400 Macro Questions – 5.4 Government Deficits and Debt
Difficulty Level 2
1. The government budget balance equals
(A) Government spending – taxes + government transfers
(B) Taxes – government spending + government transfers
(C) Taxes – government spending – government transfers
(D) Taxes + government spending + government transfers
(E) Government transfers – government spending – taxes
2. Federal budget deficits would occur when
(A) Congress increases the tax rate for households earning the highest incomes
(B) an increase in unemployment causes government transfers to increase
(C) the Internal Revenue Service spends more than it collects in a given year
(D) the federal government spends more than it collects in taxes in a given year
(E) the Federal Reserve increases the money supply
3. An expansionary fiscal policy enacted by the United States government
(A) always includes a change in taxes.
(B) moves the federal budget toward deficit.
(C) moves the federal budget toward surplus.
(D) moves the federal budget toward balance.
(E) only affects government spending.
4. Deficit spending by the United States government is primarily financed by
(A) decreasing the discount rate
(B) increasing the money supply
(C) depreciating the value of the dollar
(D) increasing taxes
(E) issuing new bonds (which effectively means they borrow money)
5. An increase in government spending with no change in taxes leads to a(n)
(A) decrease in income
(B) increase in interest rates
(C) increase in the money supply
(D) decrease in bond prices
(E) increase in unemployment
6. Which of the following statements is true about the national debt of the United States?
(A) It can never be fully paid.
(B) It increases when full employment output increases.
(C) It is the net result of past and current budget deficits and surpluses.
(D) It is owed entirely to foreign investors.
(E) It is owed entirely to domestic commercial banks.
7. In an economy at full employment, policymakers are concerned about the government debt and attempt to decrease it by reducing government spending and transfers and increasing income taxes. Which of the following will most likely increase as a result of these policies?
(A) Price level
(B) Labor productivity
(C) Aggregate supply
(D) Nominal wages
(E) Unemployment
8. Which of the following will cause a government budget deficit in a given year?
(A) Tax revenues are less than government spending and transfers.
(B) Capital outflows to foreign economies exceed capital inflows from foreign economies.
(C) The central bank increases bond purchases.
(D) Interest payments on the national debt exceed spending on goods and services.
(E) The value of imports exceeds the value of exports.
9. To finance a budget deficit, the U.S. government will most likely
(A) issue bonds to borrow money
(B) increase taxes
(C) sell physical assets
(D) [bookmark: _GoBack]seize assets from foreign nations
(E) increase interest rates on financial aid to developing nations
10. How do automatic stabilizers affect the government budget balance as the United States’ economy moves toward recession?
(A) Lawmakers increase government spending and the budget moves toward deficit
(B) Tax rates increase and the budget moves toward surplus
(C) Tax rates decrease and the budget moves toward deficit
(D) Increasing transfer payments move the budget toward deficit
(E) Decreasing transfer payments move the budget toward surplus
11. How will an increase in the government budget deficit likely affect the real interest rates and investment spending?
Real Interest Rate	Investment Spending
(A) Increase	Increase
(B) Increase	Decrease
(C) No change	No change
(D) Decrease	Increase
(E) Decrease	Decrease
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Answers
TOPIC 4: Government DEFICITS AND DEBT
Difficulty LEVEL 2
1. CORRECT ANSWER: C
The government budget balance is calculated by subtracting the value of all government spending on goods and services and the value of government transfers from the amount of money received by the government from taxes.
INCORRECT ANSWER
The government budget balance is a calculation used to determine if the government’s budget is balanced, in deficit, or in surplus. Consider from where the government gets its money, and how the money is used.
2. CORRECT ANSWER: D
A budget deficit occurs when a government spends and transfers more money than it receives in taxes. Be careful not to be fooled by a single department of government that spends more than it has been allocated. A deficit occurs when all of the government’s spending and transfers exceed taxes.
INCORRECT ANSWER
A deficit indicates that there is not enough money to fund expenditures.
3. CORRECT ANSWER: B
An expansionary fiscal policy includes some or all of the following elements: an increase in government spending, an increase in government transfers, and a decrease in taxes. Any of these changes will move a government budget toward deficit, as the government will increase the money going out and decrease the money coming in.
INCORRECT ANSWER
Consider what an expansionary policy may include: an increase in government spending, an increase in government transfers, and a decrease in taxes. What effect will these changes have on the government’s bank account?
4. CORRECT ANSWER: E
When the U.S. government spends more than it receives in taxes, it must borrow funds. However, the government does not apply for a bank loan. Rather, the U.S. Treasury issues new bonds. Purchases of the bonds provides the funds for government spending, and the bonds are repaid, with interest, by American taxpayers.
INCORRECT ANSWER
The government must borrow money to finance deficit spending, but it does not apply for a traditional loan or print money. From whom does the government acquire its needed funds?
5. CORRECT ANSWER: B
If the government is increasing its spending without an increase in taxes, it must increase its borrowing to fund the spending. The increase in borrowing will cause an increase in demand in the loanable funds market, resulting in an increase in interest rates.
INCORRECT ANSWER
How does government borrowing change when the government spends more without increasing taxes? What results from the change in borrowing?
6. CORRECT ANSWER: C
The national debt is the net result of past and current budget deficits and surpluses. An annual budget deficit will add to the debt while an annual budget surplus will decrease the debt. The debt is owed to the owners of U.S. Treasury bondholders, whoever they may be.
INCORRECT ANSWER
Consider that an annual budget deficit will add to the debt while an annual budget surplus will decrease the debt.
7. CORRECT ANSWER: E
Policymakers have created a contractionary fiscal policy. While it will move the budget balance toward surplus and possibly reduce the debt, it will also cause aggregate output to decrease, resulting in an increase in unemployment.
INCORRECT ANSWER
Policymakers have created a contractionary fiscal policy. While it will move the budget balance toward surplus and possibly reduce the debt, what other changes will result from this decrease in aggregate demand?
8. CORRECT ANSWER: A
A budget deficit occurs when government expenditures and transfers exceed tax revenues. The budget only reflects transactions conducted by the government.
INCORRECT ANSWER
The government budget only reflects transactions conducted by the government, not by banks, foreigners, or households.
9. CORRECT ANSWER: A
While the government could increase its income through other means, it typically issues bonds. The U.S. government funds deficit spending by issuing Treasury bonds and selling them to the public.
INCORRECT ANSWER
Some of the answers are possible methods the government could use to increase its income, but the correct answer is the means most commonly used.
10. CORRECT ANSWER: D
As the U.S. economy moves toward recession, tax receipts decrease (though tax rates remain unchanged) while government transfers increase, as more Americans qualify for welfare and unemployment assistance. As a result, the budget moves toward deficit.
INCORRECT ANSWER
Automatic stabilizers include government transfers like unemployment and welfare benefits and the progressive tax code, in which smaller tax payments are made as income declines. How would a recession affect the use of these stabilizers? What effect would these stabilizers have on the budget?
11. CORRECT ANSWER: B
An increase in the budget deficit means that the government will increase its demand for loanable funds, resulting in an increase in the real interest rate. As the real interest rate rises, investment spending declines.
INCORRECT ANSWER
An increase in the deficit means that the government must increase its borrowing. How will increased borrowing affect the real interest rate? How do changes in the real interest rate affect investment spending?

