Lecture Thirteen: Neo-Keynesian Demand-Side Equilibrium: The IS-LM Model

{IS-LM Equilibrium, Monetary Policy, Autonomous Change in Liquidity Preference, Fiscal Policy, Autonomous Change in Investment}

Neo-Keynesian AD III

5
IS-LM combined

1.
The intersection of the IS and the LM is the General Equilibrium of the Money Market and Product Market.  It shows the only (r, Y) combination that simultaneously clears the money market (and by extention bond market) and the product market.

2.
We can also find the equilibrium mathematically.


i.
We have an LM curve which comes from MD=M and an IS curve which comes from I+G=S+T.  We have two equations that determine two variables: r and Y.


ii.
Lets consider our linear versions.
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10
Shifts in LM

1.
Decrease in Money Supply

i.
Assume we start at LM0 and IS0 which results in r0 and Y0.


ii.
If the money supply decreases, then LM will shift left to LM1; the decrease in money supply results in a higher interest rate being necessary to equilibrate the money market at every income level.


iii.
At r0 and Y0 there is excess demand for money, which puts upward pressure on the interest rate.


iv.
The increasing interest rate causes investment spending to drop.  While investment spending is dropping, income, Y, is dropping such that S drops.


v.
A dropping Y, then causes the money demand curve to shift left.


vi.
A new equilibrium is reached when the increasing interest rate and the falling level of income reduce the demand for money by an amount equal to the decline in money supply.

2.
Decrease in Money Demand for given levels of r and Y.


i.
Assume we start at LM0 and IS0 which results in r0 and Y0.


ii.
If the money demand decreases exogenously, then LM will shift right to LM1; the exogenous decrease in money demand results in a lower interest rate being necessary to equilibrate the money market at every income level.


iii.
At r0 and Y0 there is excess supply of money, which puts downward pressure on the interest rate.


iv.
The decreasing interest rate causes investment spending to rise.  While investment spending is rising, income, Y, is rising such that S rises.


v.
A rising Y, then causes the money demand curve to shift right.


vi.
A new equilibrium is reached when the decreasing interest rate and the rising level of income induce an increase in the demand for money by an amount equal to the original exogenous decline in money supply.

20
Shifts in IS
1.
Decrease in I+G (either an autonomous decrease in I or a decrease in G).  But we consider the change in G, while noting the analysis is the same for an autonomous change in I.

i.
Assume we start at LM0 and IS0 which results in r0 and Y0.


ii.
If the government spending decreases , then IS will shift left to IS1; the decrease in government spending results in a lower income level being necessary to equilibrate the product market at every interest rate.  Y is decreasing due to (a) the decrease in G and (b) induced decreases in C.


iii.
As Y is decreases, the transactions demand for money is decreasing and the money demand curve shifts left causing an excess supply of money, which puts downward pressure on the interest rate.


iv.
The decreasing interest rate causes induced increases in investment spending.  


v.
Thus, in the IS-LM Keynesian model the multiplier effect is muted some due to the inclusion of the money market and the countering effect of the interest rate on investment spending.  The Simple Keynesian Model overstates the effect of fiscal policy.

vi.
At the new equilibrium, the decrease in the interest rate must be sufficient to keep the level of money demand unchanged even though there is a decrease in income.

2.
Decrease in T and thus S + T 
 i.
Assume we start at LM0 and IS0 which results in r0 and Y0.


ii.
If tax collection decreases, then IS will shift right to IS1; the decrease in tax collection results in a higher income level being necessary to equilibrate the product market at every interest rate.  Y is increasing due to (a) the decrease in T and (b) induced increases in C.


iii.
As Y is increases, the transactions demand for money is increasing and the money demand curve shifts right causing an excess demand for money, which puts upward pressure on the interest rate.


iv.
The increasing interest rate causes induced decreases in investment spending.  


v.
Thus, in the IS-LM Keynesian model the multiplier effect is muted some due to the inclusion of the money market and the countering effect of the interest rate on investment spending.  The Simple Keynesian Model overstates the effect of fiscal policy.

vi.
At the new equilibrium, the increase in the interest rate must be sufficient to keep the level of money demand unchanged even though there is an increase in income.
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