
Exercise 6 

IS-LM Model 

 

1. The IS-LM Model is a general equilibrium model, which means 
that…………………………………………………………………………………………… 
There are………markets, which are……………………………………………… 
The price that clears these markets is………………………………………… 
The IS curve represents a………………relationship between 
………………and………………This is because……………………………………… 
…………………………………………………………………………………………………… 
The LM curve represents a………………relationship between 
………………and………………This is because……………………………………… 
…………………………………………………………………………………………………… 
Each point on the IS curve is an equilibrium in the…………market. 
Therefore, we have the equilibrium condition: ……………………… 
Each point on the LM curve is an equilibrium in the…………market. 
Therefore, we have the equilibrium condition: ……………………… 
 

2. Cetaris Paribus (other things equal), how will each variable affect each curve – 
shift (to which direction?) or movement? 

Variable IS Curve LM Curve 
i↑   
G↓   
T↓   
G&T↑ equally   
M↓   
P↓   

 
3. Explain, together with diagrams, how we can derive the IS curve from Keynesian 

Cross, and how we can derive the LM curve from the money market. 
 

4. Assume a closed economy with the government. The economy has the following 
parameters: 
C = C0 + C1(Y – T)  I = I0 – I1∙ i  G = G0 T = T0 
L(i, Y) = LY∙ Y – Li∙ i M = M0  P = P0 
Answer the following questions. 
4.1 What are I1, LY, and Li? 
4.2 Why are I1 and Li negative? 
4.3 Derive the IS equation that shows how i and Y are related. 
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4.1 I
,
is the investment which depends on i which means that if i increases

,

I
,
will decreases .

Lo is the liquidity of money which depends on Y which related as positive relationship -

L ,
is the liquidity of money which will decreases it i increases .

4.2 I
,
decreases because when i increases , it will makes investment decreases .

L
, decreases because when i increases , ppl will not hold money but they deposit
money to the bank instead which can be inter the if -0 L to
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S slope of IS curve depend on

- interest elasticity of investment ( sensitivity)
→ high sensitivity → when interest rate change it cause investment change

a lot

→ low sensitivity → when interest rate change it cause investment change
a little

- Mpc or multiplier : multiplier =L so lower Mpc lead to increasing
Mpc

multiplier are large , when interest rate increase output
decrease a lot

slope of LM curve depend ab

- sensitivity of Md to change in *

↳ if Cy is. large the cm will be steep

- sensitivity of Md to change in j
→ if Li is small the Lm will be steep
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7- when central bank decrease Ms band issuer will increase interest rate that cause

decreasing in investment and LM shift to the left
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