Question 1
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Draw 3 diagrams (Keynesian Cross, Money Market, IS-LM) to show and briefly explain the followings:

a. The crowding-out effect when the government increases its spending & 7T
b. Another policy that can be used to avoid the crowding-out effect
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When the qovernment inctease Ws spen d‘ms , Tais raises demond in

the economy (AE). firm f\'oJuuz, mote Yo supply ot the Wigher demangd (Y: PE)
This faises oulpud and hence mcome (1) . When people hove mote ‘meome (V)
“\e\j wont Yo buﬁ more goods . This Yaises the Waney demand ( Mg).Tve raises
Pre mierest rate However , highet mieres) rate (i) d.l‘ﬁo\)faqaj mVEsimewt (1)
Wity lower mvestmeny | oulpud fall ¢Y) . Bs a tesult fhe ctoud'\».qs oo} edfect
o ov0id Cfawding oul aftect we meed 1o vse Movnelary policy by mefease
Momey feduce interes) fate whew twletes) fale & low peofle will inves\ mote
employee have Momey Toises dermond i the econamy , and mote astpul.

~ To conclude 1t Wil wofease ovlpol byl nol increase ‘Wlergs} rale |



