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2. Consider a modified version of the IS-LM model where government spending

is tied to the level of GDP (Y).

C=C+CY—Cr, 0<C<1

I=1Ig+ LY -1, 0<L<1
G =Gy—GyY, 0<G <1
T=T,
MS = M,

L= Lo+ LY — Lyr

where C is the private consumption, I is the private investment, G is the

government spending, T is tax, M* is the level of money supply, L¢ is the level of

real money demand, and r is the level of nominal interest rate. Suppose that price
non-negarive.

is fixed equal to 1. All the coefficients are non-negative. Additionally, we assume

thatl; +C, — G, < 1.

a. Discuss about the nature of government behavior. Does the
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assumption over the behavior of government make sense in practice?
b. What does C, represent? What does it imply about the behavior of
private consumption? Does the assumption make sense?
c. Derive the IS equation. Interpret the meaning of the IS equation.

Discuss about the key relation derived from IS equation.
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