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When interest rate is high, it discourages investors, so it reduces an investment.

It means that the aggregate expenditure falls and has toy output. On the other hand
,

if interest rate is low
,
it cottages investors and it makes high output.
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When the demand of money is high , it means people hold a lot of cash . It can

cause inflationary . so, interest rate will increase to reduce inflationary gap .
It's a positive relationship between output and interest rate for LM curve ; therefore ,

when income is high , either. In the contrary , if the demand of money is low , the output
will be low.



4.11 11 : sensitivity of investment to change in interest rate

Ly : sensitivity of money demand to change in income
Li : sensitivity of money demand to change in interest rate

4.21 Ii is negative because when it
,
it will discourage investment

Li is negative because when it
, PPL will demand less money

4.3 ) Y= AE

Y = (+I-10

Y = Co + GCY- To/+ Io- Iii -160
Iii = Co + G-Y - GTo 1- Iot Go -Y
i = Co + GY - GTO + Iot Go -Y

IT



e. e) I = Cot GY- Cito + Io + Go -Y

IT
i =
(C, - 1) Y + Co -Cito+ Io 1- Go

In It
= - G-G) Y + Co - G To +GO

IT

= -(¥÷ + Co - GTO-190

It
= - ( 1m ✗ ¥, / Y + Co- GTO -1-1-0+80

In
i. slope of 15 equation is - (Fux¥

,
/

as) Md = Ms

4h it = My 4.6) slope of LM curve is L¥Ly • Y - Li . I = My
Li i = Lyy -Yi

=

¥!- ÉF

slope of Isis - Hn -¥1
y
,

slope of LM is

L¥
Is

• slope of is depends on M and Ii . For first

factor IN , if the multiplier is high , to curve will be flat. If I is high , slope
will be flat as well

.

• slope of LM depends on Ly and Li . If LY is high , LM curve will be steep, but if
Li is high , LM Curve will be flat

.
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LM equation : y = Lci
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LM crowding - out effect is a problem of fiscal policy
it When the government increases its spending or

15
'

reduce tax .
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From the graph , firstly, the govt . increases its spending (6^1) it causes AE to
rises which output will rise as well . Hence

,
thisis represented by shifting rightward of 1s

curve lis→ is't arty ! Then in money market, or output increases , it leads to shift moneydemand to the right, so it also pushed up the interest level at i"
. Increasing in interest ratewill discourage the investor from investing , hence the AE falls which output will dropFromY

'

to Y
"

. This represents the crow riding- out effect
.
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From the graph, when the central bank decreases

←
LN its money supply Instil , Mr curve shifts

rightward . Then , it causes higher level of
i ' •

interest rate at i '
, and also lower level of output

i ' • at y
'

. This is because the higher interest rate
,
the less←

investors investing. Hence, the AE will drop and
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decrease in output from y to y
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Mm : Mort → in

GM : it → I ✗ + AE 1^-14^1

8.11 The goods market is in equilibrium , and the money market is not
in equilibrium .

8.2) Central bank wants to decrease money supply , so the bond will increase
interest rate will discourage investment

,
hence lower AE & y, create

movement along Is curve . Now the Is curve is not adjust towards the
general equilibrium yet. so , the govt. Will use contractionary fiscal policy, increase
tax

, make AE and Y decrease
. The 15 curve will shift left toward general

equilibrium.
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