the 

   Board of Governors of the Federal Reserve System 

   are appointed by the President and confirmed by the 

   Senate for staggered 14-year terms. 

[12] Source: CMA 1284 1-15 

   Answer (A) is incorrect because the sale would 

   increase interest rates. 

   Answer (B) is incorrect because a purchase of 

   securities would provide greater reserves, allow 

   banks to make more loans, and result in lower 

   interest rates. 

   Answer (C) is incorrect because a purchase of 

   securities would remove securities from the economy, 

   which would increase securities prices. 

   Answer (D) is correct. A sale of securities would 

   remove dollars from the economy and reduce bank 

   reserves. Thus, banks could not lend as much as 

   previously, and higher interest rates would follow. 

   Money supply and interest rates are inversely 

   proportional. 

[13] Source: CMA 1284 1-17 

   Answer (A) is incorrect because one basis point is 

   1/100 of 1% of the yield of an investment. 

   Answer (B) is incorrect because one basis point is 

   1/100 of 1% of the yield of an investment. 

   Answer (C) is correct. One basis point is 1/100 of 

   1% of the yield of an investment, for example, of a 

   Treasury bill. 

   Answer (D) is incorrect because one basis point is 

   1/100 of 1% of the yield of an investment. 

[14] Source: CMA 0685 1-20 

   Answer (A) is correct. In Keynesian economics, the 

   multiplier effect refers to the increase in GDP that 

   occurs as a result of a change in investment. A given 

   investment can result in a much larger increase in 

   GDP because the investment is spent several times. 

   The multiplier is the reciprocal of the marginal 

   propensity to save. 

   Answer (B) is incorrect because the consumption 

   function relates disposable income, the marginal 

   propensity to consume, and the amount of 

   consumption at zero income. 

   Answer (C) is incorrect because the multiplier is not 

   concerned with monetary policy. 

   Answer (D) is incorrect because the velocity of 

   money is the ratio of GDP to the money supply. 

   Keynes argued that changes in the money supply 

   would be offset by a decrease in velocity. 

[15] Source: CMA 0685 1-21 

   Answer (A) is incorrect because the change in the 

   money supply is not a direct measure of the nation's 

   output. 

   Answer (B) is incorrect because the change in total 

   wages is not a direct measure of the nation's output. 

   Answer (C) is incorrect because the change in the 

   general price level is not a direct measure of the 

   nation's output. 

   Answer (D) is correct. Real per capita output is 

   defined as the gross national product of a nation, 

   adjusted for changes in the general price level and 

   divided by the population. It is often used to measure 

   a country's standard of living. 

[16] Source: CMA 0685 1-23 

   Answer (A) is correct. The liquidity preference 

   function is the demand curve for money. It explains 

   the relationship between interest rates and the 

   demand for money. If interest rates are high, 

   individuals and businesses will be less likely to hold 

   large amounts of cash because the earnings from 

   investment would represent a high opportunity cost 

   for a given level of liquidity. However, if interest rates 

   are low, less income will be lost if consumers hold 

   their money (remain liquid). 

   Answer (B) is incorrect because the reserve ratio 

   affects money supply, not demand. 

   Answer (C) is incorrect because the liquidity 

   preference relates interest rates to demand for 

   money, not the desire for a currency redeemable in a 

   precious metal. 

   Answer (D) is incorrect because the liquidity 

   preference applies not only to banks but to all 

   businesses and individuals in the economy. 

[17] Source: CMA 0685 1-24 

   Answer (A) is incorrect because a negative net 

   investment would occur when depreciation exceeded 

   the additions to the capital stock. 

   Answer (B) is incorrect because it presumably refers 

   to the investment when national income is at the 

   equilibrium point. 

   Answer (C) is incorrect because gross investment is 

   the total addition to capital stock without regard to 

   depreciation. 

   Answer (D) is correct. When the addition to capital 

   goods exceeds the amount of depreciation on existing 

   capital goods, a positive net investment has occurred. 

   In national income accounting, depreciation is 

   referred to as the capital consumption allowance. 

   This allowance is deducted from GDP to arrive at 

   national income. 

[18] Source: CMA 0685 1-25 

   Answer (A) is incorrect because real wealth is not 

   directly affected by the creation of deposit money. 

   Answer (B) is incorrect because national income is 

   not directly affected by the creation of deposit 

   money. 

   Answer (C) is correct. As money is deposited with 

   banks, the banks lend the money to qualified 

   customers. Banks may only lend a certain percentage 

   of their funds because of the reserve requirement, but 

   the more funds they have, the more they can lend. 

   Therefore, as the amount of money deposited 

   increases, the amount and number of loans increase, 

   thus increasing the money supply. 

   Answer (D) is incorrect because the purchasing 

   power of the dollar (amount of goods that can be 

   bought with a dollar) may well be decreased by the 

   expansion of the money supply. 

[19] Source: CMA 0686 1-17 

   Answer (A) is incorrect because gross domestic 

   product minus net domestic product equals 

   depreciation (the capital consumption allowance). 

   Answer (B) is incorrect because net domestic 

   product plus transfer payments to individuals does 

   not define a meaningful national income concept. 

   Answer (C) is incorrect because disposable income 

   equals personal income minus personal income taxes. 

   Thus, adding personal taxes back to disposable 

   income results in personal income. 

   Answer (D) is correct. Personal income equals 

   national income, minus corporate income taxes and 

   undistributed profits, plus public and private transfer 

   payments, minus Social Security contributions. 

   Disposable income is personal income minus personal 

   taxes. 

[20] Source: CMA 0686 1-19 

   Answer (A) is incorrect because real wage 

   unemployment is not a meaningful term in this context. 

   Answer (B) is incorrect because deficient-demand 

   unemployment is not a meaningful term in this context. 

   Answer (C) is incorrect because frictional 

   unemployment is defined as the amount of 

   unemployment caused by the normal workings of the 

   labor market. It includes, for example, unemployment 

   resulting from time lost in changing jobs. 

   Answer (D) is correct. Structural unemployment 

   exists when aggregate demand is sufficient to provide 

   full employment, but the distribution of the demand 

   does not correspond precisely to the composition of 

   the labor force in terms of skills, industries, etc. 

[21] Source: CMA 0686 1-20 

   Answer (A) is incorrect because taxes on business 

   and rental property and personal income taxes are 

   direct taxes. 

   Answer (B) is incorrect because sales taxes and 

   Social Security taxes paid by employees are direct 

   taxes. 

   Answer (C) is correct. Indirect taxes are those levied 

   against someone other than individual taxpayers, and 

   thus only indirectly affect the individual. General sales 

   taxes, excise taxes, customs duties, licensing fees, 

   and business property taxes are examples. They are 

   levied against businesses and are then passed along 

   to the individual purchaser. 

   Answer (D) is incorrect because Social Security 

   taxes paid by employees and personal income taxes 

   are direct taxes. 

[22] Source: CMA 1286 1-14 

   Answer (A) is incorrect because the reallocation is 

   not to the public sector. Individuals in the private 

   sector will decide how the money will be spent. 

   Answer (B) is incorrect because transfer payments 

   reallocate income; they do not increase or decrease 

   demand, per se. 

   Answer (C) is correct. Government expenditures, 

   such as those for welfare and Social Security, are not 

   actual expenditures on goods or services. Instead, 

   they are transfers of money from the government to 

   households in the form of a negative tax designed to 

   redistribute income. Through taxation and transfer 

   payments, income redistribution is effected and 

   consumption in the private sector will be reallocated. 

   Answer (D) is incorrect because transfer payments 

   reallocate income; they do not increase or decrease 

   demand, per se. 

[23] Source: CMA 1286 1-15 

   Answer (A) is incorrect because the supply of 

   lendable funds is unaffected by government 

   borrowing. Only the demand is affected. 

   Answer (B) is incorrect because the increased 

   demand for funds increases interest rates. 

   Answer (C) is incorrect because the increased 

   demand for funds increases interest rates. 

   Answer (D) is correct. When the government 

   borrows money, it enters into the same market as 

   private business and competes for funds. The added 

   demand will drive the interest rate higher. This activity 

   produces the crowding-out effect. The result is 

   reduced corporate borrowing and investment. 

[24] Source: CMA 0693 1-1 

   Answer (A) is incorrect because an increased price 

   level hurts those who are entitled to receive specific 

   amounts of money. Fixed amounts will purchase less 

   than before. 

   Answer (B) is incorrect because there is an inverse 

   relationship between the price level and the 

   purchasing power of money. 

   Answer (C) is incorrect because rising inflation 

   activates provisions in contracts for the indexing of 

   payments. 

   Answer (D) is correct. Inflation increases the price 

   level, which means that a static supply of dollars will 

   purchase fewer goods. In other words, the 

   purchasing power of money declines as the price 

   level increases. 

[25] Source: CMA 0693 1-2 

   Answer (A) is incorrect because, technically, the 

   purchasing power of money is unrelated to the 

   concept of recession; purchasing power relates to 

   inflation. However, demand-pull inflation is unlikely 

   during a recession. 

   Answer (B) is incorrect because the natural rate of 

   unemployment, which results from the normal 

   workings of the labor market, remains unchanged. 

   Any increase in unemployment will be cyclical, i.e., 

   the amount caused by inadequate aggregate demand. 

