Exercise 6

IS-LM Model

1. The IS-LM Model is a general equilibrium model, which means
that...2xiSES..0...common...peir®..£hQk. Cloars. . two..ar.. mare . markets........
There are...2.....markets, which are .’ngmd&&mdi(ﬂs.mk‘t 2).mmy..mxth..
The price that clears these markets is.t02.inere i pafl e,
The IS curve represents a.mgu.i.w.e....relationship between
Inferst.id.and winome ). This is becausehighes..intexesh.. rofos.........
AiS.Courage...invest0LS.. feam..investing... F2To L ad. 5. S0
The LM curve represents a.)05.if4...relationship between
Infexest.ro).andwfome. (Y). This is because..q.t..\m’.ghQI....[Q.\I.Q]...O.f..h....
Doople...havQ..move.. Md. to.buy. 445 Higher.. Md.. drives up.interest:. rmte...
Each point on the IS curve is an equilibrium in the fmmod:ssmarket.
Therefore, we have the equilibrium condition: o XZAE
Each point on the LM curve is an equilibrium in the.cwnt....market.
Therefore, we have the equilibrium condition: ....Mdz.M5...........

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 i moudmont along tho cyrye | moyement dlong the curye@
\ Gl chift (eft :
o LT Shiff  right -
¥ | G&TT equally shift right -
Ml 0
- thift left
Pl - (hifd 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.

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(i,Y) =Ly Y-L-i M = Mo P=P,

Answer the following questions.

4.1 Whatare I, Ly, and Li?

4.2 Why are I and Li negative?

4.3 Derive the IS equation that shows how i and Y are related.
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4. Assume a closed economy with the government. The economy has the following

parameters:
C=Co+Cy(Y-T) [=Ilo-I1"i G=Go T=To
L(G,Y) =Ly Y-Li M =My P =Py

Answer the following questions.

4,1 Whatarely, Ly, and L;?

b I, ¢ Sensitivity 0f T to A
Ly : denots the gensitivity of Md to change$ in ¥
Li - denoteS the gensitivity af mq fo ChangesS

4.2 Why are I; and Li negative?

> T4 iS5 neqative becuse when theress higher i/r, people will not barrow
money to invest yWhiCh -I4= §F means that when i/t by 1 unitq invesiment
will decrese by 1, units.

>Li is negatve because when we have higher i/r, pe0plo will not hold cash

becaure people want to edrn inferelt from bonds.




4.4  Find the slope of the IS curve.
AL = ¥ = CrI+6 i=glope> 41 = —(4-Gy)
Y = Cot 0O (¥-T)*Lp-1,4ir+ Gy I, I,
Y= CotCqY-C T+Io-T4itGg myltiplier=_1 _ §lope = -1
I4iz Cot C1Y"C1T +I¢ (70‘Y 1- (4 M1,
Tqi = Cq¥ +¥+Co~CqT+Lotbp # Thug, Slope oF I§ depends on
T4ic (Ca=1)Y+ Co-CqT+ It G0 1) multiplier
= () [Cea=1) v #Co-CiT+Lot6, ] ) L geagitivity toi
-Whop m,I dre large~> IS5 Flat

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

4.5 Derive the LM equation that shows how i and Y are related.

4.6 Find the slope of the LM curve.

Md = Ms$
L{Yqid: M Slope = Ly
P Li
RN
LyY-Mo =Lif
Po
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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.
Slope of IS curve = Ch-1 or - (1-Ch)
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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.

b Cronding-Out Effect dppeared wnon govi spending # but lead private
coctors to disCourage from invesment.
v Crowding -out Effect will happend when govt. uring fiscal policy.
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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.

8.1 Atthe Red point, which market is in equilibrium, and which is not?

> At rod point q §o0gs and fewvicds merket 15 in the equ
maoney market i not .



8.2 Explain how the goods and money markets at the point will adjust
towards the general equilibrium (Y*, i*).

> below the Lm curvo

*It95 becaure excess {n money demand, So interest in bond shauld 4
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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. h(gh Muthipir =5 flgt , chift ftoep cunwe

9.1 Consumers have high MPC. om,ﬁr, po[ ity

9.2 Investment is NOT sensitive to changes in interest rate. F{§(d | poli (y

9.3 Money demand is very sensitive to changes in interest rate. Fiscal Poli ty

9.4 Money demand is very sensitive to changes in income (Y). MOV\Qh‘ VY po HY

10. Assume a closed economy with the government. The economy has the

following parameters:
C =100+ 0.5(Yd) =T [=80-100(1]) 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 =C+I+6G

Y =001 0.9(v-40) + §0-100i 40

Y =100 +0.5Y-20t80-100i+40

0.5Y= 200-100i
(= 200-0.5Y
100

10.2 Derive the LM equation.

Lliay)= M Wd = ths
P p
0.§Y ~200i = 400
2
0.SY-200: 2001
0.5Y-100 = |
200

10.3 Find the general equilibrium output and interest rate.
200-0.SY = 0-SY-200

100 200 [=300-0.5C400) iinIS=iinLM
40000-900Y = SOY-20,000 =200-200
W,000 = oY =0
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