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exists a common price that clears two or more markets

2 1.) Goods and services market 2.) Money market
interest rate

negative
interest rate output higher interest rate discourage

inve rs from investing 1 b/c they are cost of borrowing
positive

Money demand Money supply higher level of Y
, people have

have more demand for money to buy GSS , higher demand for money drives up interest rate

Goods service

Y = AE

Money

Md = Ms

Id → AEI → Yd : movement I 9 → mdd : movement

shifts to the left -

shifts to the right -

shifts to the right -

- shifts to the left

- shifts to the right
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Movement along the is curve due to change in i
, higher i

discourage investors 1 it → It → AEL → Yb )
when i increase from iz to in ,

its discourage I and reduces AE

.

Y also falls from Yz to y , ( negative relationship )

on the other hand
,
if lower interest rate

,
AE and Y increase .
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At higher level of Y l more income ) , people have more demand for money
and drives up interest rate . example Md 9 it mean people hold

more cash that cause inflation
,
interest rate will increase to

reduce inflation to maintain Md equal to the fixed money supply

i. 49 → Md 9 → i 9 → Mdb s> Md = Ms
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,

: slope of the investment function

Lu : the sensitivity of Md to changes in Y

Li : the sensitivity of Md to changes in i

Because when interest rate increase
,
investment will decrease 1- In )

and when i increase
, Money demand will decrease l - l ;)

Y = AE

Y = C t I 1- G

Y = Cot GCY - To) 1- (Io - Ini ) + Go

Y = Cot GY - Gto + Io - Ini + Go
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i. slope = (G- 1)
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Md = Ms
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slope of LM curve = 4¥



Slope of 1s curve = 1C, -11 Note multiplier = 1 a 1

I
,

MPC l - C ,

I
, cause by change in interest rate

. Meaning when i decrease → I will increase a lot

and the slope of is curve will be FIAT

Multiplier if multiplier is large ( is large ) that mean increase in I cause large increase in y*
So

,
slope of is will be FLAT

slope of 1M Come =

Yi

ly when ly increase cause Md increase a lot

slope of LM will steep when ly is large
.

Li when I increase a lot 1 to equate Md > Ms ] Md will decrease alot

if Li is small
,
slope of LM is steep .

Expansionary Fiscal Policy - consider when 69

i LM

① GM : 69 → AET → Y 9 I Y
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effect ② mm : 49 → Mdr → it

1 i ③ GM : i 9 → Id → AEL → Y L
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y crowding out effect : Government spending reduces private
y
, Yy 42 sector spending II )

Explanation when government increase spending 1691 ,
it raise Argnegate expenditure and firms will produce more to supply

the higher demand .

So
,
this raise Y represent by is curve shifting rightward .

Then people have more income

this raise the money demand and raise interest rate ii. → id
,
However higher interest rate will discourage

investment
,
lower investment lead to output fall ly

,

→ ys ) this show crowding out effect

i. new equilibrium has higher Y and i



i Msd → in

Lm
' it → It → AEL → YI

E : now equilibrium from Msd

E LM

from the graph , when central bank decrease moneyiii.
supply that leat interest rate increase

.

Then LM curve

! '

,
shift leftward ILM → LMT

.
At higher interest rate

1
is firms dercvease investment that

'

reduce AE and

! e- 1
y firms produce less ly → y

'
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' Y i. new equilibrium has higher Y but lower i

-
- -

- -

g
l

l

1
!

Good and service market is in equilibrium
and money market isn't in equilibrium at red point

LM

Gd → AEL → ydi
- -

- -

i
,

d
4h → Mdd → if

it - - - - '

g-

ifi use contractionany Fiscal Policy to decrease G

: ! Is and output will fall lead to decrease in Money demand
g.
* e- y

and interest rate will decrease
. is curve will shift left

toward general equilibrium .



IS Flat → Monetary Policy

Is steep → fiscal policy is effective

LM Flat → fiscal policy

LM steep → Monetary Policy
,

'

10.11 15 equation
10.3 ) D= LM

Y - AE 200-0.54 = 0.54-200

a- C + It G
100 200

> 700+0.5 ( Y -40 ) t 80-10011-40 400 - y a 0.54 -200

0.54 = 200-100 i 600 > 7.54

I = 200 - 0.54 y
> 400 #

700

10.2 ) LM equation I - 200-0.514001
700

Ms = Md

F-
= Ly - Y - 4- • i is 0

200 = 0.57 - 200 i

i = 0.54 -200 i. Y > 406

200 i > 0
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