   Answer (C) is correct. There are four phases of a 

   business cycle: trough, recovery, peak, and 

   recession. During the recessionary phase of a 

   business cycle, economic activities and employment 

   levels contract and society's resources are underused. 

   Because of the underuse of resources, potential 

   national income will exceed actual national income. 

   Answer (D) is incorrect because potential income will 

   be greater than actual national income given the 

   existence of idle capacity. 

[26] Source: CMA 0693 1-3 

   Answer (A) is incorrect because the trough of a 

   business cycle is characterized by excess resources 

   and a lack of demand-pull inflation; thus, prices are 

   more apt to be stable or decline during the trough. 

   Answer (B) is incorrect because investors are 

   unwilling to risk new investments during the trough. 

   Answer (C) is incorrect because costs ordinarily do 

   not rise during the trough given excess capacity. 

   Answer (D) is correct. There are four phases of a 

   business cycle: trough, recovery, peak, and 

   recession. The trough is marked by low levels of 

   economic activity and underuse of resources. 

   Investors are unwilling to risk new investments in 

   productive capacity. 

[27] Source: CIA 0590 IV-67 

   Answer (A) is incorrect because disposable income 

   equals personal income minus personal income taxes. 

   Answer (B) is incorrect because personal income 

   equals national income minus corporate profits and 

   taxes plus government transfer payments plus 

   dividends plus business transfer payments. 

   Answer (C) is correct. NDP is the GDP minus the 

   capital consumption allowance (capital used up 

   during the year). National income equals NDP minus 

   sales and other nonincome taxes. 

   Answer (D) is incorrect because GDP is the total 

   market value of all final goods and services produced 

   in an economy during a specified period. 

[28] Source: CIA 0593 IV-68 

   Answer (A) is incorrect because the average 

   propensity to save equals savings divided by income. 

   Answer (B) is incorrect because the average 

   propensity to consume equals consumption divided 

   by income. 

   Answer (C) is correct. MPS is the ratio of a change 

   in saving to the change in income. It also equals one 

   minus the marginal propensity to consume. 

   Answer (D) is incorrect because the marginal 

   propensity to consume equals the change in 

   consumption divided by the change in income. 

[29] Source: CIA 0589 IV-70 

   Answer (A) is incorrect because this change will 

   result in a shift from a point under the production 

   possibilities curve toward the curve. 

   Answer (B) is incorrect because this change will 

   result in a shift from a point under the production 

   possibilities curve toward the curve. 

   Answer (C) is correct. Four supply factors contribute 

   to economic growth (an outward shift of the 

   production possibilities curve). These include an 

   increase in the quantity and quality of resources, both 

   natural and human, an increase in the supply of capital 

   goods, and advances in technology. However, other 

   factors must be considered. Full employment of an 

   increasing supply of resources requires an increase in 

   aggregate demand (the demand factor), and full 

   production from resources requires that they not only 

   be used but also allocated optimally (the allocative 

   factor). 

   Answer (D) is incorrect because this change will 

   result in a shift from a point under the production 

   possibilities curve toward the curve. 

[30] Source: CIA 0594 IV-69 

   Answer (A) is correct. Open market operations 

   permit the Federal Reserve to control the money 

   supply. This result is obtained through the buying and 

   selling of government securities to increase or 

   decrease, respectively, the excess reserves of 

   commercial banks. For example, buying securities 

   increases lendable reserves, thereby indirectly 

   increasing the money supply. Moreover, purchases 

   from individuals lead to an increase in demand 

   deposits, which directly increases the money supply. 

   Answer (B) is incorrect because government 

   spending is an instrument of fiscal policy, not 

   monetary policy. 

   Answer (C) is incorrect because the amount of 

   commercial bank reserves obtained by borrowing 

   from the central bank is small. Furthermore, whether 

   a change in the discount rate has much impact 

   depends on whether the change occurs at a time 

   when the commercial banks are inclined to alter their 

   central bank borrowings. 

   Answer (D) is incorrect because taxing policies are 

   instruments of fiscal policy, not monetary policy. 

[31] Source: CIA 1193 IV-67 

   Answer (A) is correct. In macroeconomic terms, the 

   cost of unemployment is lost production. This lost 

   output is measured in terms of the GDP gap, that is, 

   the difference between actual and potential GDP. 

   According to Okun's Law, a 2.5% GDP gap results 

   from every 1% excess of the actual unemployment 

   rate over the natural rate. 

   Answer (B) is incorrect because the cost of 

   unemployment is estimated in terms of the GDP gap. 

   Answer (C) is incorrect because the cost of 

   unemployment is estimated in terms of the GDP gap. 

   Answer (D) is incorrect because the cost of 

   unemployment is estimated in terms of the GDP gap. 

[32] Source: CIA 0592 IV-69 

   Answer (A) is correct. Economists define full 

   employment as occurring when cyclical 

   unemployment is zero. Hence, the natural rate of 

   unemployment (the full employment unemployment 

   rate) equals the sum of structural and frictional 

   unemployment. Cyclical unemployment is caused by 

   insufficient aggregate demand. Frictional 

   unemployment occurs when both jobs and the 

   workers qualified to fill them are available. This 

   definition acknowledges that there will be changing of 

   jobs, temporary layoffs, etc. Structural unemployment 

   exists when aggregate demand is sufficient to provide 

   full employment, but the distribution of the demand 

   does not correspond precisely to the composition of 

   the labor force. This form of unemployment arises 

   when the required job skills or the geographic 

   distribution of jobs changes. 

   Answer (B) is incorrect because, although cost-push 

   inflation may lead to cyclical unemployment, many 

   economists believe that demand-pull inflation is more 

   closely associated with increased employment. Thus, 

   these types of inflation are not normally considered 

   factors preventing the achievement of 100% 

   employment. 

   Answer (C) is incorrect because measurements of 

   employment levels are customarily made after 

   excluding those not considered actively in the 

   potential labor force, such as those voluntarily 

   unemployed or not seeking employment. Hence, even 

   though such individuals inevitably exist, they are not 

   unavoidable factors preventing the achievement of 

   100% employment. 

   Answer (D) is incorrect because international 

   specialization and resource allocation are factors 

   related to the concepts of comparative and absolute 

   advantage. 

[33] Source: CMA 0694 1-9 

   Answer (A) is correct. Net domestic product (NDP) 

   is defined as gross domestic product (GDP) minus 

   consumption of fixed capital (depreciation). GDP is 

   the total market value of all final goods and services 

   produced in an economy during some specified 

   period of time. It excludes the market value of goods 

   and services produced outside the U.S. but includes 

   domestic production by foreign-owned resources. 

   NDP equals $3,500 ($4,000 GDP - $500 

   Depreciation). 

   Answer (B) is incorrect because corporate income 

   taxes are not included in the NDP calculation. 

   Answer (C) is incorrect because $3,290 equals 

   national income. NDP equals GDP minus 

   depreciation. 

   Answer (D) is incorrect because undistributed 

   corporate profits are not included in the NDP 

   calculation. 

[34] Source: CMA 0694 1-10 

   Answer (A) is incorrect because $3,500 is the NDP. 

   Answer (B) is correct. National income is defined as 

   net domestic product (NDP), plus net U.S. income 

   earned abroad, minus indirect business taxes. NDP is 

   GDP ($4,000) minus depreciation ($500), or 

   $3,500. Thus, national income is $3,290 ($3,500 

   GDP + $0 net U.S. income earned abroad - $210 

   indirect business taxes). 

   Answer (C) is incorrect because $3,515 equals 

   personal income. 

   Answer (D) is incorrect because $3,265 equals 

   disposable income. 

[35] Source: CMA 0694 1-11 

   Answer (A) is incorrect because $3,500 equals 

   NDP. 

   Answer (B) is incorrect because $3,290 equals 

   national income. 

   Answer (C) is incorrect because $3,265 equals 

   disposable income. 

   Answer (D) is correct. Personal income is defined as 

   national income, minus corporate income taxes, minus 

   undistributed corporate profits, minus Social Security 

   contributions, plus transfer payments. National 

   income is $3,290 ($4,000 GDP - $500 depreciation 

   - $210 indirect business taxes). Hence, personal 

   income is $3,515 ($3,290 - $50 - $25 - $200 + 

   $500). 

[36] Source: CMA 0694 1-12 

   Answer (A) is incorrect because $3,500 equals 

   NDP. 

   Answer (B) is incorrect because $3,290 equals 

   national income. 

   Answer (C) is incorrect because $4,500 equals GDP 

   plus transfer payments. 

   Answer (D) is correct. Disposable income is defined 

   as personal income minus personal income taxes. 

   Personal income is defined as national income, minus 

   corporate income taxes, minus undistributed 

   corporate profits, minus Social Security contributions, 

   plus transfer payments. National income is $3,290 

   ($4,000 GDP - $500 depreciation - $210 indirect 

   business taxes). Hence, personal income is $3,515 

   ($3,290 - $50 - $25 - $200 + $500). Therefore, 

   disposable income is $3,265 ($3,515 - $250). 

[37] Source: CMA 0694 1-15 

   Answer (A) is incorrect because the concept of a 

   budget deficit refers to a single period of time; it is not 

   an accumulation. 

   Answer (B) is incorrect because state and local 

   deficits are not included in the federal budget deficit. 

   Answer (C) is correct. The federal budget deficit is 

   the amount by which the federal government's 

   expenditures (transfers and purchases) exceed its 

   revenues (tax collections) in a given year. 

