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Exercise 6

IS-LM Model

1. The IS-LM Model is a general equilibrium model, which means
that...0.LoMM0N.. ArILe.. N0 . CIEAY. WA, 0K ..000KE . MAXKEE. .covcveeceecveeareeneea s
There are...2...markets, which are. emmedity..mackes..ang..nensy. mexket
The price that clears these markets is... 0316 (@i......coeevev e,
The IS curve represents a..1¢0tiv2....relationship between
inter-est. yirand...OWtMt..... This is because Niphev. inkevest. vate. discurage

The LM curve represents a.piiitine......relationship between
interert.rate.and...output...... This is because. highty. L@ .0f..intorae. roaKer..
REAMA DR OB YR AR ez R R RS
Each point on the IS curve is an equilibrium in the wovdifymarket.
Therefore, we have the equilibrium condition: SRR
Each point on the LM curve is an equilibrium in the.taney..market.
Therefore, we have the equilibrium condition: ....4. = Ms...........

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 movement Movemon t
Gl shigt legt ~
T shift vight -
G&TT equally shiet_righs -
M! - Shit lect
Pl - thigt vignt




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[=Ilo-1I1i G=0Go T=To
L(L,Y)=LyY-Lri M= Mo P=Pg

Answer the following questions.

4.1 Whatarelj, Ly, and L;?

4.2  Why areI; and L negative?

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

4.1) Ly denoter the ensifivity of Mg To Changes in V.
Ly donotes the Sensitivily of Mg to Changes in |
I, denotes fhe sensitivity of Ivestmgnt 10 (MangeS (n intevest vate

®1) Iy negative becaure when | increse it will disourage iNVesrment
Lt negative becoure when i increre gl will demand Jess oney

¢-3) y=A¢
V= (+1t6
= (“'(1(\}'To) +Io-I1 + (o
= (o +(l\f‘£ﬂo *Iy+ Go-Y
= G +CIY‘£|T|J *—ID + G’o’y
I

Ii




4.4 Find the slope of the IS curve.
(Hint: The coefficient before Y is the slope of IS.)

i = C+0OY-(To+Ty + G

L

Iz Go-(Te+To+6o+Y (G-1)
L

[ = (o -Cio + Lo+ 6o 4 Y((,-1)
l T 1,
[ Co-Cto+To+bo - y(1-(,)
] Il Il
1> Co-CiTo + Lo +Go -(_j_‘j_y

T I ""1)

4.5 Derive the LM equation that shows how i and Y are related.
(Hint: Start with the equilibrium condition Md = Ms. Then, substitute

§ wuHipliev =
M =

']'C,

- (LA

Slort = - ( L

relevant variables into the expression. Lastly, rearrange i to the LHS and

everything else on the RHS.)

My = Ms
L(Y,f)=%

Ly-Y -U-sl =Mp
Litl= M-Lyey
4
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4.6  Find the slope of the LM curve.

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

Slope of M (Uwe j5 ULy
Li

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

i Y
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*).

21)  (ominodity tarket 5 W tguilibaum but
\Woney Warket 15 not.

R2) 8 increase interert (ke and jr will distouvage mvestoy e (€
lowav A€ tnd V. T (adte movemeny dleng (v, Jo the gov.
wil use wmmdmmo«{ fif gl poliy ,J\n(rw(% HX make &€ unJOV
detvense « T 1S cuw® will Shift (efr foword genevd) Rquilibyinm

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




9.3 Money demand is very sensitive to changes in interest rate.
]

L

LM #at = fiscal policy if more LEEQUV e

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.

Y = A€ .
TSI+ = L +F (N -OT+ L, "L+ &

Y = 100+0S5Y-0-5(%0) +80 ~]00i + 40
1001 = 200+05Y
i =~ 200 +n.CY
700

10.2 Derive the LM equation.

Mo = M zoo'l_ = 05y ~200
L j):=M (= 0.yy-7200
! 7 260
0:5Y-2001 = &29
2

10.3 Find the general equilibrium output and interest rate.

200 +03Y =  0.§Y -200 j =20010-S (~300)
100 200 106
< 200-(5D
400 +Y = 0-5Y =200 109
05y = ~800 -
V¥ = =300 ' = 0-S




