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

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).



Question 1

Draw 3 diagrams (Keynesian Cross, Money Market, I1S-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

) Crowding-out effect appeared when goverment increase Spending but lead private sectors to discourage
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Whein goverment increases it Spendin
9 ) 3 X\ crowdmg-ou’r effect gap
AE y=AE i Ms i
— Crowding -out effect
L —AEy 2| N .
A ’ TN it
| | ARy T ———= ===~ | 5
|I | I ”02' |I ’ )
! [§4 (G4
! ! I y ”lj M II | & !
D Z I K B P Yo VM3 Yz
Wwhen the goverment increases their spending it make demand in the from Y2 to Y3 is crowding - out effect
ewohomy rises up and firmg produce more at the higher demand because Goverment spending push inferest rate to rise up

o get Y= AE. This increase output and income. When people have more
income people will_spend money so it will raises the money demand which
raises the intevest vote. Finally , the new equilibrium has higher output and

higher interest rafe.

b) We will use expansionary fiscal policy to avoid the crowding-out effect because fiscal policy shift the IS curve and

crowding-out effect make IS cuvve hift right , which caused by when qoverment increases It spending, so fiscal policy can boost the economy.



Question 2

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

equilibrium point). eddenqaluuilaneguwdu IS usa LM Aldldqnsnnsinarsuadsasnsin

Use the diagram that you draw to briefly explain how the two markets at your current point will adjust
towards the general equilibrium.
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Starting point show that output is more than the Aggregate expenditure. First, T will adjust in goods and services market by produce less

output . Second , When decveased production in output people will not want to buy move goods. This decreases the money demand. The

decreoge in money demand decreases the interest rate. Third, the lower intevest vate make investment becomes more aftractive. Firms increases investment.
This raises demand in the economy. Firms produce move to supply at the higher demand. Fouth, the firms produce more Yo supply at the higher demand.

This vaises output and income in the economy. When people have more intame , they want to buy more good. This increase s the money demand. The increase in money
demand_increases the Interest vate. Lastly, the higher interect rate , tnvestment becomes not attractive. Firm decreages investment. The decreases

demand in the economy. Finmg produce (ess to supply at the lower demand. This will make the starting point adjust tothe equili brium.



Question 3

Assume that the liquidity preference function (real money demand) is given by the L(Y, i) = Lo + LvyY — 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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