   Answer (D) is incorrect because the federal budget 

   deficit is a flow concept relating to a single period of 

   time; it is not a balance sheet concept. 

[38] Source: CMA 0694 1-1 

   Answer (A) is incorrect because the required 

   percentage of reserves deposited at the central bank 

   is the legal reserve requirement. 

   Answer (B) is incorrect because the discount rate is 

   the amount the Fed charges to member banks, not 

   what banks charge each other. 

   Answer (C) is incorrect because the rate that 

   commercial banks charge for loans to the general 

   public is usually scaled upward from the prime rate, 

   which is the rate charged to the most creditworthy 

   customers. 

   Answer (D) is correct. The discount rate is the 

   interest rate at which member banks may borrow 

   money from the Fed. A lowering of the discount rate 

   encourages borrowing, which increases the money 

   supply. An increase in the discount rate discourages 

   borrowing and correspondingly increases saving, 

   which decreases the money supply. 

[39] Source: CMA 0694 1-7 

   Answer (A) is incorrect because the reserve is 20% 

   of deposits, not the reverse. 

   Answer (B) is correct. Reserves represent the 

   proportion of demand deposits that cannot be lent. 

   Given a 20% reserve requirement and an increase of 

   $1,000,000 in reserves, the system can increase total 

   demand deposits by $5,000,000 ($1,000,000 ÷ .2). 

   Answer (C) is incorrect because reserves need to be 

   only 20% of deposits; thus, an increase in reserves 

   will support a five-fold increase in deposits. 

   Answer (D) is incorrect because $800,000 equals 

   the increase in net lendable funds assuming a 

   $1,000,000 increase in deposits. 

[40] Source: CMA 0694 1-8 

   Answer (A) is incorrect because buying government 

   securities is one method the Fed uses to control the 

   money supply. 

   Answer (B) is incorrect because selling government 

   securities is one method the Fed uses to control the 

   money supply. 

   Answer (C) is incorrect because changing the reserve 

   ratio is one method the Fed uses to control the 

   money supply. 

   Answer (D) is correct. The Federal Reserve controls 

   the money supply by using several monetary policy 

   tools, including open market operations, which 

   consist of buying and selling government securities. 

   Changing the reserve ratio and discount rate are other 

   methods that the Fed occasionally uses. Printing 

   money is not an option of monetary policy because 

   there is no means to put the money into circulation. 

[41] Source: CMA 0695 1-23 

   Answer (A) is incorrect because domestic producers 

   of export goods are not benefitted. Indeed, they may 

   be harmed by retaliatory tariffs. 

   Answer (B) is correct. Despite the advantages of free 

   trade, nations often levy tariffs to discourage the 

   importation of certain products. A tariff is a tax on 

   imports intended to protect a domestic producer 

   from foreign competition. For instance, a tariff on 

   imported autos benefits U. S. auto manufacturers 

   because it is an additional cost imposed on U.S. 

   consumers of such products. The disadvantages of 

   the tariff are that it may protect an inefficient domestic 

   producer and increase prices paid by domestic 

   consumers. 

   Answer (C) is incorrect because domestic consumers 

   must pay higher prices for imported goods. 

   Answer (D) is incorrect because the foreign 

   producers will be forced to bear an additional cost. 

[42] Source: CMA 0695 1-21 

   Answer (A) is incorrect because 1.33 equals 

   marginal income divided by marginal consumption. 

   Answer (B) is incorrect because 1.26 equals 

   $48,000 divided by $38,000. 

   Answer (C) is incorrect because 0.95 equals 

   $38,000 divided by $40,000. 

   Answer (D) is correct. The marginal propensity to 

   consume is the percentage of additional income that is 

   consumed, not saved. Thus, if disposable income 

   increases by $8,000 ($48,000 - $40,000), and 

   consumption increases by $6,000 ($44,000 - 

   $38,000), the marginal propensity to consume is 

   75% ($6,000 ÷ $8,000). 

[43] Source: CMA 0695 1-22 

   Answer (A) is incorrect because it reduces the 

   money supply. 

   Answer (B) is correct. The Federal Reserve affects 

   monetary policy primarily through the purchase and 

   sale of government securities in open-market 

   operations. A purchase of securities is expansionary 

   because it increases bank reserves and the money 

   supply. However, the sale of government securities 

   by the Federal Reserve contracts the money supply 

   by removing resources from the economy. Lowering 

   the legal reserve requirement (the percentage of 

   deposits that a bank must keep on hand) also 

   expands the money supply by increasing the lendable 

   funds held by banks. Similarly, lowering the discount 

   rate (the rate at which member banks may borrow 

   from the Federal Reserve) encourages borrowing and 

   increases the money supply. 

   Answer (C) is incorrect because raising the discount 

   rate reduces the money supply. 

   Answer (D) is incorrect because raising the discount 

   rate and selling U.S. government securities reduces 

   the money supply. 

[44] Source: CIA 1196 IV-72 

   Answer (A) is incorrect because government 

   purchases are a component of aggregate demand. If 

   government purchases decrease, aggregate demand 

   also decreases. 

   Answer (B) is incorrect because government 

   purchases do not have an effect on aggregate supply. 

   The determinants of aggregate supply (factors that 

   shift the aggregate supply curve) are changes in input 

   prices, in productivity, in business taxes and 

   subsidies, and in governmental regulation. 

   Answer (C) is correct. Aggregate demand includes 

   governmental spending, consumption, investment, and 

   net exports. A decrease in government purchases will 

   decrease aggregate demand. 

   Answer (D) is incorrect because government 

   purchases do not have an effect on aggregate supply. 

   The determinants of aggregate supply (factors that 

   shift the aggregate supply curve) are changes in input 

   prices, in productivity, in business taxes and 

   subsidies, and in governmental regulation. 

[45] Source: CIA 0596 IV-60 

   Answer (A) is correct. GDP is the total value of 

   goods and services produced within the boundaries 

   of the United States. It may be measured using an 

   expenditures approach or an income approach. 

   Under the income approach, GDP equals all income 

   derived from the production of the year's output, with 

   an adjustment for net U.S. income earned abroad. 

   Two types of nonincome charges or allocations must 

   be added to incomes (wages, rents, interest, and 

   profits). Depreciation reflects the consumption of 

   fixed capital during the period. It is the part of the 

   year's receipts that must be allocated to replace the 

   machinery, plant, etc., used up in the production of 

   GDP. Indirect business taxes, such as sales, excise, 

   and property taxes, are treated by businesses as a 

   cost of production and form part of the total price of 

   goods and services. Thus, they are not paid as 

   wages, rents, interest, and profits. Accordingly, GDP 

   may be measured as the sum of consumption of fixed 

   capital, indirect business taxes, wages, rents, interest, 

   and profits (proprietors' income, corporate taxes, 

   dividends, and undistributed corporate profits), with 

   an adjustment for net U.S. income earned abroad. 

   Answer (B) is incorrect because nonincome charges 

   and net U.S. income earned abroad must also be 

   included in the calculation. 

   Answer (C) is incorrect because interest income is 

   added, not subtracted. Also, net U.S. income earned 

   abroad must be considered. 

   Answer (D) is incorrect because profits are added, 

   not subtracted. Also, nonincome charges must be 

   included in the calculation. 

[46] Source: CIA 1195 IV-56 

   Answer (A) is incorrect because, when gross 

   investment exceeds depreciation, new investment is 

   greater than the usage of existing capital, and the 

   capital stock of the economy grows. 

   Answer (B) is incorrect because, when gross 

   investment equals depreciation, new investment is just 

   sufficient to replace the usage of existing capital, and 

   the capital stock of the economy is constant. 

   Answer (C) is incorrect because, when gross 

   investment equals depreciation, new investment is just 

   sufficient to replace the usage of existing capital, and 

   the capital stock of the economy is constant. 

   Answer (D) is correct. If gross investment is less than 

   depreciation, new investment is insufficient to replace 

   the usage of existing capital. The result is negative net 

   investment (disinvestment). Thus, the capital stock of 

   the economy shrinks. 

[47] Source: CIA 0596 IV-65 

   Answer (A) is incorrect because the marginal 

   propensity to save is .4. 

   Answer (B) is incorrect because the marginal 

   propensity to save is .4, and the average propensity 

   to consume is .53. 

   Answer (C) is correct. The marginal propensity to 

   consume is the increase in consumption divided by 

   the increase in income. Thus, it equals [($160 - 

   $130) ÷ ($300 - $250)], or .60. The average 

   propensity to save equals the difference between 

   income and consumption, divided by level of income. 

   Thus, it equals [($300 - $160) ÷ $300], or .47. 

   Answer (D) is incorrect because the average 

   propensity to consume is .53. 

[48] Source: CIA 0596 IV-61 

   Answer (A) is incorrect because inflation results in 

   higher nominal wage rates, not higher real wage rates. 

   Answer (B) is incorrect because an increase in capital 

   goods per worker, not merely a greater aggregate 

   capital stock, is needed to increase labor 

   productivity. 

   Answer (C) is incorrect because higher real wages 

   per worker essentially depend on increases in output 

   per worker. 

   Answer (D) is correct. Productivity is the ratio of real 

   output per unit of input. Much of the growth in the 

   United States' real GDP is attributable to increased 

   labor productivity. This growth in real GDP permits 

   higher real wages and a higher standard of living. 

