
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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Weare clear 2 markets at the same time and those 2am relate to each others .

2 GIS market and money market

Interest rate

negative
i Y when we have higher interest rate

discourage investors and hence reduce AECY)

positive
i Y higher in i raises 4

,
so that

Md -

- Ms
u v .

goods
Yr-AEn.liDLE.ch/aointintheIScurverepresenteaoh equilibrium point

in the Keynesian cross .
Money

Each point in the (Marve represent each equilibrium point- in the Money market
Real Md - Real Ms

Id → AEd-stdlimoreqym.net ins mdd→Y9→md9;ir→Y9/bm4iYn

Shift to the left@dsaedsyd

shift to the right /Td→AEn→YM
shift to the right /Tt→AEr→Yq

Shift to the left

shift to the right
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4. 4 Slope of 15 curve
:
- Ii ; Maybe flat or steep depending on

the

= .
It - ca - t)]
=

L o sensitivity of investment to the interest
rate

.

4. 5 .
.

l l
LM curve

is i
,

LM relation : Y 9 → Md 9

i 9 → Md dit iii. i.iii. unman. nuns .

Md (Y , )

Q of money yo y ,
Y

4. 6 Slope of LM curve =

'

Ki , Maybe flat or steep depending on how sensitive

money demand is
to changes in the interest

rate .

Steep :(slope is a large negative number) when investment is insensitive
to changes

(IS) in the Interest rate ( small change inI and Y )
.

Ha t : C slope is close to zero) when a small change in interest rate

leads to a large change in investment ( large change
in income).

Steep :(slope is a large positive number) when money demand is
insensitive to changes

in the Interest rate is need to increase money demand to the
new higher level of

¢ M) money supply . A change in money supply can have big impacts on the economy .

Ha t : C slope is close to zero) when a small change in interest rate

leads to a large change in money demand .

A change in Money supply
will have little impact on interest rates and the economy .
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8. 2 IS curve : At points to the right of the
15 curve ( Y > AE) .

Producers will produce less,

and hence Y falls back to equilibrium .

LM curve : At points to the right of the LM curve

( i > it) . People will buy bond → The demand for bond

will be high → Bond Issuers will respond by reducing

the interest rate→ return to equilibrium .

f. 1 Goods & Service market is in equilibrium , Money market is not
.
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