
Exercise 6 

IS-LM Model 

 

1. The IS-LM Model is a general equilibrium model, which means 
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2. Cetaris Paribus (other things equal), how will each variable affect each curve Ȃ 
shift (to which direction?) or movement? 
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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 Ȃ T)  I = I0 Ȃ I1ή i  G = G0 T = T0 
L(i, Y) = LYή Y Ȃ Liή 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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D In : sensitivity of I to si
Ly : denotes the sensitivity of Md to changes in Y

Li : denotes the sensitivity of Md to changes in i

☐ In is negative because when there's higher in , people will not borrow
money to invest , which

-In = 8¥ means that when i/RT by 1 Unit , investment

will decree by I, units .
I> Li is negative because when we have higher ilr , people will not hold cash

because people want to earn interest from bands .
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is crowding- out Effect appeared when govt spending A but lead private
sectors to discourage from investment.
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D At red point , goods and services market is in the eqbm
money market is not .



D below the LM Curve
: Its because excess in money demand , so interest in bond should A

D above the is curve
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