
Exercise 6 

IS-LM Model 

 

1. The IS-LM Model is a general equilibrium model, which means 
that…………………………………………………………………………………………… 
There are………markets, which are……………………………………………… 
The price that clears these markets is………………………………………… 
The IS curve represents a………………relationship between 
………………and………………This is because……………………………………… 
…………………………………………………………………………………………………… 
The LM curve represents a………………relationship between 
………………and………………This is because……………………………………… 
…………………………………………………………………………………………………… 
Each point on the IS curve is an equilibrium in the…………market. 
Therefore, we have the equilibrium condition: ……………………… 
Each point on the LM curve is an equilibrium in the…………market. 
Therefore, we have the equilibrium condition: ……………………… 
 

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↑   
G↓   
T↓   
G&T↑ equally   
M↓   
P↓   

 
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)  I = I0 – I1∙ i  G = G0 T = T0 
L(i, Y) = LY∙ Y – Li∙ i M = M0  P = P0 
Answer the following questions. 
4.1 What are I1, LY, and Li? 
4.2 Why are I1 and Li negative? 
4.3 Derive the IS equation that shows how i and Y are related. 
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a common price that clears 2 or more market

2 commodity market and money market .

interest rate

negative
output interest rate higher interest rate

discourages investors from investing and decrease output

positive
output interest rate higher level of income

makes people have more demand of money , interest rate drives
.

commodity

Y=AE

money

Mp= Ms

movement movement

shift left
-

shift right -

shift right -

- shift left
- shift right
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When interest rate is high it discourages investors
, so

it reduce investment
.

It means that the aggregate expenditure fall [ AE , Ci ,) → Atfiz))

and has low output ( movement along the is curve
,
i
,
→ iz

,
Y , → Ya)

On the other hand
,
if the interest rate is low

,
it courage s investors and make high output

LM curve
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When the demand of
money is high , it means people hold a lot of cash .

It can cause inflationary .

So interest rate will increase to reduce inflationary gap . It's positive relationship between output ( income)

and interest rate for LM curve ; therefore , when income is high , either . In the contary , if the demand of money is low
,
the output / income will low

.

4 4. 1)

I
,
: sensitivity of investment to change in interest rate

Ly : sensitivity of
money demand to change in income

Li : sensitivity of money demand to change in income

4. 2)

I
, is negative because when it

,
it will discourage investment

.

Li is negative because when it
,

PPL will demand less money .

4. 3) Y : AE

Y = Ct I to

Y= Cot C , CY - To) + Io
-I

,
I + Go

I
,
I = lot C. CY - C , To + To + Go - Y

i = Cot C , CY - C , To + Io +Go - Y

Il

4. 4)
' i = (Otc, Y

- C, To + Iot Go -Ymultiplier =
i - MPC

Il
m = 1-

"

c ,

I = Cc ,
- 1)Y + Co - Cito 1- Iot Go

I - C
,
=

"

m

Ii

=L
= - ( I - G) Y t Co - C) To 1- Go

I
,

=

- ( I - G) Y + Co - Cito + Io 1-Go

I
,

I ,

=
- (Lmx ¥

,
)Y +

Co - C , To + Io 1- Go
I ,

i. slope ot is equation is - (tm ✗ =L
,

)



(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. 
 
 
 
 
 
 
 
 

8.1 At the Red point, which market is in equilibrium, and which is not? 
8.2 Explain how the goods and money markets at the Orange point will adjust 

towards the general equilibrium (Y*, i*). 
 

MM : most → it

GM : it → IT → AET → YT
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4. 5) Md = Ms

LCY
,
i ) -- I

p

Ly - Y- Li - i = ¥

Lii = Ly 't - F-

i =
Y - I. (F)

4. b) slope of LM curve is ¥

5 slope of Is is - Fm - ¥
,
)

Is
'

slope of LM is ¥
IS

slope of IS depends on M and I
,
for first factor (m)

,
if the muti plier is high ,

IS curve will flat
.

If I
, is high , slope will be flat as well

slope of LM depends on Ly and Li . If Ly is high , LM curve will steep , but if Li is high
,
LM curve will flat.

6 IS equation :
Y = Ct I + G GM : at → AET → YA

LM equation : F- =L ( il 't) mm : Yi → Mdt → it

GM : it → It → AET → Yt
Expansionary fiscal policy → GT C is shift)

Ms
'f- AE
AE '

I g-
I' - - - -

l AE i - - - -
Md

'

'

,
I

md
Y
'

Y
'

LM

Crowding - out effect is a problem of tical policy when government increases its spending or reduce tax
.

-

. From the graph , the government increase its spending CGM ,
it causes AE rises which output also rise as well

.

1
l l
l l 's

'

Moreover
,
this represented by shifting rightward of is curve cis → IS

' ) at Y
'

.
Then in money market

,
as output increase

,

II. 'y .
's

it leads to shift money demand to the right , so it also pushed up the interest level at i "
. Increasing in

interest rate
,

will discourage the investor from investing , the AE falls which output will drop from Y
'

to Y
"

.

This represent the crowding - out effect .

7 IS equation : Y=ctItG

LM equation : F- =L Ci , , Y )

MM : Mt → F. + → i

am :
l t → It → AET → Yj,

contra tionary monetary policy → Mt ( LM shift)

Ms' Ms

il - - - -

i - - - - - -

Md

Lm
'

i LM

☒

from the graph , when central bank decrease it money , money supply (Mst) , then Ms curve shift leftward

it
- - - •

UM → LM ') . Then
,
it causes higher level of interest rate at it

,
and also lower level of output at Y

'
.

i - - - -
l
- • This is because the higher interest rate

,
the less investors investing . Hence,

the AE will drop and decrease

1 I

1 in output from Y to Y !
I

15
I 1

Y
Y
' Y



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. 
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)  I = 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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8 8. 1) The goods market is in equilibrium, and the money market is not in equilibrium .

8. 2) Central bank want to decreas money supply , so the bond issuers will increase interest rate
,
this makes LM curve shift left with higher interest

rate will discourage investment
,
hence lower AE and Y

,
create movement along 15 curve . Now the IS curve is not adjust towards the general

eqvlibrium yet . So
,
the govt . will use contractionany fiscal policy ,

increase tax
,
make AE and Y decrease .

The 15 curve will shift left

toward general equilibrium .

9 9.1) ; LM
LM '

i. IS is flat = monetary policy is more effective .Hi -

,

1 ! 15

y
y→ Y '

9. 2) i

i '
- -
-

-1
.
: IS steep = fiscal policy is more effectivei - - --1

, IS '

1
,

1 IS

Yy '
Y

9.3) i LM

jl - - - - - -
,

i - - -
, y , ,

,

LM flat = fisal policy is more effective

1
,
is v

y y
' 1

9.6) i LM
Lm
'

i - - -
: LM steep = monetary policy is more effective

.is - - 1- -
,

l t '

Sy
Y Y'

10 10.1 ) Y = AE

Y= C. + It G

= Cot C.Y - C , I + Io
-I , Ci) + G

Y = 100+0.54 - 0.5140) +80 - looituo

100 I = 200+0.5 Y

I = 200 + 0.54

100

10.2 ) Ms = Md

F- = LCY, i )

4¥ = 0.5 Y - 2001
'

10.3) 2001-0.54
=
0.54-200

100 200

6001-4 = 0.54 -200

0.54 = -600

Y• = - 300

I = 200 +0.51-300 )
100

i = 200 - 150 i• = g = 0.5
100


