EX.6 LS-LM Model

1. The IS-LM Model is a general equilibrium model, which means

The IS‘curve represents a.(\293}ve....relationship between
..0u1put-...and inferest. K0fRThis is because... highet.. inferest. rate.........
..disconrages...investars.. from...investing.. 4nd..decresse. OuipUL ..ooeeeveee.
ThedM curve represents a..ﬂ@&?ﬁ.‘ﬁ.\(e.....relationship between
.OUt.pE.....and inferest.rate. This is because.. nigher.. \evel. o .inCome..makes
- paple_have more. demand.. 0. money.y. 0. it drives.up. InfRrest. e ........
Each point on the IS curve is an equilibrium in the Qmmvff.;f)market.
Therefore, we have the equilibrium condition: NELE .
Each point on the LM curve is an equilibrium in the motey...market.
Therefore, we have the equilibrium condition: ...Muﬁ.N\§ ............

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

Variable IS Curve LM Curve
it maVement movement
Gl shift loft -

T! shift  right -
G&TT equally shift right -
Ml - shift lefh
Pl - shift right




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.
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When interest rate is high, it discoyrgges investabs, 50 it reduces an investment:

Tt means thot the a99regate eXpendityre falls angd has oy 0utput. On the other hond,
if intevest rate is Iow, it covrages investors and it makes high oytpyt.
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When the demand of money i9 high, it means people hold a lot of Cash. TH cm

Cause inflotionary. So, inferest rate will increase To reqyce inflationary gap.

tt's o positive velohonchip befween output and inferedt rate for LM curye: #herefore,
when income is figh, either, Ih the contury, it the demand of money is low, the output
will be [ow.




4. Assume a closed economy with the government. The economy has the following

parameters:
C=C0+C1(Y—T) I=Io—11'i G=Go T=To
L(G,Y) =Ly Y-L¢i M = M, P=P

Answer the following questions.

4.1 Whatare Iy, Ly, and Li?

4.2 Whyare I; and Li negative?

4.3 Derive the IS equation that shows how i and Y are related.

(Hint: Start with the equilibrium condition Y = AE. Then, substitute
relevant variables into the expression. Lastly, rearrange i to the LHS and
everything else on the RHS.)

4.4 Find the slope of the IS curve.

(Hint: The coefficient before Y is the slope of IS.)
4.5 Derive the LM equation that shows howiand Y are related.
(Hint: Start with the equilibrium condition Md = Ms. Then, substitute

relevant variables into the expression. Lastly, rearrange i to the LHS and
everything else on the RHS.)

4.6  Find the slope of the LM curve.
(Hint: The coefficient before Y is the slope of LM.)

&1) T4 : sensitivity of investment to change in interost rate
Ly : sensitivity of moaey demand o change in income
Li * sensitivity of money demand to change in Interest rete

42) T1 i Noydtive because when in it will discourqge investment
Li is negative pecquse when i’ﬂ, peL will demdng less money

43) V=4€
Y=(+L+t0
Y =C+QlI-To)+I,-I1i +Gp
Tii =Co4 Cof-CiTo+ Lo+ Go -
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a5) Md =Mg
L(fai)=m
46) slope of LN cyrve s LY
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5. From Question 4.4, we can see that the slope of IS curve depends on two factors.
Explain how each of these factors affects the slope of the IS curve. We also can see

that the slope of LM curve depends on two factors. Explain how each of these
factors affects the slope of the LM curve.

s lope of I5is - (_’L__,)

o “lope of Lavis (y
Li

Is

+ clope of 15 depends on N\ and T;. For firsr

factor (), § £ the multiplier i5 high, 15 curve wil be flgt, Tf T is high, slope
will be flot a5 wel,

. 5'0})9 of LM deper\d‘i on Ly and L. | F L}' 5 h@bILN\ Curve will be '7+€9P; butif
Li ishigh, LM Curve will be flqf



6. What is the Crowding-Out Effect?
Suppose that the government increases its spending, i.e. expansionary fiscal

policy. Use the IS-LM diagram to explain how the economy moves to the new
general equilibrium and the crowding-out effect.
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From the graph , Fivstly, the govt. increases i< spending (@1 i Causes AE fo
c‘::ﬁ‘ (whichl)ouﬂ)'qf will rise.as wel. HenCe, thisy vepresanteq py shifting rightward of Is
j e (515 di‘}’: Then in money market, ge output increqser, it leads 4o shicr money
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7. Suppose the central bank decreases its money supply, i.e. contractionary

monetary policy. Use the IS-LM diagram to explain how the economy moves to
the new general equilibrium.

ls equatin : y = C+1 +G AN M-?%\,wi
LI equation : AL~ (i,p) | Gt 1M s Ty > ABV oy
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From the graph, when the central bqokt dederes
LM its money Supely (Msb), me Curve fhigrs
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8. Use the graph below to answer the following questions.
y Mm: ps ¥ 5t
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8.1 Atthe Red point, which market is in equilibrium, and which is not?
8.2 Explain how the goods and money markets at the point will adjust
towards the general equilibrium (Y*, i*).

9.4) The 9ools marlet is in eqqilibrium, and +he money morket is not
in egui libriy m.

91) Centrql bank Wank +o qdecreqse money ?upply, 50 the bong will increqse
Interest rote will discourage investment, hence lower A€ & y, crete
movemeit 9long IS Curve, Now the Is cyrve is not adjust fowards the

9eneral equilipriym yet. 50, the govt, wﬂl use contractionary fiscql policy, inCregse

tax, make AE and ¥ decrease. The I5 curve will shift left towqrg 9ener)
equilibriym,



9. The government is worried about the effectiveness of its policies. You are to
advise which policy - fiscal or monetary - should be used in each of the following
cases.

9.1 Consumers have high MPC.

9.2 Investmentis NOT sensitive to changes in interest rate.

9.3 Money demand is very sensitive to changes in interest rate.
9.4 Money demand is very sensitive to changes in income (Y).
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10. Assume a closed economy with the government. The economy has the
following parameters:

C=100 + 0.5(Yd) [=80-100(])) G=40 T=40
L(i, Y) = 0.5(Y) - 200(i) M=400 P=2
Answer the following questions.

10.1 Derive the IS equation.

10.2 Derive the LM equation.
10.3 Find the general equilibrium output and interest rate.

10.4) V=4F
y=(t1tF = Co+QV-CT+ Lo-I)(i)vG

J = 10005y - 0.5 (@) ¢§0-100i 140
1007 =200¢ 0.5V

[ = 200+05)
(00
101) Mg = N 100 < 0.5/~ 2001
M _ L) '
— = 2_00' <= 0. -1
b A
400 = 0,51 _ 1001 I =2-5/-200
= y 1001 200
103) 20005y _ 0.5~ 200 (=200 ¢ 0.6 (F00)
100 200 109
4004y = 05)-700 =Z°?o—-0790
0.5 = -poo -~
. ( :_5_0_ - 05
y¥ =300 100




