Final Exam Quiz

THOSE WHO COPY YOUR FRIENDS OR LET YOUR FRIENDS COPY YOU WILL BE AWARDED ZERO.
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Submission Guide: You can upload up to 3 files on Moodle. If the whole file is too large, you should
break it down and upload 3 files, each containing 1 question.

Question 1

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
b. Another policy that can be used to avoid the crowding-out effect

Question 2

Draw the IS-LM diagram. Pick ANY point on either the IS curve or the LM curve (NOT the general

equilibrium point). end@enaa uflanaguudu IS usa LM nlildansnnsinaisuasgaingn

Use the diagram that you draw to briefly explain how the two markets at your current point will adjust
towards the general equilibrium.

Question 3

Md
Assume that the liquidity preference function (real money demand) is given by the L(Y, i) = Lo + LyY — Lii.
Note that Lo is autonomous money demand, while other terms are the same as in the lecture slides.
Now suppose that L, falls.

a. Give ONE reason why this may happen.
b. Show and briefly explain the effect of the fall in Lo on the 4 diagrams (Keynesian Cross, Money
Market, IS-LM, AD).
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Q) Wheh government increases Spehding ¢ Demahd in
eConomy will inCreqse The out put “and income will
also increase. when people have wmore intome this meah
that the money demand will inCreast bPCquse they want +o
buy more goodS dhd Wheh money demand inCrease intereSt
P4t  will b increase . However, ~“hightr interest rate will
disCourages business fo inveStment &9 IhveStment will
decrease  Qutput will then fall. AS a result; +he hew
equilibrium has hightyr output and higher inteveSt rate.



b) To avoid crowding owt effecr government will epply Fiscal
policy and monetary policy at +he same time.
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Government will increas® their gpendingy Demand in e(oh%z
will increas® which make oufput Ond inCome increase when peopIe
have more jhcome this make money demand increase because
they want to bm{ 300d$ dnd then  when money demand inCreage
interest vate will " also b inCreaS this effect busSihess 10
invest go Investment will detreaSe which chrowding ot effet+
will happen dnd outpur will then fall, AT +he same +imQ Central bank
uge expanfionary monetary policy {v increase money wupply then
inferest rate Wwill be fall’ aul to the policy and When ntevest raie
fall bussiness will +hon Wont v laveyk So  inveitmeht increase
out vt will also increase. As q recult crowdin\g ont 6ol +
will diScapenr.,
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I£ point (S On IS byt not Lm, noney  maykes  wil ad just

At storting point , i+ IS below Lm Cypve which mean +hat
interest rat should be increas® when intevreSt rate i1hChegle
investment wili decrease which Jead outputr to decreqse Fhis

is adjuStrment in G&S mavkel. AfRr rhar when OUFpuf decvease
money demahd will also decrease Wwhich make inferest rate decrease
this 1§ adjustment in money marker. Lastly when inferesy rake
deCreast inkRit ment will increas® which “make output§ ihcoml

t0 increase, AS 4 resulk, This point will @djust towards the
geneval Ryuilibrium,
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when AE decreas®  Qutpdt will decrease

md will decrease To | will decrense

i Wl be  movengent u(onj LM curvf
which wake AD decrease becauSe Y decrease
ot the Jame price,



