Sqovapark Herunekthawet

Exercise 6 b404 441000

IS-LM Model

1. The IS-LM Model is a general equilibrium model, which means
that... Anlyz ... 2. mArkETL . at the fgmb 2000,
There are...2,...markets, which are...the..ga.qm..qnd..mr.\[ﬁm..mqum‘..and the money market,
The price that clears these markets is.....tht. fnteredt..catl neennenneen.
The IS curve represents a..ntyqtfvt...relationship between
....... loeeweeee@nd........Yo........ This is because...... higher...[otert. .. ried....
e LR R PO B UBEMBI e
The LM curve represents a...pU[1Lut....relationship between
....... leooonand.......X.........This is because.....When...Locome. . L.........
U T VARSI % £ X O O S 1 R
Each point on the IS curve is an equilibrium in the............ market.
Therefore, we have the equilibrium condition: ....... Y AE....

Each point on the LM curve is an equilibrium in the.minty..market.

Therefore, we have the equilibrium condition: ......Ms.5.M4........

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 movement moyt ment
Gl Sheft to the left
T shPft to the rPght
G&TT equally shPft to the rrght
Ml Sheft to the left
Pl shift to the rrght

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) [=To-1I1-1 G =Go T="To
L(,Y) =Ly Y-L-i M = Mo P=P,

Answer the following questions.

4.1 Whatarel, Ly, and L;?

4.2 Why are I and Li negative?

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




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

parameters:

C=Co+Ci(Y-T) I=lo-T1i G=Go T="To
L(G,Y)=LrY-Lri M = Mo P=Po

\ he fillowt .

4.1 Whatare Iy, 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.
(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 how i and 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.)

Sensftivthy  of Mnuestment fo Changed P fnterest rare
sengttfvPty of Mg to changed fn Y
sendftturty of Mg to changed o I

4.2) Becquse when P, people gon want fo helg money.

43) Y=
Y:

Y:
Y =
(1cY =

f

44) N =
4.5) Ms
n

3

Mo
Py

4b) Y

fE

C+1+6

CotCa (Y-Tod*Io-1,°7%6y
Cot C,Y" C4Tot Lg=Iy T# Gy
(Cp-CaTy 4 Ig*6y) -1 -]

(’1‘1) Lg-CqaTo*Ly t6g) ~(1-Cy) Y

0

1



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.

The {lopt of IJ curvt dependc an dhe gensfifurty of fovertment To Chan 984
In Intertrt rute gng the multtplier.

@ If the Ppvestment & gengttive to pnferest pgte, nferest rate wel decveafed
gnd that can cqust 0 lgrge Fnoveqst fo ovtput. Thic Means 1§ wfll be flut.
HAIT% AET = Y1
@ Lorge Mvestme nt mulﬂplrew leqa o the fhcrease M nvestment ond  then g
lurge fnereqit fnooqutput. Ther meqny (8 wfll bt flof,
Ly > 11 = AE 1 2 y T
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The (lopt of LM wrue depend Onh Ly and LJ.

® gt Ly 1eqd to largt ncreases o Mg. Thes meqns  that the Pnterest
rate whl have a lorgl fncredye o tquate Mg = M. Thertfort, the curve
wel steep dve fo £ T g oT and ¥ f q Ifftle.
Yt - l‘u}]a =
I,JL\. 5 Mi\b .} Md Mz
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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.

Crowdfng - out effect P when an Pncrtst mopubife (pendfng  couses g
reducthen fn privare gendeng. 6T > T 2 T
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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.

O mm: miy =t
O 6m: T =2 10> AEV2 YV



8. Use the graph below to answer the following questions.
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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*).

B4 At the red polnt, 643 morket R o equiltbriom  and  money  market
N nat fn equrlfbrfum.

§.2) At tht qrgngt purnt, © B Too low.
Vstng tht phese dfagram -
Orange pofnt = A ¢ mm ¢
A8 : M
B> ¢+ MMm:
(=0 ¢ GM:¢
And tht procesy will contfnut on until # o the equllfbrfum pofnt,

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. Fi'rcal

9.2 Investmentis NOT sensitive to changes in interest rate. ffscal

9.3 Money demand is very sensitive to changes in interest rate. Fpta|
9.4 Money demand is very sensitive to changes in income (Y). Monetory



10.

Assume a closed economy with the government. The economy has the
following parameters:

C=100 + 0.5(Yd) [=80-100(i) 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.

10.9) Y= AE
Ye C+146
Y= 100t 0.5(Y-40)+ g0-70Q (1) + 40
Y= 100t 0.5Y-920+80-100(f)+40
0.5Y = 200-100(()
Y = 400-200(])
10.2) Mg = My
Moo= Lr,y)
P 2
4070 = 0.50Y) - 200(f)
200 = 0.5(Y)-200()
10.3 ) Inferedt rote

400+ 4007 < 400-2007
00 f = 0

=
The gtneral equPifbrium outpyt

Y = 400-200(0)
Y = 400



