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Exercise 6 ! s

1. The IS-LM Model is a general equilibrium model, which means
that....Ehere... £xIsTS. 2. Common.. prick. thak. clears... I, ox. moxe.. mar kel
There are...2....markets, which are.%‘.’.“.i‘.s....mﬂ..§?’.Y.M\'S.§.S...'X\M.\S§t...Q‘.‘.\ mongy nvavicet

The price that clears these markets is..J0&I&SE XA S

The IS curve represents ad24tyL....relationship between
intevert rate ¢y andrealeteat <) This is because. higher..indersst. xates..........
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The LM curve represents a.Qﬂ.ﬂ.ﬂ}LL....relationship between 7

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 chapae 9beth T8X M
othey 1 movement hal & MovemenT bl s movement
fadlars. Gl shift  lefy het related ar
e’;CQP*e' Tl shifr  vight het related My change = mm LM
chan - .
s 1 ;’h i G&TT equally shift Y\gh\' J het rel ;’fe,j (Y, income 1,4 )
Ml net relate shity lett }( Ms change * Lm shift)
Pl nt related shiftt 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.

tach foini‘ oin TS Cuvve 1S 3n eghm. in S market CKeyne sian Cross) = Y: AE
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4. Assume a closed economy with the government. The economy has the following

parameters:
C=C0+C1[Y—T) [=1o-T11 G =Go T=To
Md LE,Y)=LyY-Lei  M=M, P=P

Answer the following questions.
4.1 Whatare Iy, Ly, and Li?

I, 15 slope of investment function, and the sensitivity of investment 1o Ch}\r\%?.i n
interest rate | i

Ly 05 2 sensitivity of Ml t0 4 in fncome , 4
Li  is a2 senativity of M to A in intevest rate |

4.2 Why are I and Li negative?

T s negaﬁve because it rcg:esent&; a hegﬁive nlaﬁanshil» between investment & inferest rate
Cwhen i T, T4)

Li Is neqalive because it repesents a negative rel tion ship  thween money demand %
inftyestrate (when § 7, My )

R A R -o--

4.3 Derive the IS equation that shows howiand 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.)

Y :AE
Y CtI+6
Yoo QpsC(Y-T)s I *I1-|' + 6,

Y: G+ GY- C1T*IQ‘I1’i + by

\{—C\YNCQ"'CqT-IO—gO : i

(1= 0O -G +GT~T,-6p = I
~Ia
4.4  Find the slope of the IS curve.
(Hint: The coefficient before Y is the slope of IS.)

S\ore of IS i¢ 1= Ch or Ci—d
T 1 19
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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.)

My Mg
LGiY) = m
P

L%‘Y“Lll . Mo

Q

L“Y—& = L
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4.6 Find the slope of the LM curve.

(Hint: The coefficient before Y is the slope of LM.)
. N L
‘e S\Q?Q Q{ Lm 1§ _\j
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.

¢

5|O?Q of IS Jefenég on 1) the sensitivity of inwstment to thanges in inferest rale
2.) the invertent multiplier

=) If investment is Sensitive to Changes in interect rale , then 3 decigase in intevest
nte Cyusts a LARGE intreast {n investment Cand alse  ourpat). That is,

IS Wil BQ. flat. i
2 R the i
athey il -
case

Y

fy
v 4 fiat 1§

S\u‘)e of LM depends on 1) Ly ( sensitivity of md to Changes in Y)
2y Li (sentitivity of Md 1o changes in )

i | STEEP LM

D If Ly {5 small or i is Jarge > FLAT (m
£ Ly is hrge or Li i small = STEEP LM
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6. What is the Crowding-Out Effect?

Suppose that the government increases its spending, i.e. expansionary fiscal | : I turve om
Use the IS-LM diagram to explain how the economy moves to the new
general equilibrium and the crowding-out effect. mm

Qmwding—OuT Effect ‘wblfc s‘sene\ina (§) redutes /eh’m\'m’res private gector
spending (L) "o 67> ART YIS MIT> (12 T4 AEL Y
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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.

Firs} :in MM , Mgl — i1
i Mg Second s i BM, — it > TLSAEL DY
Meg ey equilibrium from Mgy @ Lower ¥ and hi%heri

'\* \ At
H'—~——’~\\\
My

Q of monhey

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

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

T g market s In eﬁilibriqm  but money magket i net
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8.2 Explain how the goods and money markets at the point will adjust
towards the general equilibrium (Y*, i*).

Qrange ?oin’[ is al The right of TS curve ;50 there is excess suply for gosds
CY>AE) . "When YSAE , inventories  atCumualate . Therefore, ?roduce'{s will proéuce
less fo make Y {alls back to the equilibrium.

Maye quer, the orange paint 3lsy Al the right of M tarve | which means that
intevesT rate is below fhe equilibriom wate i ci™®) . This leads Yo excess money
demand . feople will sell bond ¢ the demand for bond Wil be low Y. Bornd issuers will
ravse the inteyest rate to moke geople want Yo buy bonds. The mavket yetarns to
equilibrium,

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 Investment is NOT sensitive to changes in interest rate.

9.3 Money demand is very sensitive to changes in interest rate. which Fiscal foli Q shift IS curve ONLY
9.4 Money demand is very sensitive to changes in income (Y). M GthY\j v it LM curve ONLY

e ective Policy = Snift the sTeep cCurve || 3
1.1) high MpC » LAREE Money moltiglier 3 when1?,Y 1A LT IS ELAT- Should use manetary policy.

Shautd wse
1.2) T NaT sensitive to a0 Cwhen (7, v 4 little) = small Crowding out effect > Firaal folicy

Tleq. BT = ALA YT MITo (7= Y4 lithe )

1.3) L \3“33 s LM flat = Sheuld wie Fisal Policy

9.4) l-\] \3\'36 5 LM ﬂ?%e-& fhould uge MQ\'\Q‘\"&Y\j policy

10.2) Mg ¥ my
10. Assume a closed economy with the government. The economy has the ﬂ : LCi ,Y)
following parameters: p
C=100 + 0.5(Yd) [=80-100(1]) G=40 T=40 .
L(i, Y) = 0.5(Y) - 200(i) M=400 P=2 400 = 0.5(Y)-2001
Answer the following questions. 2
10.1 Derive the IS equation. . 4
10.2 Derive the LM equation. 2000+ ©.5Y 7200
10.3 Find the general equilibrium output and interest rate. l S Y A
10.3) find ¥¥
10.7) Y:AL = (+1+6 ‘ 1§ :lm
§ 0 10040.5 (Y- 40)«20-10000) +40 | 3~ gogesy = 0002571
Y 5 100 +0.9Y ~20 180~ 1001 +4Q ) = 0.003S Y
1001 © 200 -0.5Y Y¥: 409
C i %
i+ 2 - 0msY find 173
0.005Y > 2 - i 0.0029C00) T
R
i*s0 v




