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1. The IS-LM Model is a general equilibrium model, which means
that.....common price ¥hat  clears 2 or  more market

Therefore, we have the equilibrium condition: ...... Y =AE . ..
Each point on the LM curve is an equilibrium in the."°"* market.
Therefore, we have the equilibrium condition: ....... Mpz=.Ms.......

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 novement movemeont
Gl shift et -
T shifh right -
G&TT equally shify  right -
Ml - ohifd left
Pl - shifg n_;q‘\{-

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—T) [=To-1I1-1 G =Go T="To
L(i,Y) =Ly Y-L-i M = Mo P=P,

Answer the following questions.

4.1 Whatare I, Ly, and Li?

4.2 Why are I and Li negative?

4.3 Derive the IS equation that shows how i and Y are related.
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When intrest rate s high it discorages nvestors, so it veduee inveskmont .
It means dhat ¥he apgregate expemdite fall [AE, C) — AE,(iy))
and has low  otpit  (movement almg the 1S cure i, 2,V Y.)

On the other hanai, it the inferest rate s low, it corqyes inwestors  and mak,  bigh ov*pvl'
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When e demand of wmoney 15 high , £ means people hold o lof of cach. W can cavee iantrbn-vy_
Gp intereet vate will Increase Yo veduce 'ln*Flnhmar\i 3o It Posi‘Hw. nlq.hinshp febwern ovbput Cincome)

and, intoest vabe for LM (A Vﬂwr,*nro, whon inome i high | either . In the contory , (4 the demand of mwngy is low, the output /income  will low.
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Il . 5u\s:i:vil-q of investmemt +o change in intrsst rave
Ly : smsiHvH’y of money  demand, gh-ngg in  income

Lj :sms'lﬂviiy of  womey  dunand, b f,hln‘,g in income

u.2)
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" slope ot 16 equation s - (L x—i)




(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.)

4.4  Find the slope of the IS curve.

(Hint: The coefficient before Y is the slope of IS.)
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.)

4.6 Find the slope of the LM curve.
(Hint: The coefficient before Y is the slope of LM.)

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.

6. What is the Crowding-Out Effect?
Suppose that the government increases its spending, i.e. expansionary fiscal
policy. Use the IS-LM diagram to explain how the economy moves to the new
general equilibrium and the crowding-out effect.

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.

8. Use the graph below to answer the following questions.
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8.1 Atthe Red point, which market is in equilibrium, and which is not?
8.2 Explain how the goods and money markets at the point will adjust
towards the general equilibrium (Y*, i*).
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us)  Md = mg
LK, i) =M
P
\ n
Ly- -L; = P i
Li! =L),Y -P
| = _L[:—),'Y_LL',(%)
Ly

L4
Slopr of Is is - (= 1.)
15’ , 4
slope o LM is 7
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Slope. of IS depumds on M and T, for dirst dactr (), if e mubipler is high, 15 eorve will flat,
It I, s k[\,},) Gopt will be flat s well
Spe of L0 dpmds on Ly ond Li W Ly ts high LM cove will steep, bt if Li i high Lm vowve will fat:
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Crowding-oit effect is o problem of ficdl policy whon govnmert increases s spading or veduce tax.
From the groph, the gwernewnt increase Hs  opunding Con) , It carses AE vises  which ovtpd  alod vise ae will
& Moreover | this "—?"—””h" 61 shrfﬁ"" vi\,\ﬂ’ur‘l of ts curve G5 215°) ab Y'. Thh In money  mayket , 85 M:Pv\’ inorease,

it leads to shift momey demand 10 dhe right , so it ales pushed vp the infwest Jove) ot i Increasing in
nforest raty wll diccourage the investor trom "nvgstl'ny , the AE  fals  which oupit will drop fom Y 'to Y.

Thl‘s uPnemi' the Anl«,dl":’ —ot  effect.
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Contra tonary monehory policy — My (LA shift)

Jeom the amph, whin  (bral bank decrease it maney , wonel Supply msy) thm M5 e shifh lefhward
(MLmY) . Then it cayses highor love]  of tntwed  vabe ab i') and aleo  lower leve) of ollt‘pvf' a X’
This is fecavse ¥he higher inforesk  vake, Yo lees investors nvesking . Hence, tee AE dvop and deorease

i

in otpt fom Y to X




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 Investmentis NOT sensitive to changes in interest rate.

9.3 Money demand is very sensitive to changes in interest rate.
9.4 Money demand is very sensitive to changes in income (Y).

10. Assume a closed economy with the government. The economy has the
following parameters:
C=100+ 0.5(Yd) [=80-100(i) G=40 T =40
L(i, Y) = 0.5(Y) - 200(i) M=400 P=2

Answer the following questions.

10.1 Derive the IS equation.

10.2 Derive the LM equation.

10.3 Find the general equilibrium output and interest rate.
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s.\) The 3oads market o in  equilibrivm, and the monoy  marker i not in equilibrivm.

I.L) Contral jank want o decreas money 5"\’?'5' so the bond issvers will inreage intwrest rabe, this makes LM cwrve shift [eft  wih hi,hw infuvest

rate  will discoage investment, hemce  lower AE amds Y | cveatt wowemont along IS curve. Now ¥he IS curve is not  adjust towards the 3mwa|

equlibrivm yet. So, the govd. will vse  contractionary fscal policy , inorease tax | make A6 and Y decrease . The 15 cove will ohift lefd

+0erdl gWﬂl qu‘“ﬂv"lm-

Lm flat = fisal policy is more effective

L Lm s{'uP = mnmfny policy is more effoctive.

wi) Y= Ae

Y= C+1+ G
=G+ CY-C,I +Io -1,0D) +6
Y :wor 0.5Y - 0.5(40) +30 - 02 +up

0o\ > 200 405 Y

iz 200+08Y
100
03)  Ms M4
Moe L)

L

400 - asy - 2000

\00

2
10.5)  20030SY . p.5Y-200
100 200
w0o+Y = oSY —300
0.5¥= - 500
Y‘: - 300
1= 200 tos(-300)
100
G -
| = 200-150 ¥ - S0 o5

100



