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MASTERING AP
MACROECONOMIC
S UNIT 4 MULTIPLE
CHOICE
QUESTIONS: A
COMPREHENSIVE
GUIDE

T h e  A P
Macroeconomics  exam
is  a  challenging  test
that  requires  a  deep
understanding  of  how
the  national  economy
functions.  Among  the
six units covered, Unit
4: The Financial Sector
is often considered one
o f  t h e  m o s t

conceptually  dense
a n d  c r i t i c a l  f o r
achieving a high score.
This is  where abstract
i deas  l i ke  money
creation,  monetary
policy,  and  the  bond
market come to life. To
excel,  students  must
not  only  grasp  these
theories but also apply
t h e m  u n d e r  t i m e
pressure.  The  most
effective  way  to
prepare  is  to  work
t h r o u g h  A p
M a c r o e c o n o m i c s
U n i t  4  m u l t i p l e
choice  questions.
This article provides a
complete  roadmap  to
understanding  the
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structure, content, and
strategies  needed  to
conquer this portion of
the  exam.  We  wi l l
b r e a k  d o w n  k e y
concepts,  explore
common  quest ion
formats,  and  offer
sample  questions  to
sharpen  your  skills.
Un i t  4  cove rs  the
financial  system,
including  the  definition
a n d  f u n c t i o n s  o f
money,  banking,  and
the  cent ra l  bank .
M u l t i p l e  c h o i c e
questions  in  this  unit
often  test  your  ability
to  analyze  the  effects
of  monetary policy on
interest rates, inflation,
a n d  o u t p u t .  B y
focus ing  on  h igh-
q u a l i t y  p r a c t i c e
questions,  you  can
transform  confusion
into  confidence.  Let’s
dive into the essential
topics  you  need  to
know.

UNDERSTANDING
THE FINANCIAL
SECTOR IN AP
MACROECONOMIC
S UNIT 4

B e f o r e  t a c k l i n g
m u l t i p l e  c h o i c e
questions,  it  is  crucial
to  have  a  firm  grip  on
the  f ounda t i ona l
concepts  that  define
this  unit.  The  financial
sector  acts  as  the
circulatory  system  of
t h e  e c o n o m y ,
channeling funds from
savers  to  borrowers.
E v e r y  A p
M a c r o e c o n o m i c s
U n i t  4  m u l t i p l e
choice  question  will
draw upon one or more
of these core ideas.

Key
Concepts:
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Money,
Banking,
and
Financial

Markets
Money  is  more  than
j u s t  c a s h  i n  y o u r
p o c k e t .  I n
m a c r o e c o n o m i c s ,
money  serves  three
primary  functions:
medium  of  exchange,
store of value, and unit
of  account .  Uni t  4
questions will test your
unders tand ing  o f
m o n e y  s u p p l y
definitions—M1  and
M 2 .  M 1  i n c l u d e s
currency,  demand
deposits, and traveler's
c h e c k s ;  M 2  a d d s
saving deposits, money
market  mutual  funds,
a n d  s m a l l  t i m e

deposits.  You  might
see a  question asking
which asset is included
in M2 but not M1.
Banks  play  a  pivotal
ro le  in  the  money
c rea t i on  p rocess
through  fractional
reserve banking. When
a  bank  rece ives  a
deposit, it must hold a
fraction  as  reserves
and  can  lend  out  the
rest .  Th is  lending
creates new money in
the form of deposits. A
common  mul t ip le
choice question will ask
you  to  calculate  the
money  multiplier  (1  /
reserve  requirement)
o r  de te rm ine  the
maximum  change  in
the money supply after
an initial deposit.
Financial  markets,
particularly  the  bond
market  and  the  stock
market,  determine
interest  rates  and
allocate  capital.  The
loanable funds market
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is a key model in this
un i t .  I t  shows  the
interaction  between
savers  (supply)  and
borrowers (demand) to
set  the  real  interest
rate.  Expect  questions
that  shift  supply  or
demand curves due to
changes  in  savings
rates,  investment
oppor tun i t ies ,  o r
government deficits.

The Role
of the
Federal
Reserve
The  Federal  Reserve
(the Fed) is the central
bank  of  the  United
States  and  a  major
focus of Unit 4. Its twin
goals are price stability
a n d  m a x i m u m
employment.  The  Fed
influences  the

economy through three
primary  tools:  open
market operations, the
discount rate, and the
reserve  requirement.
Understanding  how
these  tools  work  is
essential for answering
Ap  Macroeconomics
U n i t  4  m u l t i p l e
choice  questions
about monetary policy.

Open Market
Operations
(OMO): Buying
and selling
government
bonds to control
the money
supply. Buying
bonds injects
reserves and
lowers interest
rates; selling
bonds does the
opposite.
Discount Rate:
The interest rate
the Fed charges
banks for short-
term loans. A
lower discount
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rate encourages
borrowing and
expands the
money supply.
Reserve
Requirement:
The percentage
of deposits banks
must hold in
reserve. A
decrease in the
requirement
increases the
money multiplier.

