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IS – LM Dynamics

The Static Model 

IS

LM

b – propensity to consume

tx – tax rate

h – interest sensitivity of investment)

k – income velocity of money

u – interest sensitivity of money demand
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The Static Model 
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IS – LM Dynamics

Instantaneous Money Market Adjustment 

Exercises

1. A rise in G from 330 to 350 

2. A fall in tx from 0.2 to 0.175 

3. A rise in b from 0.75 to 0.8 

4. A fall in k (a rise in the income velocity of money) from 0.25 to 0.3 

5. A fall in u (a fall in the interest sensitivity of money demand) to 7 (or even zero) 

6. A fall in h (a fall in the interest sensitivity of investment) from 4 to 2 (or even zero)
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Continuous IS – LM Model  
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Continuous IS – LM Model  
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Monetary Expansion   
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Fiscal Expansion   
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Combined Fiscal and Monetary Policy   
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Discrete Version of IS – LM Model  
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Interest Rate Celling 
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IS – LM Dynamics

Exercises  
Instantaneous money market adjustment and sluggish 

goods market adjustment. 

Plot the trajectory of the economy in (Y,r)- space starting 

from the initial equilibrium for each of the following. Treat 

each one separately and assume the change takes place 

in period 1.

1. Fall in G from 330 to 250

2. Fall in Ms from 470 to 400

illustrate possible trajectories for the economy in (Y,r)-

space for each of the following 

1. A fall in government spending

2. A fall in the money supply
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Exercises  
Establish the new equilibrium and to construct trajectories 

for the following events (

1. A fall in the money supply from 8 to 5

2. A fall in business expectations resulting in a fall in 

autonomous investment from 10 to 5

3. A rise in savings at all levels of income, resulting in a 

fall in autonomous consumption from 15 to 12

Set up model using the parameter values from the 

previous model. What are the new equilibrium and the 

trajectory of the economy for the following events 

1. A rise in autonomous taxes from 0 to 10? 

2. A fall in the money supply from 8 to 5

Let beta=3. What is the new equilibrium and the trajectory 

of the economy for the following events 

1. A fall in G from 25 to 22? 

2. 2. A fall in M from 8 to 5?
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