[49] Source: CIA 1194 IV-61 

   Answer (A) is correct. An influx of migrant workers 

   into a rich country with low unemployment will result 

   in increased GDP. This change occurs because of 

   improvements in productivity arising from lower labor 

   costs, increases in business incomes, and a larger real 

   output. 

   Answer (B) is incorrect because average wage levels 

   will decrease as the quantity of labor available 

   increases. 

   Answer (C) is incorrect because business incomes 

   will increase as the cost of labor decreases. 

   Answer (D) is incorrect because the total labor force 

   will increase. 

[50] Source: Publisher 

   Answer (A) is incorrect because the impact on tax 

   revenues of a given change in rates cannot be 

   determined without knowing whether taxes are 

   currently too high or too low. 

   Answer (B) is incorrect because the impact on tax 

   revenues of a given change in rates cannot be 

   determined without knowing whether taxes are 

   currently too high or too low. 

   Answer (C) is incorrect because the impact on tax 

   revenues of a given change in rates cannot be 

   determined without knowing whether taxes are 

   currently too high or too low. 

   Answer (D) is correct. The Laffer Curve explains 

   how people react to varying rates of income taxation. 

   It states that an optimal rate exists that will bring in 

   the most revenue possible. If the rate is raised or 

   lowered, tax revenue will be reduced. However, 

   given no indication as to whether the current tax rate 

   is too high or too low, the direction of the change and 

   its magnitude cannot be predicted. 

[51] Source: CIA 1193 IV-66 

   Answer (A) is incorrect because open-market 

   purchases by the central bank increase the money 

   supply by increasing commercial banks' reserves. 

   Answer (B) is incorrect because a decrease in the 

   rate charged to member banks for loans by the 

   Federal Reserve (the discount rate) increases the 

   money supply by increasing bank reserves. 

   Answer (C) is correct. The reserve ratio is the 

   minimum percentage of its deposits that a bank must 

   keep on deposit with the Federal Reserve or in its 

   vault. When the reserve ratio increases, banks must 

   maintain larger reserves, and less money is available 

   for lending and investment. Consequently, the money 

   supply decreases. 

   Answer (D) is incorrect because a decrease in the 

   margin requirement decreases the minimum down 

   payment that purchasers of stock must make. This 

   credit control affects the stock market and has no 

   direct impact on the money supply. 

[52] Source: CMA 0696 1-19 

   Answer (A) is correct. Pollution is an externality 

   (spillover). It is a negative externality because it 

   imposes costs rather than benefits that are external to 

   the market transaction. Such costs result in 

   overallocation of resources to production of 

   particular goods because the producer does not bear 

   all the associated costs. One solution is to levy 

   charges on pollution emissions so that they become 

   costs of production. Firms then must consider the 

   costs of pollution when making routine operating 

   decisions. 

   Answer (B) is incorrect because emission charges 

   would not necessarily even out usage. Companies 

   with the most profitable products could afford the 

   most emissions. 

   Answer (C) is incorrect because standards place a 

   limit on the amount of emissions, whereas the levying 

   of charges allows any amount of emissions providing 

   a payment is made. 

   Answer (D) is incorrect because compliance with low 

   standards may be cheaper than paying emissions 

   charges. 

[53] Source: CIA 1195 IV-55 

   Answer (A) is correct. The 2001 price index using 

   1984 as a reference period is the price of the 2001 

   market basket in 2001 relative to the price of the 

   same basket of goods and services in 1984. In 

   general, the price index in a given year is calculated as:

        Price of market basket in a given year

   ------------------------------------------------ X 100

   Price of the same market basket in the base year

   Answer (B) is incorrect because the 2001 market 

   basket is used to calculate the 2001 price index. 

   Answer (C) is incorrect because the 2001 market 

   basket is used in both the numerator and the 

   denominator. The price index compares the 2001 

   and 1984 prices of the same market basket. 

   Answer (D) is incorrect because the 2001 market 

   basket is used to calculate the 2001 price index, and 

   the convention is to calculate the 2001 price relative 

   to the 1984 price. 

[54] Source: CIA 0596 IV-59 

   Answer (A) is correct. The percentage change in real 

   income is the difference between the percentage 

   change in nominal income and the percentage change 

   in the price level. If nominal income increases more 

   than the price level, real income also increases. 

   Answer (B) is incorrect because, if nominal income 

   increases less than the price level, real income 

   decreases as nominal income loses purchasing 

   power. 

   Answer (C) is incorrect because, if nominal income 

   increases by the same amount as the price level, real 

   income is constant. 

   Answer (D) is incorrect because, if nominal income 

   increases by the same amount as the price level, real 

   income is constant. 

[55] Source: CIA 0596 IV-58 

   Answer (A) is incorrect because frictional 

   unemployment results from imperfections in the labor 

   market. 

   Answer (B) is incorrect because cyclical 

   unemployment is caused by a deficiency of aggregate 

   spending. 

   Answer (C) is correct. Economists define full 

   employment as occurring when cyclical 

   unemployment is zero. Hence, the natural rate of 

   unemployment (the full employment unemployment 

   rate) equals the sum of structural and frictional 

   unemployment. Cyclical unemployment is caused by 

   insufficient aggregate demand. Frictional 

   unemployment occurs when both jobs and the 

   workers qualified to fill them are available. This 

   definition acknowledges that there will be changing of 

   jobs, temporary layoffs, etc. Structural unemployment 

   exists when aggregate demand is sufficient to provide 

   full employment, but the distribution of the demand 

   does not correspond precisely to the composition of 

   the labor force. This form of unemployment arises 

   when the required job skills or the geographic 

   distribution of jobs changes. 

   Answer (D) is incorrect because the full employment 

   unemployment rate is the sum of frictional and 

   structural unemployment. 

[56] Source: CIA 1192 IV-68 

   Answer (A) is incorrect because raising consumer 

   taxes would be contractionary. 

   Answer (B) is incorrect because lower government 

   spending would be contractionary. 

   Answer (C) is incorrect because increasing the 

   supply of money involves monetary, not fiscal, policy. 

   Answer (D) is correct. According to Keynesian 

   economics, fiscal policy should be expansionary 

   when the economy is in recession. Increases in 

   government spending, decreases in taxation, or both 

   will have a stimulative effect. To achieve this effect, 

   the increase in spending should not be matched by a 

   tax increase, the effect of which is contractionary. 

   Thus, deficit spending is the result of pursuing an 

   expansionary fiscal policy. 

[57] Source: CIA 0596 IV-71 

   Answer (A) is incorrect because fiscal policy has no 

   direct effect on the money multiplier, which is a 

   relationship between the money supply and legal 

   reserve requirements. 

   Answer (B) is incorrect because expansionary fiscal 

   policy results in higher interest rates and a negative 

   effect on investment levels. 

   Answer (C) is incorrect because fiscal policy has no 

   direct effect on the money multiplier. 

   Answer (D) is correct. As the government borrows 

   to finance greater spending under an expansionary 

   fiscal policy, interest rates rise. Higher interest rates 

   crowd out private investment, which cancels or 

   weakens the stimulus of the fiscal policy. 

[58] Source: CIA 1196 IV-71 

   Answer (A) is correct. An increase in governmental 

   spending causes an increase in domestic interest rates 

   and international capital inflows. These capital inflows 

   cause the domestic currency to appreciate, which has 

   a negative effect on net exports. 

   Answer (B) is incorrect because an expansionary 

   fiscal policy influences net exports. It has an effect on 

   the external value of the domestic currency. 

   Answer (C) is incorrect because an expansionary 

   monetary policy causes a reduction in domestic 

   interest rates and international capital outflows. These 

   capital outflows cause the domestic currency to 

   depreciate, which has a positive, not a negative, 

   effect on net exports. 

   Answer (D) is incorrect because an expansionary 

   monetary policy causes a reduction in domestic 

   interest rates and international capital outflows. These 

   capital outflows cause the domestic currency to 

   depreciate, which has a positive, not a negative, 

   effect on net exports. 

[59] Source: CIA 0595 IV-55 

   Answer (A) is incorrect because a falling money 

   supply is associated with falling GDP. 

   Answer (B) is incorrect because a decline in the 

   issuance of building permits signals lower expected 

   building activity and a falling GDP. 

   Answer (C) is incorrect because an increase in the 

   timeliness of delivery by vendors indicates slacking 

   business demand and potentially falling GDP. 

   Answer (D) is correct. An economic indicator is 

   highly correlated with changes in aggregate economic 

   activity. A leading indicator changes prior to a change 

   in the direction of the business cycle. The leading 

   indicators included in the Conference Board's index 

   are average weekly hours worked by manufacturing 

   workers, unemployment claims, consumer goods 

   orders, stock prices, orders for fixed assets, building 

   permits, timeliness of deliveries, money supply, 

   consumer confidence, and the spread between the 

   yield on 10-year Treasury bonds and the federal 

   funds rate. An increase in weekly hours worked by 

   production workers is favorable for economic 

   growth. 

[60] Source: CMA 1286 1-12 

   Answer (A) is incorrect because the demand for 

   money is excluded. 

   Answer (B) is incorrect because aggregate demand 

   includes all expenditures. 

   Answer (C) is incorrect because the definition does 

   not depend upon an optimum level. 

   Answer (D) is correct. Aggregate demand reflects 

   the real domestic output at each possible price level. 