Questions  often  ask
you  to  identify  the
effect  of  an
e x p a n s i o n a r y  o r
c o n t r a c t i o n a r y
monetary  policy  on
aggregate  demand,
output,  and  the  price
level. You may also be
tested  on  the  federal
funds  rate—the  rate
banks  charge  each
other  for  overnight
loans—and  how  the
Fed  targets  it.

STRUCTURE OF
MULTIPLE CHOICE
QUESTIONS IN
UNIT 4

M u l t i p l e  c h o i c e
questions  on  the  AP
exam are designed to
assess  bo th  you r
factual recall and your
ab i l i ty  to  ana lyze
complex  scenarios.
Each question has four
answer  choices.  For
Unit 4, expect a mix of
definition-based
ques t i ons ,  g raph
interpretation,  and
policy  application.

Common
Topics
Tested
Based  on  past  exams
and  released  practice
tests,  the  following
topics  appear  most
f r e q u e n t l y  i n  Ap
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M a c r o e c o n o m i c s
U n i t  4  m u l t i p l e
choice  questions :

Functions and1.
measurements of
money (M1 vs.
M2)
Money creation2.
through
fractional reserve
banking and the
money multiplier
The loanable3.
funds market
and changes in
interest rates
Tools of4.
monetary policy
and their effects
on the economy
Relationship5.
between bond
prices and
interest rates
The Phillips6.
Curve (short-run
and long-run
trade-off
between inflation
and
unemployment) –
though this is

often in Unit 5,
some questions
bridge both
units.

Question
Formats
and
Difficulty
Levels
You  wil l  encounter
questions  that  test
simple definitions, such
as "What is the primary
function of the Federal
Reserve?"  Others
require  mult i -step
r e a s o n i n g :  f o r
example, "If the central
bank sells government
bonds  in  the  open
market ,  what  w i l l
happen  to  the  money
supply,  interest  rates,
a n d  a g g r e g a t e
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demand?" Graph-based
questions  might  show
a  shift  in  the  money
supply  curve  and  ask
you  to  determine  the
n e w  e q u i l i b r i u m
interest  rate.  Some of
the  trickiest  questions
involve  the  F isher
effect,  which
distinguishes  between
nomina l  and  r ea l
interest  rates,  or  the
concept of the liquidity
preference model.
To succeed,  you need
to  not  only  memorize
facts but also practice
applying  models  in
various  contexts.  The
best way to prepare is
t o  w o r k  t h r o u g h
numerous  multiple
choice  quest ions,
f o c u s i n g  o n
understanding  why
each answer is correct
or incorrect.

STRATEGIES FOR
MASTERING AP

MACROECONOMIC
S UNIT 4 MULTIPLE
CHOICE
QUESTIONS

Be low  are  p roven
strategies  that  target
the  specific  areas
w h e r e  s t u d e n t s
struggle  in  Unit  4.
Incorporate  these
techniques  into  your
study routine to boost
your  accuracy  and
speed.

Focus on
Money
Supply
and
Demand
The money market is a
fundamental  model.
Practice  drawing  the
vertical  money  supply
curve  (controlled  by
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t h e  F e d )  a n d  t h e
d o w n w a r d - s l o p i n g
money  demand  curve
(based  on  interest
rates  and  l iquidity
p r e f e r e n c e ) .
Frequently,  a  question
will  show  a  graph  of
the money market and
ask  what  happens
when  the  Fed  buys
bonds.  Remember:
buying bonds increases
money  supply,  shifts
MS  right,  lowers  the
nominal  interest  rate.
Conversely,  selling
bonds  dec reases
money supply, shifting
MS  left,  raising  rates.
Drill  these  cause-and-
effect  chains  until  they
become automatic. Use
flashcards  or  written
lists  to  reinforce  each
policy  action’s  impact
on  reserves,  money
supply,  interest  rates,
a n d  u l t i m a t e l y
investment and AD.

Practice
with
Loanable
Funds
Market
Another  essent ia l
graph  is  the  loanable
f u n d s  m a r k e t .  I t
exp la ins  the  rea l
interest  rate,  which  is
critical  for  long-run
analysis.  Many  Ap
M a c r o e c o n o m i c s
U n i t  4  m u l t i p l e
choice questions mix
up the  money market
and  loanable  funds
market, so be clear on
the  differences:  the
money  market  uses
the  nominal  interest
rate  and  the  money
supply;  the  loanable
funds market uses the
real  interest  rate  and
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shows  savings  and
investment.  A  typical
s c e n a r i o :  a
government  budget
deficit  increases
demand  for  loanable
funds,  raising the real
interest  rate,  which
crowds  out  private
investment.  Multiple
choice  questions  will
ask  you  to  identify
which curve shifts and
the  resulting  effect  on
the  interest  rate  and
quantity of funds.

