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there exists a common price that clears two or more market

2 goods and services market and money market
interest rate

negative
interest rate ci , real output 141 higher interest rates

discourage investors from investing
positive { ppl

have more income)

interest rate cis real output
- e4 at higher level of Y

, people
have more demand for money to buy Prs . Higher demand for money drives up

interest rate
.
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Each point on Is curve is an eqbm .
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f AE

derive IS : THE derive LM :

AEZ
9
,

AE
, i

Ms
i m

I

q l

l l y IE - - - - - - - - - - - i¥ - - - - --,
i YI Y

,
* I

'
l t

'

I i*, - - - - - - - -

mk
- i? - - -

,

'

in - - Y
,

I
md ,

I
"

t
iz - -

I
- - §

,

Ig Qot money y

'

,* y¥
Y

Y ,* y,
# Y



Ratiyakorn Damrongsak 6404640952

Md

I , is slope of investment function
,
and the sensitivity of investment to changes in

interest rate
,
i

Ly is a sensitivity of Md to s in income
, y

Li is a sensitivity of Md to s in interest rate
,
I

Ii is negative because it represents a negative relationship between investment & interest rate

c when i 9
,
I d)

Li is negative because it represents a negative relationship between money demand &

interest rate 1 when i 9
,
Md b)

Y : AE

Y :c + It 6

Y :C
,
+ C
,
( Y - T ) -1 Io - I

,
• I + To

Y : Co + C , Y - C , 1- + Io - I,
• I + Go

Y - C , Y - Cot C , T
-

Io - Go = i

- I ,

Y-co1GT - Io - Go = i
-

In

a : slope of IS is 1- In or C , - I
- I , Ii
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Md : Ms
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i. Slope of LM is ↳

Li

6
Slope of IS depends on 1.1 the sensitivity of investment to changes in interest rate

2.) the investment multiplier

⇒ If investment is sensitive to changes in interest rate
,
then a decrease in interest

rate causes a LARGE increase in investment c and also output ) . That is ,

IS will be flat . i

I L or the i. - - - - i

,i.
. - -1 another steep Is
ii - - i - - y case

" - - -

I
-

I
i :

i I

4- "2

"
Y
,

Y
,

"

largest
flat IS

an& small s Y

Slope of LM depends on i.I ly t sensitivity of Md to changes in Y )

2.) Lil sensitivity of Md to changes in i )
I I STEEP LM

FLAT CM=) If Ly is small or Li is large =) FLAT (M iz
.

-
. . .

- . - ,
iz
- -

- - - -1

If ly is large or Li is small =) STEEP 1M if . . . .
,

I i , -
-
- -

i !
I iv. ! !

v.

Y
,

> Ya Y
,

>
Yz

large
, ,

small
☐ Y



Ratiyakorn Damrongsak 6404640952

:[ s curve GM

MM

&
Crowding - Out Effect : public spending (G) reduces / eliminates private sector

spending II ) as O9→AE9→Y9→Md9→i9→Id→AEd→Yd
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I GIS market is in eqilibrium ,
but money market is not

.
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&
Orange point is at the right of IS curve

, so there is excess supply for goods
( Y > A E) .

When Y > AE ,
inventories accumulate . Therefore

, producers will produce
less to make Y falls back to the equilibrium .

Moreover
,
the orange point also at the right of LM curve

,
which means that

interest rate is below the equilibrium rate ( i ci* ) . This leads to excess money
demand

. People will sell bond c the demand for bond will be low ) . Bond issuers will

raise the interest rate to make people want to buy bonds
. The market returns to

equilibrium .

3
which Fiscal Policy shift IS curve ONLY

Monetary it shift LM curve ONLY

6
Effective Policy : Shift the steep curve ! ! *

9. 11 high MPC → LARGE money multiplier → when -19,49 A LOT → IS FLAT → Should use monetary policy .

Should use

9. 21 I NOT sensitive to sic when it
,
Y d a little / → small crowding out effect → Fiscal Policy

k /e. g. 69
→ Attn → Y 9 → Md 9 → it → Yd a little )

9.3) Li large → LM flat → Should use fiscal Policy

9.4) Ly large → LM steep → should use monetary policy

10.21 Ms : Md

pm
: Lci

,
Y )

400 : 0.5 ( Y ) - 200 I

2

200 I : 0.5 Y - 200

i : 0.0025 Y - l

10.3 ) find y
*

10.11 Y : AE :( + I -18 IS = LM

Y : 100+0.5 ( Y - 401+80-7001 it -140 2- 0.0054 : 0.00254 - I

Y : 100 +0.5 Y - 20 -180-1001+40 3 = 0.0075 Y

100 i : 200 -0.54 Y* : 400
i : 2

- 0.005 Y find i
*

a

0.0054 : 2 - i i :O . 00251400 ) -

I

i : I - I

i* :O %