   This is an inverse relationship, so the curve slopes 

   downward. As the price level falls, real purchasing 

   power increases, interest rates decline, and foreign 

   purchases increase. The determinants of aggregate 

   demand are changes in consumer spending, 

   investment, government spending, and net exports. 

[61] Source: CMA 1281 1-2 

   Answer (A) is incorrect because a new home is a 

   productive good and is included in GDP. 

   Answer (B) is incorrect because the services of an 

   autoworker are productive and are part of GDP. 

   Answer (C) is incorrect because the doctor's services 

   were produced during the year and thus his/her fee is 

   part of GDP. 

   Answer (D) is correct. GDP is the value of all final 

   goods and services produced in the U.S., whether by 

   domestic or foreign-owned sources, during a 

   specified period. A common stock purchase is not a 

   new good or service. It is instead a claim to 

   ownership of property that already exists. 

[62] Source: CMA 1281 1-5 

   Answer (A) is correct. The multiplier is defined as the 

   change in income with respect to a change in 

   demand. With taxes and investment held constant, the 

   multiplier is equal to one divided by an expression 

   equal to one minus the marginal propensity to 

   consume. The multiplier here is 4 ($80 billion ÷ $20 

   billion). Substituting 4 into the formula for the 

   multiplier, a marginal propensity to consume of .75 

   results. 

   Answer (B) is incorrect because .25 is the marginal 

   propensity to save. 

   Answer (C) is incorrect because the marginal 

   propensity to consume is between 0 and 1. 

   Answer (D) is incorrect because the marginal 

   propensity to consume is between 0 and 1. 

[63] Source: CMA 1283 1-10 

   Answer (A) is correct. Monetarists favor a steady, 

   restrained growth of the money supply, so they would 

   be likely to favor a rule that would increase the 

   money supply at a constant annual rate. 

   Answer (B) is incorrect because monetarists feel that 

   fiscal policy should not be used to influence the 

   economy and that government attempts at stability 

   only make problems worse. They would therefore 

   probably not like policy set by Congress or the Fed. 

   Answer (C) is incorrect because monetarists feel that 

   fiscal policy should not be used to influence the 

   economy and that government attempts at stability 

   only make problems worse. They would therefore 

   probably not like policy set by Congress or the Fed. 

   Answer (D) is incorrect because money supply and 

   velocity of circulation are totally different variables. 

   Making them equal would be nonsensical. 

[64] Source: CMA 1283 1-13 

   Answer (A) is incorrect because it omits travelers' 

   checks. 

   Answer (B) is correct. The narrow definition of 

   money supply includes coins, currency, and checking 

   account deposits (including travelers' checks). 

   Answer (C) is incorrect because it includes small time 

   deposits. 

   Answer (D) is incorrect because the broader 

   definition adds small time deposits (e.g., little CDs 

   owned by individuals) and money market funds. 

[65] Source: CMA 1283 1-15 

   Answer (A) is incorrect because an increase in 

   excess reserves or reserve requirements would mean 

   that member banks could make fewer loans. Thus, 

   less money would be introduced into the economy. 

   Answer (B) is incorrect because, if the discount rate 

   were raised, member banks would borrow less from 

   the Fed to lend to their customers. 

   Answer (C) is correct. Open-market purchases of 

   government securities would put more money into 

   circulation. Vault cash that was previously unavailable 

   to the public for circulation is placed into the hands of 

   the public by the open-market purchase of 

   government securities. 

   Answer (D) is incorrect because an increase in 

   margin requirements would mean that investors would 

   borrow less. 

[66] Source: CMA 1283 1-16 

   Answer (A) is correct. The reserve ratio is the 

   percentage of the customer deposits that banks must 

   deposit with the Fed. These deposits are required by 

   law to ensure the soundness of the bank and also 

   serve as a tool for monetary policy, i.e., changes in 

   the reserve ratio affect the money supply. 

   Answer (B) is incorrect because it refers to the 

   discount rate: the amount that the Fed charges for 

   loans granted to commercial banks. 

   Answer (C) is incorrect because excess reserves and 

   specified percentage are nonsense terms. 

   Answer (D) is incorrect because excess reserves and 

   specified percentage are nonsense terms. 

[67] Source: CMA 0684 1-17 

   Answer (A) is incorrect because monetary policy 

   concerns changes in the supply of money. 

   Answer (B) is incorrect because the results of such a 

   policy would be indeterminate. 

   Answer (C) is incorrect because it would exacerbate 

   inflation. 

   Answer (D) is correct. Demand-pull inflation results 

   when demand for goods and services exceeds 

   supply, thereby pulling prices upward. Increasing 

   taxes and reducing government spending will reduce 

   the amount of money available for consumer demand. 

   When demand is reduced, prices and inflation will 

   decline. 

[68] Source: Publisher 

   Answer (A) is incorrect because $1,500 billion 

   assumes deflation rather than inflation from year 1 to 

   year 10. 

   Answer (B) is incorrect because $3,000 billion is the 

   nominal value of the year 1 GDP. 

   Answer (C) is incorrect because $4,500 billion is the 

   actual year GDP. The question asks about the 

   restated year 1 GDP. 

   Answer (D) is correct. Between year 1 and year 10, 

   the price index doubled (from 100 to 200). Thus, the 

   nominal value of year 1 GDP ($3,000 billion) must 

   also be doubled when restated in year 10 terms. The 

   year 1 GDP in year 10 prices is $6,000 billion. 

[69] Source: Publisher 

   Answer (A) is incorrect because .2 is the marginal 

   propensity to save. 

   Answer (B) is incorrect because the marginal 

   propensity to consume is .8. 

   Answer (C) is incorrect because the marginal 

   propensity to consume is .8. 

   Answer (D) is correct. The marginal propensity to 

   consume is the change in consumption divided by the 

   change in income. The change in consumption is $40 

   billion, and the change in income is $50 billion. 

   Hence, the marginal propensity to consume equals .8 

   ($40 billion ÷ $50 billion). 

[70] Source: Publisher 

   Answer (A) is incorrect because the increase in 

   savings is equal to half of the increase in disposable 

   income. 

   Answer (B) is incorrect because the increase in 

   savings is equal to half of the increase in disposable 

   income. 

   Answer (C) is correct. The marginal propensity to 

   save is the change in savings divided by the change in 

   income. The change in consumption is $40 billion, 

   and the change in income is $80 billion. Thus, the 

   change in savings is also $40 billion. The marginal 

   propensity to save must therefore equal .5 ($40 

   billion ÷ $80 billion). 

   Answer (D) is incorrect because the marginal 

   propensity to save is only half of the increase in 

   income. 

[71] Source: Publisher 

   Answer (A) is incorrect because .25 is the marginal 

   propensity to save, or the complement of the marginal 

   propensity to consume. 

   Answer (B) is correct. A change (positive or 

   negative) in investment, consumption, government 

   spending, or net export spending will result in a 

   multiplied change in equilibrium GDP. This multiplier 

   phenomenon occurs because the initial change in 

   spending has a ripple effect (the magnitude depends 

   on the marginal propensity to consume). The 

   multiplier in this case equals 4.0 ($120 billion increase 

   in equilibrium GDP ÷ $30 billion increase in 

   aggregate expenditures). Because the multiplier 

   equals [1 ÷ (1 - MPC)], the marginal propensity to 

   consume is .75.

                                       1

                                4 = -------

                                    1 - MPC

                         4 - 4MPC = 1

                             4MPC = 3

                              MPC = .75

   Answer (C) is incorrect because 4.0 is the multiplier. 

   Answer (D) is incorrect because 1.33 is the multiplier 

   assuming an MPC of .25. 

[72] Source: Publisher 

   Answer (A) is incorrect because the money supply 

   must increase when the Federal Reserve purchases 

   government securities. 

   Answer (B) is incorrect because $12,500 equals 

   12.5% of the increase in excess reserves. 

   Answer (C) is incorrect because $87,500 equals the 

   increase in excess reserves minus 12.5%. 

   Answer (D) is correct. This purchase of government 

   securities provides $100,000 of excess reserves for 

   member banks. The maximum effect of this 

   transaction, that is, assuming no leakage of money 

   except for required reserves, is to expand demand 

   deposits (and the money supply) by an amount equal 

   to the excess reserves times the money multiplier (1.0 

   ÷ the reserve ratio). Accordingly, the increase in the 

   money supply is $800,000 [$100,000 x (1.0 ÷ 

   .125)]. 

[73] Source: Publisher 

   Answer (A) is incorrect because it does not 

   recognize the "multiplier" aspect of the marginal 

   propensity to save. 

   Answer (B) is incorrect because it does not recognize 

   the "multiplier" aspect of the marginal propensity to 

   save. 

   Answer (C) is incorrect because it does not 

   recognize the "multiplier" aspect of the marginal 

   propensity to save. 

   Answer (D) is correct. Dividing the $100 additional 

   spending by the marginal propensity to save (10%) 

   results in an increase in equilibrium GDP of $1,000. 

[74] Source: Publisher 

   Answer (A) is incorrect because it does not 

   recognize the multiplier aspect of the marginal 

   propensity to save. 

   Answer (B) is incorrect because it does not recognize 

   the multiplier aspect of the marginal propensity to 

   save. 