Understa
nd
Monetary
Policy
Tools
You  must  know  the
directional  effects  of
each tool. For example,
if the Fed increases the

reserve  requirement,
banks must hold more
reserves, so the money
multiplier  decreases,
and the money supply
s h r i n k s .  E x p e c t
questions that combine
effects.  Also,  know  the
difference  between
expansionary  and
contractionary  policy.
Expansionary  policy
(buy  bonds,  lower
discount  rate,  lower
reserve requirement) is
u s e d  t o  c o m b a t
r e c e s s i o n s ;
contractionary  policy
(se l l  bonds ,  ra ise
discount  rate,  raise
reserve  requirement)
fights  inflation.

Master
the Bond
Price-



10

10 Ap Macroeconomics Unit 4 Multiple
Choice Questions

2024-01-02

Interest
Rate
Relations

hip
Th i s  i s  a  common
source  of  confusion.
B o n d  p r i c e s  a n d
interest  rates  are
inversely  related.
When  interest  rates
r i se ,  t he  p r i ce  o f
existing bonds falls.  A
m u l t i p l e  c h o i c e
question might say, "If
the  Federal  Reserve
increases  the  federal
funds  rate,  what  will
h a p p e n  t o  b o n d
prices?"  The  answer:
bond  prices  decline.
Unde rs tand  why :
higher rates mean new
bonds  offer  more
att ract ive  y ie lds ,
making  older  bonds
with  lower  fixed

interest  less  valuable.

SAMPLE AP
MACROECONOMIC
S UNIT 4 MULTIPLE
CHOICE
QUESTIONS (WITH
EXPLANATIONS)

L e t ' s  a p p l y  t h e
concepts  above  to
typical  questions  you
m i g h t  s e e  o n  t h e
exam. Working through
these  examples  will
help you internalize the
reasoning required.

Example
Question
1: Money
Supply
Measures
Question:  Which  of
t h e  f o l l o w i n g  i s
included in M2 but NOT
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in M1?
A) Currency
B) Demand deposits
C) Traveler's checks
D) Savings deposits
Explanat ion:  M1
includes  currency,
demand  deposits,  and
traveler's  checks.  M2
includes  everything  in
M 1  p l u s  s a v i n g s
deposits,  small  time
deposits,  and  money
market  mutual  funds.
Therefore,  savings
deposits (D) are in M2
but not M1. Answer: D.

Example
Question
2:
Federal
Reserve

Actions
Question:  To  combat
a  r e c e s s i o n ,  t h e
Federal Reserve would
likely do which of  the
following?
A)  Sell  government
bonds
B )  I n c r e a s e  t h e
discount  rate
C)  Buy  government
bonds
D) Increase the reserve
requirement
Explanat ion:  To
combat  a  recession,
t h e  F e d  w a n t s  t o
increase  the  money
supp ly  and  l ower
i n t e r e s t  r a t e s  t o
stimulate  spending.
Buying  government
bonds  (C )  i n jec t s
reserves  in to  the
b a n k i n g  s y s t e m ,
increasing  the  money
supply.  Selling  bonds,
raising  the  discount
rate,  or  raising  the
reserve requirement all
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contract  the  money
supply.  Answer:  C.

Example
Question
3:
Interest
Rates
and Bond
Prices
Quest ion :  I f  t h e
nominal  interest  rate
falls, what is the likely
effect  on existing bond
prices?
A) They increase
B) They decrease
C )  T h e y  r e m a i n
unchanged
D )  T h e y  b e c o m e
volati le
Explanation:  Bond
prices  move  inversely

with  interest  rates.
When  the  nominal
interest  rate  falls,  the
fixed  interest
payments  on  existing
bonds  become  more
attractive  relative  to
new  bonds,  so  the
price of existing bonds
rises. Answer: A.

ADDITIONAL TIPS
FOR EFFECTIVE
PREPARATION

B e y o n d  c o n t e n t
k n o w l e d g e ,  y o u r
approach  to  studying
m u l t i p l e  c h o i c e
questions can make a
big  difference.  Here
a re  two  power fu l
techniques.

Use
Flashcard
s for Key
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Definition
s
U n i t  4  h a s  m a n y
precise terms: liquidity,
demand  deposi ts ,
federal  funds  rate,
o p e n  m a r k e t
operations,  discount
rate, money multiplier,
etc.  Create  flashcards
with  the  term on one
side  and  the  definition
and  a  quick  example
on  the  other.  Review
them  daily.  This  will
h e l p  y o u  q u i c k l y

e l i m i n a t e  w r o n g
answers  on  definition-
b a s e d  A p
M a c r o e c o n o m i c s
U n i t  4  m u l t i p l e
choice  questions .

Take
Timed
Practice
Tests
The AP exam gives you
about


