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@ Continued from Page 12
@ Fiscal Policy crowding out effect
@ Ch 7 Fiscal Policy Effectiveness
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@ G1TJ]= Y7TorY | depending on the relative size of the two
effect
@ Effectiveness of fiscal policy
e G1 T, = Y?

Strongly causes

e GITT = Y|

Strongly causes
@ Crowding out effect weakens the effect of expansionary fiscal
policy.
@ Contractionary Fiscal Policy

Commaodity Market Money Market
lGort T=DAE|=Y| — M=
4
Y <= DAE <= I 7 — —=

@ Two effects :a negative effect and a positive one

@ Crowding out effect usually refers to “ the offseting reduction in
private expenditure caused by the rise in interest rates that follows
an expansionary fiscal policy”
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@ When the fiscal policy is effective?
@ = when the second effect is ............

@ What are the conditions for a small second effect?
d

@ On the contrary, the second effect is large when

d

° is small ( M? is steep)

° 2—; is large (/ is flat)
e Fiscal policy is ineffective.
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Commaodity Market Money Market

1 Gorl T=DAEt=Y1 = MY 1= r1

J
Y < DAE |« 1] — —

@ Notice that the investment multiplier is equal to the government
multiplier.

@ When money demand is inelastic, the effect of Y on r is strong.

@ The second effect will bring about a big change inrand | as a
consequence.

@ Given the size of AG, Al could be bigger.
@ Although Ay _AY Al'is bigger than AG.

AG ~ Al
@ Hence, the fist effect can be smaller than the second effect.
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