Answer

1. The IS-LM Model is a general equilibrium model, which means
that..xhere.... exisks....a..common. price.. that...clear... duo. o1 more. coarkets

The IS curve represents a.negu.’ﬂ.v.&.relationship between
inferest. xate.and.audpot...... This is because...1nneskment. depends. on.......
Indeseat. xole. .navt.. When. Inderest. moie..s. bighs. B discourages. sobvesmend. and. Shexefore, lover output
The LM curve represents a.positlse......relationship between
interest valely).and .autput(y ). This is because..uhen..peaple. have...moze.......
10come.. G Shey . il demand. eaare..0n0Ny. 2. 5 LEAA........oooceeee e
Each point on the IS curve is an equilibrium in the commadymarket.
Therefore, we have the equilibrium condition: . ¥z AE.ox Mz CL-T 4+ 101 +6
Each point on the LM curve is an equilibrium in the.mons. . market.
Therefore, we have the equilibrium condition: I 17 W y OO

2. Cetaris Paribus (other things equal), how will each variable affect each curve -
shift (to which direction?) or movement?

Variable IS Curve LM Curve
it move 4o the left move ‘o the night
Gl Snifd fo  douwnuard left move 10 the Legt
Tl shifl 4o ypuard tight move 40 the right
G&TT equally shi#t +o ypuard right move 10 the right
Ml move 1o the lefi shifi upward lefd
Pl move {o the right shi®t dounward right

Su:vmals curve from keynesian  Cross -

A€ 1= hE Starting from keynesian cross graph, the equilibrium
condition is V= AE. Hhen there 1 an merease ind

! iy
. Ab = Cr L) +6 tavestors sl iavest less due 4o higher cost of borre

Wing, and this will lower ovtput () . Thal 's why

5y ootput Y ond derest 1) have negative relationship

n 1S cove (it =2 W),

~




Deriving the LM curve From he money market
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Slorting from  money market, We know that equilibrium condition is  Md:=Ms , bet M is cons-
tad and Md is determined by Iquidily preference theory.
S0, when there is an increase ™M meome (Y), the demand. Jor money will mcrease %o (Nd,—> fd,)
However, 1} interest tate s shll ai T, there will be shorfage. When there is a shortage , people
convert bond /share to money .Then, bond Tssuers Will increase i (il—ﬁJ.'Thq*‘s why there'’s a
positive relationship betwen wcome L) and Toterest(i).
LA L, is endogenous variable of nvestment which also refers fo the slope OF wnvestment that depends on 7.
Ly is sensifivity of Md to change i output ().
Li is sensitivity of Nd fo change ™  Tnierest (.
4.2. I, and Li have negative sign because interest(),uhich 15 the varioble that both Ti and Vi depend on
hove negative relotionship with uestment(I) and oukput(y) .
4.3. erive IS equation that shows how 7 and M ore related.
Yz AE {2 Y= CotQU-T) +Lo-IvT + 6,

L-i = Cot CIU'T)‘\‘ To tGo -y

T - C°+ CIL\'-T) + Io t GD _\l _ CO - C(T+ I-°+ G’o ‘\'C,|\l =N N CO' CIT‘\’IQ"YG;(CF\”
i I, - I'I B fl

WY Slope of 1S corve is 9%

U.5. Qeive U1 equation that shows how T and N are related.



— = Ly - L0
P v
Lia = Ly _Ho
P>
o Wy - e
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4.6. The slope of LN corve is %

b. For IS curve, the slope depends on Ci and I, . When C, increases , AE will 1ncrease ,and thus,
¥ increases f00. For I, | the tnvestmend depends on T, 50 when T mncreases, # discovrages Tnvestors.
Hence, Tavestment goes douwn ,and AE folls Joo. Thee ove the effects 1, and Ci have on IS corve.
For LM corve, +he slope depends on Ly and Li. When Y increwse , Ly will Werease Yoo This T
becavse when people become viches , they demoand more Money. On dhe contrary, the merease T
T Wil decrease Th Li and Nd .

6. Crowding-0ut effect is the reduction 1n privale spending due fo the wcrease of public spending.

Thie 1s becavse uhen government increases Hs spend:ng, the demand Ffor money will tise ,and +hus,
the interest rafe alo goes up which discovrages Tavestors.

First, the general equilibrivm is ot 1, , Y,.Then, when 61

I8, shift vp 4o 15, and of the same 1,, 1 creates Y,
but when 1, goes vp to & . T veduces Investment ,s0 ovlpot
Y1 falls 4o Ny uhich 18 higher than N, .Theredore, the

new general equilibriom 15 ab ¥y,

Y. v
% The central bank decreasing T money supply , T.e  conractionary monetory policy wrll vesult in
new general equilibrium which has higher 1 and lower Y. On the diagram below, i, \Y2 15 neu gene:
14
ral equilibrium. When TMs decreases, T wll wncrease (i91ubich make

L and AE go doun T goods x service market. Then N vill 3l

as well (N2V,). LN will shigt vpuard (M0 according to

1s, Change 1n T,and these process create new general equilibrivm,
2y




3.1. At the red pont , market that s m equi librigm 18 goad: ¢ service market . Morket that
is not in the equilibriom 15 money morket.
8.3. Explanation 0f how the goods and money markets of orange pownt will adjust dowards the general
equilibriom, At orange pond, #'s not n equilibriom ™ both markets .
For money market LhM), 1 is t00 low ,s0 1 moust adjust up

A n
® e~
- For goods marked (6M), when 1 1s vp do pornt A, 1 makes IV,

AN AEV ,and NV, and # moves drom A 4o 8.

0
\\15 MB, T 15 high: Y is lou that makes Md L and 14 . This

y i ghown w point C.

7

Mt C, when 7 is lou, T goes up uhch makes AE and N wcrease, Tndicated in 9.
Nhen 7 s lou , there is shortage o% money Tn NN, and then 1 will vaise dve to people converting
bonds for money. 1 faiemg is shown T pont E.
Tais process wll go on vkl the punt is of Y¥ and 1 ¥ .
9.1. MUhen consomers have high MPC, monetary policy Should be used because 1S 1s #lat and.
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9.3. Uhen investment is not senstive fo changes Tn nderest rale, {iscal policy should be used be-

cavse IS 1s Steeper than LM

8.3. Money demand 17s very senstive do inlerest rale | fiscal poliy should be used because LM Flod

and IS 1is steep.

91 When money demand Ts very sensitive 4o changes ™ ncome Y, IS is steeper dhan U, s0

fiscal policy should be used .

Y
10.1. Jerive 15 equation
Y - AE - C+I + G
Y= 100+0.5 (N-40) + 80~ 100(;) +Y0O
= 100 + 0.5Y - 20 + 30 -1007 + LO
= 900 + 0.5Y -100j

1001 = 200 *0.5Y -V

i - g- 0.5Y
100
1T - 8- 0.005Y

10.2.  Jerive LN eqoation

Nd = MNs
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20017 - 0.5Y-200

"- OS‘I _ |
200

1 = 0.00a8%\y -|

10.3. Find 4he general equtlibrium output and miterest rate
Ne have 1T = 9 - 0.005Y

- 0.00257 -1

9 - 0.005Y = 0.0025Y -|

0.0025N = 2 +| —0.005Y

0.00%5Y = 4
N--2__ _ 400
00015

D iz 2-0.005Y

- 9- 0.005(u00) = O

Therefore, +he general equilibrium output 15 Y= LOO, and

the general equilibrivm mierest rade is T:- 0