   Answer (C) is correct. The tax multiplier is different 

   from the regular multiplier effect. The calculation is to 

   divide the negative of the marginal propensity to 

   consume (90%) by the marginal propensity to save 

   (10%), resulting in a multiplier of -9. Multiplying -9 

   times the $100 increase in taxes results in a decrease 

   of $900 in equilibrium GDP. 

   Answer (D) is incorrect because it is based on the 

   regular multiplier effect, not the tax multiplier. 

[75] Source: Publisher 

   Answer (A) is incorrect because, if rates are too high 

   and are lowered, the Laffer Curve predicts that 

   revenues will increase. 

   Answer (B) is incorrect because, if tax rates are 

   already too low, lowering them will decrease tax 

   revenues. 

   Answer (C) is correct. The Laffer Curve explains 

   how people react to varying rates of income taxation. 

   A lower than optimal rate will produce less revenue, 

   and a higher than optimal rate also will produce less 

   revenue. Thus, if income tax rates are too high, 

   government may be able to generate greater tax 

   revenue by lowering tax rates. An equally valid 

   experiment is to raise the tax rates and observe the 

   results. The Laffer Curve reflects supply-side 

   economists' belief that higher than optimal tax rates 

   diminish incentives, output, and the national income 

   base. The crucial issue is therefore the determination 

   of that optimal rate. 

   Answer (D) is incorrect because the Laffer Curve 

   does not identify the ideal tax rate. It merely identifies 

   the behavioral impact on taxpayers of a change in 

   rates. 

[76] Source: Publisher 

   Answer (A) is incorrect because lower costs mean 

   lower taxes with a value-added tax. 

   Answer (B) is incorrect because the tax is on 

   consumption, not savings, so there is an incentive to 

   save. 

   Answer (C) is correct. A value-added tax is a tax 

   levied on the difference between a firm's sales and its 

   purchases. A value-added tax provides no benefits 

   to, and imposes no costs on, a new business that are 

   not provided to, or imposed on, already existing 

   businesses. 

   Answer (D) is incorrect because the simplicity of the 

   value-added tax and the ease with which it can be 

   enforced make the tax an attractive alternative to the 

   corporate income tax. 

[77] Source: Publisher 

   Answer (A) is incorrect because $27 is the increase 

   for only the first year. 

   Answer (B) is incorrect because $27.81 is the 

   increase for only the second year. 

   Answer (C) is incorrect because $54 overlooks the 

   compounding effect of the growth related to the 

   increment on the first year's growth. 

   Answer (D) is correct. At a 3% annual rate, GDP 

   will increase to $927 by the end of the first year. An 

   additional 3% increase on a base of $927 will result 

   in a second-year increase of $27.81, bringing the 

   total GDP to $954.81, an increase of $54.81 over 

   two years. 

[78] Source: Publisher 

   Answer (A) is incorrect because a growth rate of 3% 

   a year would require 24 years to double the original 

   number. 

   Answer (B) is correct. Using the rule of 72, the 

   economy should double in approximately 24 years at 

   a growth rate of 3% annually (72 ÷ 3 = 24). 

   Answer (C) is incorrect because the economy would 

   more than double in that many years. 

   Answer (D) is incorrect because the economy would 

   more than double in that many years. 

[79] Source: Publisher 

   Answer (A) is incorrect because consumption and 

   investment ($561), when added to exports ($4), 

   exceeds the $560 of GDP. 

   Answer (B) is correct. The equilibrium GDP occurs 

   when consumption, investment, and net exports total 

   the real GDP. This occurs only when GDP equals 

   $580. 

   Answer (C) is incorrect because the $600 of GDP 

   exceeds the combination of consumption, investment, 

   and net exports. 

   Answer (D) is incorrect because the $640 GDP 

   exceeds the $628 combination of consumption, 

   investment, and net exports. 

[80] Source: Publisher 

   Answer (A) is incorrect because GDP would be less 

   than the combination of consumption investment and 

   net exports. 

   Answer (B) is incorrect because GDP would be less 

   than the combination of consumption investment and 

   net exports. 

   Answer (C) is correct. Equilibrium occurs when the 

   combination of consumption, investment, and net 

   exports equals GDP. If exports are $8 and 

   consumption and investment combined equal $596, 

   equilibrium will be at $600. 

   Answer (D) is incorrect because a GDP of $620 

   would be greater than the total of consumption, 

   investment, and net exports. 

[81] Source: Publisher 

   Answer (A) is incorrect because $40 implies a 

   multiplier of 1.5 rather than 1.67. 

   Answer (B) is correct. A change in consumption, 

   investment, or net exports results in a multiplied 

   change in equilibrium GDP. This multiplier 

   phenomenon occurs because the initial change in 

   spending has a multiplier effect. The formula for the 

   multiplier is 1 ÷ MPS. Thus, 1 ÷ 0.6 = 1.67. 

   Therefore, an increase in net exports of $20, 

   multiplied by 1.67, results in a $33.40 increase in real 

   GDP. 

   Answer (C) is incorrect because $50 results from 

   using the MPC of 0.4 rather than an MPS of .6. 

   Answer (D) is incorrect because an increase of $100 

   can occur only if the multiplier is 5. 

[82] Source: Publisher 

   Answer (A) is incorrect because the money supply is 

   reduced. 

   Answer (B) is incorrect because the money supply is 

   reduced by an amount equal to the reduction in 

   excess reserves times the money multiplier (the 

   reciprocal of the reserve ratio). 

   Answer (C) is incorrect because the money supply is 

   reduced by an amount equal to the reduction in 

   excess reserves times the money multiplier (the 

   reciprocal of the reserve ratio). 

   Answer (D) is correct. Open market operations are 

   contractional; that is, when the Federal Reserve sells 

   a government security. The sale of the bond takes 

   money out of the economy. The reduction in the 

   money supply equals the reduction in excess reserves 

   times the money multiplier (the reciprocal of the 

   reserve ratio). 

[83] Source: Publisher 

   Answer (A) is correct. A single bank can lend the 

   amount of its excess reserves, in this case $20,000 

   ($40,000 - $20,000). For the banking system as a 

   whole, money creation is measured by a multiple of 

   excess reserves equal to 1 divided by the reserve 

   requirement. Thus, $20,000 x (1 ÷ .20) = $100,000. 

   Answer (B) is incorrect because a single bank can 

   lend only its excess reserves, or $20,000. 

   Answer (C) is incorrect because the money multiplier 

   is 5, not 4. 

   Answer (D) is incorrect because the excess reserves 

   are only $20,000. 

[84] Source: Publisher 

   Answer (A) is incorrect because the multiplier is only 

   4, not 5. 

   Answer (B) is correct. For the banking system as a 

   whole, money creation is measured by a multiple of 

   excess reserves. The multiplier is calculated by 

   dividing 1 by the reserve requirement. If $800 in 

   reserves leads to the creation of $3,200 in loans, the 

   multiplier must be 4 ($3,200 ÷ $800). Thus, 1 ÷ R = 

   4. Therefore, R (the reserve requirement) must be 

   .25. 

   Answer (C) is incorrect because these reserve 

   requirements would result in less than $3,200 in 

   loans. 

   Answer (D) is incorrect because these reserve 

   requirements would result in less than $3,200 in 

   loans. 

[85] Source: Publisher 

   Answer (A) is incorrect because 7.0% results from 

   using the average price level for the year in the 

   denominator. 

   Answer (B) is correct. The rate of inflation is 

   measured by dividing the change in the price level by 

   the level in the earlier year. Thus, 8 ÷ 110 = 7.3%. 

   Answer (C) is incorrect because the base year rate 

   was 110, not 100. 

   Answer (D) is incorrect because the numerator is 8, 

   representing the change during the year, not 18, 

   which has been the change since the start of the base 

   period. 

[86] Source: Publisher 

   Answer (A) is incorrect because 4% is the real rate 

   given a 10% nominal rate and a 6% inflation 

   premium. The rate of inflation increases the rate 

   charged. 

   Answer (B) is incorrect because 6% is the rate of 

   inflation. 

   Answer (C) is incorrect because 10% is the rate 

   given zero inflation. 

   Answer (D) is correct. If Chihuahua Bank requires a 

   real return of 10%, a 6% inflation rate will increase 

   the rate charged to 16%. 

[87] Source: Publisher 

   Answer (A) is incorrect because 4 is a term in the 

   supply equation, and 10 results from substituting 4 

   into the demand equation. 

   Answer (B) is correct. The equilibrium price and 

   quantity are determined by the intersection of the 

   supply and demand curves, that is, the point at which 

   prices and quantities are equal. Thus, one equation 

   may be subtracted from the other and the result 

   solved as follows:

           P  =  16 - 1.2Q

           P  =  4 + .8Q

       ----------------------

           0  =  12 - 2.0Q

        2.0Q  =  12

           Q  =  6

       ----------------------

           P  =  4 + .8(6)

           P  =  8.80

   Answer (C) is incorrect because 10 and 5 result from 

   increasing the first term in the supply equation to 6. 

   Answer (D) is incorrect because 16 is a term in the 

   demand equation. 

[88] Source: Publisher 

   Answer (A) is incorrect because $20 results from 

   assuming a quantity of 10. 

   Answer (B) is incorrect because $12 results from 

   assuming a quantity of 6. 

