
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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analyze 2 markets at the same time

2 the goods and services market and the money market.

the interest rate .

negative
i Y higher interest rates

reduce Pn investment .

positive
i Y When income is

low , interest rate is low ,

Y = AE

money

Ms = Md

movement movement

shift to the left

shift to the right

shift to the right

shift to the left

shift to the right
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When the interest rate decreases
,
investment increases

.

Then
,
AE

will increase and Y will increase .
This means that lower interest

rates lead to increase in Y
.

1 it → It → AET → yt )
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Ms = Md YT → Mat when Y changes , interest

/ Ms = My rates also need to change
F- =

LIY
,
is it → Mat in order to control the

equilibrium .



4. it I ,
= sensitivity of investment to changes Pn interest rate

ly
= sensitivity of Mp to changes in Y

Li
= sensitivity of Mg to changes in i

4.2) Because when it , people don't want to hold money .
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The slope of Is curve depends on the sensitivity of investment to changes
in interest rate and the multiplier .

① If the pnvestment is sensitive to interest rate , interest rate will decreases

and that can cause a large increase in output . This means is will be flat .

it → If → AET → YT
a lot a lot a lot

② Large investment multipliers lead to the increase in investment and then a

large increase in output . This means IS will be flat .

it → IT → AE t → YT
a lot a lot

The slope of LM curve depend on Ly and Li .

① large ly lead to large increases in Md . This means that the interest

rate will have a large increase to equate Md = Mg .
Therefore , the curve

will steep due to it a lot and Y f a little .

yp → in T
j ma -- Ms

p p → My Iv
a lot

② when Lp is idiot 11 , i increase a lot means that Ma decrease a little .

Then , Y needs to increase a little to control equilibrium .
Therefore , the curve

will steep due to it a lot and Y f a little .

aplotp →
ma b

} Md = Ms
y f ⇒ Md T

•: LM is steep when Ly Ps large or Li is small .



Crowding - out effect is when an increase in public spend Png causes a

reduction in private spend Png .
Gt → if → It
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① GM : of → AE 9 → YT
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① mm : M b → pp

② GM : it → I b → AE U → Y t
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8.11 At the red point , Ods market is in equilibrium and money market

is not in equilibrium .

8. 21 At the orange point , i is too low .

Using the phase diagram :

Orange point → A : mm : it

A- → B : GM : it → II → AE b → YI

B → C : mm : y b → mat → it

c → D : om : it → It → AET → YT

And the process will continue on until Pt in the equilibrium point .

Fiscal

fiscal

fiscal

Monetary



10.1 ) Y = AE

ys C. 1- I -16

Y = 100+0.514-401+80 - 100 lil -140

Y = 100 -10.54 - 20-180-100 lil -140

0.54 = 200 -10011°)
Y = 400-2001 it

10.21 Ms s Md

¥ = LIP
,
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10.31 Interest rate
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The general equilibrium output

Y = 400 -200101

Y = 400


