Lecture Eleven: Neo-Keynesian Money Market Equilibrium: The LM Curve

{LM Schedule, Slope of LM, Interest Elasticity of Money Demand, Change in Money Supply, Change in Autonomous Liquidity Preference}

Neo-Keynesian AD I

10
Construction of the LM curve: which is the combinations of r and Y that equilibrates money demand with money supply.

1.
Recall,
 
i.
 
[image: image1.wmf](

)

0

0

0

0

,

2

1

2

1

0

>

>

-

+

=

<

>

=

c

c

r

c

Y

c

c

M

L

L

r

Y

L

M

D

r

Y

D



ii.
and M is considered to be fixed and exogenous.

3.
Thus, the equilibrium condition is
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4.
We have already considered equilibrium in the money market for a given level of real income.


i. 
The LM curve, obviously, is drawn in r-Y space

ii. 
Suppose we start at Y0 and we have equilibrium r0 in the money market.  Thus, the combination (Y0, r0) provides equilibrium in the money market. 

iii.
At a higher level of national income Y1 the level of money demand will be greater at every level of the interest rate, that is, the money demand schedule will shift right resulting in an equilibrium interest rate of r1.


iv.
Thus, (Y1, r1) provides another combination of equilibrium in the money market.  Likewise, (Y2, r2).

5.
Our result is that the LM curve is upward sloping.


i.
That is to say, at higher levels of real income, the money market equilibrates at a higher level of the interest rate.


ii.
The increase in transactions demand for money due to the increase in Y puts upward pressure on the interest because as people try to sell bonds for money the interest rate rises.


iii.
As the interest rate rises, the speculative demand for money falls.


iv.
Equilibrium in the money market is achieved again once the increase in transactions demand equals the decrease in speculative demand.

6.
We are interested in the slope of the LM and what causes the LM curve to shift.

15
Slope of the LM curve: it can be relative flat or steep.

1.
The slope of the LM curve is the change in r/change in Y that maintains money market equilibrium.


i.
Looking at the equation for the LM; the slope of the curve is the change in r per unit change in Y holding fixed the factors that position the curve.
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ii.
c1 is the amount money demand will change per unit change in income.

iii.
c2 is the change in money demand for a change in the interest rate.  

iv.
Lets consider different c2s for a given c1.
2.
So, c2 determines the interest elasticity of money demand.  For a small value of c2 the interest elasticity of money demand is small.


i.
Money demand is interest inelastic


ii.
We see that the money demand curve is very steep; so the change in income causing an increase in transactions demand induces a very large change in the interest rate in order to reduce the speculative demand for money enough to restore equilibrium.


iii.
This means that the change in the interest rate per unit change in income is relatively large and the LM curve is steep.

3.
For a large value of c2 the interest elasticity of money demand is large.


i.
Money demand is highly interest elastic.


ii.
We see that the money demand curve is very flat; so the change in income causing an increase in transactions demand induces a very small change in the interest rate in order to reduce the speculative demand for money enough to restore equilibrium.


iii.
This means that the change in the interest rate per unit change in income is relatively small and the LM curve is flat.

10
Shifts in the LM curve: it shifts due to changes in autonomous liquidity preference and money supply.

1.
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i.
The first two terms are the intercept terms.


ii.
If M changes, then the LM curve will shift.


iii.
If c0 changes, then the LM curve will shift.

2.
A decrease in the money supply will shift the LM curve up and left.

 
i.
Consider an initial situation in which we have a set of combinations of (r,Y) that will equilibrate the money market which we denote as LM0.


ii.
Suppose we start at income level Y0 which provides for money demand function MD(Y0) and equilibrium interest rate r0.


iii.
If M is decreased, then (r0,Y0) no longer provides for equilibrium, rather, (r1,Y0)

iv.
For any income level we consider, once the money supply is decreased, the income level requires a higher interest rate equilibrate the money market.

3.
Suppose economic conditions changed such that individuals fear an increase chance in firms’ defaulting on bonds.  In this case, it is likely that there will be an increase in liquidity preference for each combination of income and interest rate causing the LM curve to shift up and left.


i.
Consider an initial situation in which we have a set of combinations of (r,Y) that will equilibrate the money market which we denote as L0M.


ii.
Suppose we start at income level Y0 which provides for money demand function MD(Y0) and equilibrium interest rate r0.


iii.
If c0 is increased, then (r0,Y0) no longer provides for equilibrium, rather, (r1,Y0)

iv.
For any income level we consider, once the money demand is increased, the income level requires a higher interest rate equilibrate the money market.
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