   Answer (C) is correct. The new equilibrium price and 

   quantity may be found by subtracting the new supply 

   equation from the demand equation and solving as 

   follows:

          P  =  16 - 1.2Q

          P  =  6 + .8Q

       ----------------------

          0  =  10 - 2.0Q

       2.0Q  =  10

          Q  =  5

       ----------------------

          P  =  6 + .8(5)

          P  =  10

   Consequently, given that the tax is $2 per unit and 

   that the equilibrium quantity is 5, tax revenue equals 

   $10 ($2 x 5). 

   Answer (D) is incorrect because $8.80 is the pretax 

   equilibrium price. 

[89] Source: CIA 1194 IV-67 

   Answer (A) is incorrect because the discovery of 

   more or better resources causes an outward shift of 

   the production possibilities curve. 

   Answer (B) is incorrect because the discovery of 

   improved production techniques causes an outward 

   shift of the production possibilities curve. 

   Answer (C) is incorrect because incurring a trade 

   deficit results in consumption of a combination of 

   goods outside the current production possibilities 

   curve. 

   Answer (D) is correct. If a nation's exports are 

   greater than its imports, the combination of goods 

   consumed will be less than the combination 

   produced. Hence, the production possibilities curve 

   will shift inward, for example, to point B on curve 

   ABC. 

[90] Source: Publisher 

   Answer (A) is incorrect because $10 results from 

   using the MPC instead of the MPS in the calculation. 

   Answer (B) is correct. A change in consumption, 

   investment, net exports, or government spending 

   results in a multiplied change in equilibrium GDP due 

   to a ripple effect. The formula for the multiplier is 

   1/MPS (MPS is the marginal propensity to save). 

   Thus, 1/.6 x E = 25; or 1.667E = 25; or E = $15. If 

   expenditures decline by $15, the multiplier effect will 

   cause GDP to decline by $25. 

   Answer (C) is incorrect because $41.67 results from 

   dividing the change in GDP by the MPS. 

   Answer (D) is incorrect because $62.50 results from 

   dividing the change in GDP by the MPC. 

[91] Source: Publisher 

   Answer (A) is incorrect because GDP of $510 is less 

   than consumption ($492) plus investment ($10) and 

   government purchases ($12), which total $514. 

   Answer (B) is incorrect because GDP of $520 is less 

   than the expenditures of $500 for consumption, $12 

   for government purchases, and $10 for investment. 

   Answer (C) is correct. The equilibrium level of GDP 

   occurs at that level where GDP equals consumption, 

   investment, government purchases, and net exports, 

   less taxes. Consumption of $508, investment of $10, 

   and government purchases of $12 equal an 

   equilibrium GDP of $530 ($508 + $10 + $12 = 

   $530 GDP). 

   Answer (D) is incorrect because a GDP of $570 

   exceeds the combined expenditures. 

[92] Source: Publisher 

   Answer (A) is correct. The tax multiplier is different 

   from the standard multiplier. It is calculated as follows:

       -MPC        -.8

      -------  or  ---  =  -4

      1 - MPC       2

   In the previous question, there were no taxes and the 

   equilibrium level was $530. If all else is the same 

   except that taxes increase by $5, there will be a 

   negative impact on GDP by 4 (the tax multiplier) 

   times $5, or $20. Thus, the new equilibrium level will 

   be $510 ($530 - $20). 

   Answer (B) is incorrect because the GDP would 

   exceed the combination of consumption, investment, 

   and government purchases, less taxes. 

   Answer (C) is incorrect because the GDP would 

   exceed the combination of consumption, investment, 

   and government purchases, less taxes. 

   Answer (D) is incorrect because the GDP would 

   exceed the combination of consumption, investment, 

   and government purchases, less taxes. 

[93] Source: Publisher 

   Answer (A) is incorrect because the GDP will 

   increase since the tax multiplier is different from the 

   standard multiplier. 

   Answer (B) is correct. The formula for the standard 

   multiplier is 1 ÷ MPS, or 5. The tax multiplier is 

   different because changes in taxes affect the economy 

   through changes in consumption. The calculation for 

   the tax multiplier follows:

       -MPC        -.8

      -------  or  ---  =  -4

      1 - MPC       2

   Thus, an increase in government purchases of $25 

   will increase GDP by $125 (5 x $25). The $25 

   increase in taxes will cause a decline in GDP of $100 

   (4 x $25). The net effect will be a $25 rise in GDP. 

   Answer (C) is incorrect because the $100 decline 

   due to the tax increase will be more than offset by the 

   increase in government purchases. 

   Answer (D) is incorrect because the $125 increase 

   attributable to government purchases will be partially 

   offset by the decline due to the tax increase. 

[94] Source: Publisher 

   Answer (A) is incorrect because consumption and 

   savings will be larger than the right side of the 

   equation. 

   Answer (B) is incorrect because government 

   spending is excluded. 

   Answer (C) is incorrect because, if savings, imports, 

   and taxes (the deductions from GDP) are less than 

   the positive attributes, the economy will grow. 

   Answer (D) is correct. If investment, exports, and 

   government purchases are less than the combination 

   of savings, imports, and taxes, consumption will be 

   the same on both sides of the equation. 

[95] Source: Publisher 

   Answer (A) is incorrect because $200 ignores the 

   effect of the multiplier. 

   Answer (B) is correct. The $200 difference between 

   full-employment GDP and equilibrium GDP can be 

   eliminated by additional consumption, government 

   spending, or exports. Because of the multiplier effect, 

   the amount of any increase will be less than $200. 

   Thus, an increase in spending equal to $200 divided 

   by the multiplier ($200 ÷ multiplier) will result in a 

   $200 increase in the GDP. 

   Answer (C) is incorrect because $200 should be 

   divided by the multiplier. 

   Answer (D) is incorrect because the multiplier is 

   based on the reciprocal of the MPS, not the MPC. 

[96] Source: Publisher 

   Answer (A) is incorrect because $2,400 omits 

   currency. 

   Answer (B) is correct. M1 and M2 are the most 

   common measures of the money supply. M1, or the 

   narrow money stock, includes coins, currency, and 

   checking deposits. Thus, M1 equals $2,460 ($2,400 

   + $60). 

   Answer (C) is incorrect because $2,960 erroneously 

   includes small time deposits. 

   Answer (D) is incorrect because $3,010 includes 

   money market mutual funds. 

[97] Source: Publisher 

   Answer (A) is incorrect because $2,960 fails to 

   include noncheckable savings deposits and money 

   market accounts and funds. 

   Answer (B) is incorrect because $3,910 fails to 

   include money market accounts and funds. 

   Answer (C) is correct. M2 includes coins and 

   currency, checking deposits, nonchecking savings, 

   and small (less than $100,000) time deposits. Also 

   included are money market accounts and money 

   market mutual funds. Therefore, M2 equals $4,760 

   ($2,400 + $60 + $950 + $500 + $300 + $550). 

   Answer (D) is incorrect because $5,760 includes 

   large time deposits, which are an element of M3, but 

   not M2. 

[98] Source: Publisher 

   Answer (A) is incorrect because $2,460 is M1. 

   Answer (B) is incorrect because $4,760 is M2. 

   Answer (C) is incorrect because $5,210 fails to 

   include money market mutual funds. 

   Answer (D) is correct. M3 is the broadest definition 

   of the money supply and includes M2 and large time 

   deposits. Thus, M3 equals $5,760 ($2,400 + $500 + 

   $60 + $1,000 + $950 + $300 + $550). 

[99] Source: Publisher 

   Answer (A) is incorrect because money declines in 

   value by 33.33%. 

   Answer (B) is correct. If the price level increases 

   50%, an item that used to cost $1.00 will increase to 

   $1.50. A person with $1.50 could have previously 

   purchased 1.5 units of product. After the price level 

   increases, that person can buy only 1 unit, or a 

   decline of .5 units. Thus, the value of money declines 

   by 33.33% (.5 ÷ 1.5). 

   Answer (C) is incorrect because 50% is the increase 

   in price level, which is calculated using a different 

   base from the one used to calculate the decline in 

   monetary value. 

   Answer (D) is incorrect because money declines in 

   value by 50%. 

[100] Source: Publisher 

   Answer (A) is correct. With a 20% reserve 

   requirement, a bank would need $8,000 (20% x 

   $40,000) in reserves. Thus, $9,000 is $1,000 more 

   than is required. 

   Answer (B) is incorrect because $8,000 is the 

   reserve requirement, not the excess. 

   Answer (C) is incorrect because $9,000 is the 

   amount of actual reserves, not the excess. 

   Answer (D) is incorrect because $9,800 combines 

   liabilities with actual reserves. 

[101] Source: Publisher 

   Answer (A) is incorrect because the excess reserves 

   are $750. 

   Answer (B) is correct. With a 25% requirement, the 

   reserve requirement is $250. By sending the full 

   $1,000 to the Federal Reserve Bank, the commercial 

   bank has excess reserves of $750. 

   Answer (C) is incorrect because only $750 of the 

   reserves is excess; $250 is required. 

   Answer (D) is incorrect because total reserves are 

   $1,000. 

[102] Source: Publisher 

   Answer (A) is incorrect because the money multiplier 

   is equal to 1 divided by the reserve requirement. 

   Answer (B) is incorrect because the money multiplier 

   is equal to 1 divided by the reserve requirement. 

   Answer (C) is incorrect because the money multiplier 

   is equal to 1 divided by the reserve requirement. 

