
Exercise 6 

IS-LM Model 

 

1. The IS-LM Model is a general equilibrium model, which means 
thatǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
There areǥǥǥmarketsǡ which areǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
The price that clears these markets isǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
The IS curve represents aǥǥǥǥǥǥrelationship between 
ǥǥǥǥǥǥandǥǥǥǥǥǥThis is becauseǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
ǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
The LM curve represents aǥǥǥǥǥǥrelationship between 
ǥǥǥǥǥǥandǥǥǥǥǥǥThis is becauseǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
ǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥǥ 
Each point on the IS curve is an equilibrium in theǥǥǥǥmarketǤ 
Thereforeǡ we have the equilibrium conditionǣ ǥǥǥǥǥǥǥǥǥ 
Each point on the LM curve is an equilibrium in theǥǥǥǥmarketǤ 
Thereforeǡ we have the equilibrium conditionǣ ǥǥǥǥǥǥǥǥǥ 
 

2. Cetaris Paribus (other things equal), how will each variable affect each curve Ȃ 
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 Ȃ T)  I = I0 Ȃ I1ή i  G = G0 T = T0 
L(i, Y) = LYή Y Ȃ Liή 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. 

there exists common price that clears 2 or more markets.
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- The IS curve is derived from closed economy Keynesian cross ,
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- To derive the LM curve ,
it starts from the equilibrium condition in the money market :
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I
,
= sensitivity of investment to change in interest rate

Ly = sensitivity of Md to change in income

Li = sensitivity of Md to change in interest rate

Because I , is the sensitivity of Investment to change in interest
rate

,
and Li is the sensitivity of Md to change in

interest rate
.

Both I
,
and Li depend on interest rate

.

When interest rate
rise

, people will not want to invest and hold cash which means Investment
and Money demand have negative relationship with interest rate

.

So
,
these make

I
,
and Li are negative .
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✗ = C LY - T ) + Ili ) +G
y = Cy - CT + Ici ) + G
Ici ) = Y - CY + CT - G



Ms = Md

when it → Mdf > YA → Md 9 → Md = Ms
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The crowding - out Effect is one of the weakness of fiscal policy , so
that means the fiscal policy is not fully effective .

The crowding - out effect : public sector spending (G) reduces or
eliminates private sector spending ( I)

The crowding - out Effect is about the weakness of fiscal policy .

We use expansionary fiscal policy to boost the economy by increasing
government spending or decreasing tax .

step 1 : In GM : 89 or TW → AET → Y 9 GM is in eqbmtz ,but MM is not.
so

,
MM will adjust.

step 2 : In MM : when Yr → Mdr → if : mm is in E
,
but GM still at

Ez .
Steps : In GM : if → IN → AEW → YW : In this point , GM & MM are in
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• Contractionary monetary policy : reducing in money supply and
increasing interest rate . [ Msd → it]
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d.) At the Red point , Goods and services market is in equilibrium , and
the money market is not in equilibrium .

2. At the orange point , the goods and money market are not in equilibrium
,
but we can use phase diagram to adjust both market to equilibrium .



" monetary policy is effective

② Fiscal policy is effective

③ Monetary policy is effective

⑨ monetary policy is effective
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