   Answer (D) is correct. The money multiplier is equal 

   to 1 divided by the reserve requirement. Thus, 1 ÷ 

   .10 = 10. 

[103] Source: Publisher 

   Answer (A) is incorrect because the reserve required 

   is based on the level of demand deposits, not net 

   worth. 

   Answer (B) is correct. Excess reserves are those in 

   excess of required reserves. Required reserves are 

   based on demand deposits. Thus, 20% of $200,000 

   equals required reserves of $40,000. Any reserves 

   above $10,000 are excess. In this case, the excess is 

   $10,000 ($50,000 - $40,000). 

   Answer (C) is incorrect because $40,000 is the 

   amount of required reserves. 

   Answer (D) is incorrect because $50,000 is the 

   amount of actual reserves; only $40,000 is required. 

[104] Source: Publisher 

   Answer (A) is incorrect because $50,000 is the 

   actual reserves, $40,000 of which represents the 

   required reserves. 

   Answer (B) is incorrect because loans cannot exceed 

   excess reserves. 

   Answer (C) is incorrect because $40,000 is the 

   amount of required reserves based on the bank's 

   $200,000 of demand deposits. 

   Answer (D) is correct. A bank can lend money to the 

   extent of its excess reserves. Thus, with excess 

   reserves of $10,000 ($50,000 actual - $40,000 

   required), a bank can make new loans of $10,000. 

[105] Source: Publisher 

   Answer (A) is incorrect because demand deposits 

   will not change. 

   Answer (B) is correct. Demand deposits will remain 

   unchanged at $200,000. Reserves will decline by the 

   $10,000 amount of the loan to a new balance of 

   $40,000. 

   Answer (C) is incorrect because reserves will change 

   by the amount of the loan to $40,000. 

   Answer (D) is incorrect because reserves will 

   decline, not increase. 

[106] Source: Publisher 

   Answer (A) is incorrect because $10,000 is the 

   maximum a single bank can lend. For the system, that 

   amount is expanded by the money multiplier effect. 

   Answer (B) is correct. The money multiplier is equal 

   to 1 divided by the reserve requirement. Thus, 1 ÷ 

   0.2 = 5. With excess reserves of $10,000 ($50,000 

   - $40,000), the money supply can be increased by 

   $50,000 (5 x $10,000). 

   Answer (C) is incorrect because excess reserves of 

   $10,000 will support additional lending throughout 

   the system of $50,000. 

   Answer (D) is incorrect because excess reserves of 

   $10,000 will support additional lending throughout 

   the system of $50,000. 

[107] Source: Publisher 

   Answer (A) is incorrect because the reserve 

   requirement is based on demand deposits, not on 

   capital stock. 

   Answer (B) is correct. There are excess reserves of 

   $47.5 billion ($60 billion actual - $12.5 billion 

   required). The money multiplier is calculated by 

   dividing 1 by the reserve requirement. A reserve 

   requirement of 12.5% indicates a money multiplier of 

   8. Multiplying 8 by the $47.5 billion of excess 

   reserves results in an opportunity to expand the 

   money supply by $380 billion. 

   Answer (C) is incorrect because the money multiplier 

   is 8, resulting in the possibility of $380 billion in new 

   loans. 

   Answer (D) is incorrect because the multiplier is 

   applied to excess reserves, not actual reserves. 

[108] Source: Publisher 

   Answer (A) is incorrect because reserves will 

   increase by the amount of the deposit. 

   Answer (B) is incorrect because $5 billion is the 

   amount of required reserves, not the excess. 

   Answer (C) is correct. A $40 billion deposit will 

   increase reserves by that amount. Required reserves, 

   however, are only 5 billion (12.5% x $40 billion). 

   Thus, excess reserves are $35 billion. 

   Answer (D) is incorrect because $40 billion is the 

   amount of actual reserves, not the excess. 

[109] Source: Publisher 

   Answer (A) is incorrect because it ignores the 

   multiplier effect. 

   Answer (B) is incorrect because it results from 

   dividing by the multiplier instead of multiplying. 

   Answer (C) is incorrect because it ignores the 

   multiplier effect. 

   Answer (D) is correct. Because of the money 

   multiplier, selling $20 million of reserves will diminish 

   the money supply by more than the amount of the 

   securities sold. The multiplier is calculated by dividing 

   1 by the reserve requirement. Thus, with a 25% 

   reserve requirement, the multiplier is 4 (1 ÷ .25). 

   Multiplying 4 by $20 million results in a potential 

   reduction in the money supply of $80 million. 

[110] Source: Publisher 

   Answer (A) is incorrect because 4 is a term in the 

   supply equation, and 10 results from substituting 4 

   into the demand equation. 

   Answer (B) is correct. The equilibrium price and 

   quantity are determined by the intersection of the 

   supply and demand curves, that is, the point at which 

   prices and quantities are equal. Thus, one equation 

   may be subtracted from the other and the result 

   solved as follows:

          P  =  16 - 1.2Q

          P  =  4 + .8Q

     ----------------------

          0  =  12 - 2.0Q

       2.0Q  =  12

          Q  =  6

          P  =  4 + .8(6)

          P  =  8.80

   Answer (C) is incorrect because 10 and 5 result from 

   increasing the first term in the supply equation to 6. 

   Answer (D) is incorrect because 16 is a term in the 

   demand equation. 

[111] Source: Publisher 

   Answer (A) is incorrect because $20 results from 

   assuming a quantity of 10. 

   Answer (B) is incorrect because $12 results from 

   assuming a quantity of 6. 

   Answer (C) is correct. The new equilibrium price and 

   quantity may be found by subtracting the new supply 

   equation from the demand equation and solving as 

   follows:

         P  =  16 - 1.2Q

         P  =  6 + .8Q

         0  =  10 - 2.0Q

      2.0Q  =  10

         Q  =  5

         P  =  6 + .8(5)

         P  =  10

   Consequently, given that the tax is $2 per unit and 

   that the equilibrium quantity is 5, tax revenue equals 

   $10 ($2 x 5). 

   Answer (D) is incorrect because $8.80 is the pretax 

   equilibrium price. 

[112] Source: Publisher 

   Answer (A) is incorrect because a progressive tax is 

   a tax in which individuals with higher (lower) incomes 

   pay a higher (lower) percentage of their income in 

   tax. For example, income taxes are progressive. 

   Answer (B) is correct. With a regressive tax, the 

   percentage paid in taxes decreases as income 

   increases. For example, excise taxes and payroll 

   taxes are both regressive taxes. An excise tax is 

   regressive because its burden falls disproportionally 

   on lower-income persons. As personal income 

   increases, the percentage of income paid declines 

   because an excise tax is a flat amount per quality of 

   the good or service purchased. 

   Answer (C) is incorrect because a proportional tax is 

   a tax in which the individual pays a constant 

   percentage in taxes, regardless of income level. A 

   sales tax is a proportional tax. 

   Answer (D) is incorrect because a progressive tax is 

   a tax in which individuals with higher (lower) incomes 

   pay a higher (lower) percentage of their income in 

   tax. For example, income taxes are progressive. 

[113] Source: CMA 0686 1-20 

   Answer (A) is incorrect because personal income 

   taxes levied against the employee are direct taxes. 

   Answer (B) is incorrect because Social Security 

   taxes levied against the employee are direct taxes. 

   Answer (C) is correct. Indirect taxes are those levied 

   against someone other than individual taxpayers and 

   thus only indirectly affect the individual. Sales taxes 

   are levied against businesses and are then passed 

   along to the individual purchaser. Social Security 

   taxes are levied against both the employer and the 

   employee. Those levied against the employee are 

   direct taxes; those levied against the employer are 

   indirect. 

   Answer (D) is incorrect because personal income 

   taxes and Social Security taxes levied against the 

   employee are direct taxes. 

[114] Source: CMA 0690 4-27 

   Answer (A) is incorrect because the effect is to 

   increase gains and decrease losses. 

   Answer (B) is correct. An accelerated method 

   reduces the book value of the asset more rapidly in 

   the early years of the useful life than does the 

   straight-line method. Hence, the effect of an early sale 

   is to increase the gain or decrease the loss that would 

   have been recognized under the straight-line method. 

   Answer (C) is incorrect because the effect is to 

   increase gains and decrease losses. 

   Answer (D) is incorrect because the effect is to 

   increase gains and decrease losses. 

[115] Source: CIA 0594 IV-69 

   Answer (A) is incorrect because reserve ratio 

   changes are infrequent, offer less flexibility, and have 

   less prompt effects than open-market operations. 

   Answer (B) is correct. Open-market operations 

   permit the Federal Reserve to control the money 

   supply. This result is obtained through the buying and 

   selling of government securities to increase or 

   decrease, respectively, the excess reserves of 

   commercial banks. For example, buying securities 

   increases lendable reserves, thereby indirectly 

   increasing the money supply. Moreover, purchases 

   from individuals lead to an increase in demand 

   deposits, which directly increases the money supply. 

   Answer (C) is incorrect because manipulation of 

   government spending is an instrument of fiscal policy, 

   not monetary policy. 

   Answer (D) is incorrect because the amount of 

   commercial bank reserves obtained by borrowing 

   from the central bank is small. Furthermore, whether 

   a change in the discount rate has much impact 

   depends on whether the change occurs at a time 

   when the commercial banks are inclined to alter their 

   central bank borrowings. 
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